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1.0 LEARNING OBJECTIVES .

:Aﬁer reading this chapter students wiil be able to:
®  Undefstand the basic concepts of apital market.
*  Understand the role of Capital market in India .
® Understand the concept of hstmg and Issue of securities’
*." Understand the concept.of Book Building .
*  Understand the concept of -Buy-Ba_ck of shares

1‘:’-
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Notes

1.1 INTRODUCTION o

You all know that a business needs finance from the time an entrepreneur makes the decision to
start it. It needs finance both for working capital requirements such as payments for raw materials
and salaries to its employees, and fixed capital expenditure such as the purchase of machinery
or building or to expand its production capacity. "The above example gives a fair picture of how
companies need to raise furids from the capital markets. Idea Cellular decided to enter.the Indian
capital market for its needs of expansion. -

In this chapter you will study concepts like private placement, Initial public Offer (IPO) and
capital markets which you come across in the example of Idea Cellular.

Business can raise these funds fromvarious sources and in different ways through financial
markets. )

This unit provides a brief description of the mechanism through which finances are mobilised

" by a business organisation for both short term and long term requirements. It also explains the

institutional structure and the regulatory measures for different financial markets.”

Concept of Capital Market

A business is a part of an economic system that consists of two main sectors ~ households which

save funds and business firms-which invest these funds. A financial ‘market helps to link, the
savers and the investors by mobilizing funds between thém. In doing so it ‘performs what is
Kknown as an allocative function. It allocates or directs funds available for-investment into their
most productive investment opportunity. ) )

When the allocative function is performed well, two consequences follow:
s The rate of return offered to households would be higher

e Scarce resouirces are allocated to those firms which have the highest productivity for the
economy.-

There are two major alternative mechanisms through which allocation of funds can be done:
via banks or via financial markets. Households can deposit their surplus funds with banks, who
in turn could lend these funds to business firms. . ’

Alternately, households can buy the shares and debentures offered by a business using

" financial markets. The process by which allocation of funds is done is called financial intermediation.

Banks.and financial markets are competing intermediaries in the financial system, and give
households a choice-of where they want to place their savings. '

" 1.2 CAPITAL MARKET

The term capital market refers to facilities and institutional arrangements through which long-term
funds, both debt and equity are raised and invested. It consists of a seties of channels through
which savings of the community are made available for industrial and commercial enterprises
and for the public in general. .

It directs these savingsinto their most productive use leading to growth and development
of the economy. The capital market consists of development banks, commercial banks and stock
exchanges.

Il
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r free, fair, competitive and transparent. The capital market should also be efficient in respect of -

i Definition

An ideal capital market is one whefe finance is available at reasonable cost. The process
of economic development is facilitated by the.existerice of a well functioning capital ‘market. In
fact, development of the financial system is seen.as a necessary condition for economic growth.
It is essential that financial institutions are sufficiently developed and that market operations are

the information that it delivers, minimise transaction costs and allocate capital most productively.

0
1

| Financial system is a complex well integrated set of sub system of financial institutions, market,

instruments ‘and services which facilitates the transfer and allocation of funds efficiently and
effectively System helps to mobilize the surplus funds and utilizing in productive manner. A
capital market can be either a primary market or a secondary market. In a primary market, new
stock or'bond issues are sold to investors, often via a mechanism known as underwriting, ,

The main entities seeking to-raise long-term funds on the primary capital markets are
governments (which may ‘be municipal, local or national)-and business enterprises (companies).
Governments issue only bonds, whereas compames often issue both equity and bonds.

The main entities purchasing the bonds or stock include pension funds, hedge funds, sovereign
wealth funds, arid less commonly wealthy individuals and investment bahks_trading.on their
own behalf. In the secondary market, existing securities are sold and- ‘bought among investors or
traders, usually on an exchange, over-the-counter, or elsewhere.

The existence of secondary markets increases the willingness of investors in primary markets,
as.they kinow they are likely to be able to swiftly cash out their investments if the need arises.

A second important chwsmn falls between the stock markets (for equity securities, also
known as shares, where investors acquire ownership of companies) and the bond-markets (where
investors become creditors).

=~

. Methods of Floatation

There are various methods of floating new issues in the primary market :

1. Offer through Prospectus: Offer through prospectus is the most popular method of raising.

funds by public companies in the primary market. This involves inviting subscription from
the public through issue of prospectus. A prospectus makes a direct appeal to investors to

- raise capital, through an advertisement in newspapers and magazines. The issues may be
underwritten and also are required to be listed on'at least one stock exchange. The contents
of the prospectus have to be in accordance with the provisions of the Companies Act and
SEBI disclosure and investor protection guidelines.

2. Offer for Sale: Under this method securities are not issued directly to the pubhc but are
offered for sale through intermediaries like i issuing houses ar stock brokers. In this case, a
company sells securities enbloc at an agreed price to brokers who, in turn, resell them to the
investing public. ' )

3. Private Placement: Private plac:ement is the allotment of securities by a company to
institutional investors and some selected individuals. It helps to raise capital more quickly
than a public issue. Access to the primary market can be expensive on account of various
mandatory and nonmandatory expenses.:

Some companies, therefore, cannot afford a publi¢ issue and choose to use .private
placement.

Capital Markets

Notes
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Notes

4.  Rights Issue: This is a privilege given to existing shareholders to subscribe to a new issue of
shares according to the terms and conditions of the company. The shareholders are offered
the ‘right’ to buy new shares in proportlon to the number of shares they a]ready possess

=,

5. “e-IPOs:’A company proposing to isste capltal to the public through the on-line system of
the stock exchange has to enter into an agreement with the stock exchange. This is called an
Initial Public Offer (TPO). SEBI registered brokers have to be appointed for the purpose of

« accepting applications and placing orders with the company. The issuer company should
also appoint a reg15trar to the issue having electronic. connectivity with the exchange
The-issuer company.can apply for listing of its secusities on any exchange other than the
exchange through which it has offered its securities., The lead manager coordinates all the
activities amongst intermediaries connected with the issue

[]
4

Components |
"« Financial Instruments t o ’
*  Financial Markets .
*  Financial Institutions = =,
. Fmanc;ial"Ser\iices . _ . g

¢+ Regulatory Authority . -

Fiﬁancia! Ins.'truments

Financial instruments are assets that can be traded, or they canalso be seen as packages of capital
that may be traded. Most types of financial instruments provide efficient flow and transfer of capital
all throughout the world's investors. These assets can be cash, a contractual right to deliver or

receive cash or another type of financial instrument,, or evidence of one'é ownership of an entity.
. N

Key features: s

* A fmancml instrument is a real or virtual document representmg a legal agreement
inivolving any kind of monetary value.

+ Financial instruments may be divided into. two t'ypes: cash instruments and derivative ‘
* instruments. _ ' R |

* Financial instruments may also be divided according to an asset class, which dependson
whether they are debt-based or equity-based. |

-« Foreign exchange instruments comprise a third, unique type of financial instrument. |

Understandmg F:mmmal Instruments .

¢ Financial mstmments can’be real or virtual doctiments representmg a legal agreement

involving any kind of monetary valize! ,

. Equlty-based financial instruments represent_ownership of an asset. Debt-based financial +
. instruments represent a loan made by an investor to the owner of the asset.

s Foreign exchange instruments comprise a third, unique type of. ﬁnanaal instrument.
Different subcategories of each instrument type exist, such as preferred share eqmty and
comimon share equity. |

* International :Accounting Standards (IAS) deﬁnes financial instruments as "any contract
that gives rise to a financial asset of one entity and a financial liability or equity instrument
of another entity." .

4 1§ Seif-instructional Material’ T



'Equity—Based Financinl Instruments K

Types of Financial Instruments

Financial instruments may be d1v1ded into two types cash mstruments and derivative
instruments. .

1.  Cash Instruments

The values of cash instruments are directly influenced and determined by the markets. .

. These can be securities that are easily transferable. ] '

A Cash instruments may also be deposits and loans-agreed LlPOl'l by borrowers and :

lenders
£

2. Derlvahve Instruments’ f

The'value and characteristics of denvatwe mstruments are based on the vehicle's

underlymg cornponents such as assets, interest rates, or indices.

An equity options contract, for example, is a derivative because it derives its value
from the underlying stock. The option gives the nght, but not the obligation, to buy
or sell the stock ata speaﬁed price and by a certain date. )

As the price “of the stock rises and falls, so too does the value of the option although
9 not necessarily by the same percentage

» T 'I'here ¢an be over-the.counter (OTC) derivatives or exchange-traded derivatives. OTC
is a market or process wha&mmﬂm-ht are not listed on formal exchanges-are

~ pnced and traded. ) ‘ Vs

Types of Asset Classes of Fmancml Instruments >

Financial mstruments may also bé divided according to an asset class, which depends on whether
they are debt-based or equity-based.

Debt-Based Financial Instrumems

“» Short-term debt-based financial mstruments last for one year or less. Securities of this kind
come in the form of T-bills and commercial paper. Cash of this kind can be deposits and
certificates of deposit (CDs). . .

. Exchange—traded derivatives under short-term, debt-based-financial instruments can be
short-term interest rate futures. OTC derivatives are forward rate agreements.

3 'Long-term debt-based financial instruments’ last for more than a ‘year. Under securities,
these are bonds. Cash equivalents are loans. Exchange-traded derivatives are bond futures
and options on bond futures. OTC derivatives are interest rate swaps, interest rate caps and
ﬂoors, interest rate options, and exotic derivatives.

N

Secunhes under equity-based financial instruments are stocks. Exchange-traded derivatives in

this category mclude stock options and equity futures. The OTC derivatives are stock options -

and. exotic derivatwes
Financtal Markets

A financial market is a market i in which people trade financial securities and derivatives at
low transaction costs. Some of the securities include stocks and bonds, raw materials and
precious metals, which are known in the financial ‘markets as tommodities.

Capital Markets

Notes
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Financial Institutions

Financial institutions, otherwise known as banking institutions, are corporations that
provide services as intermediaries of financial markets. >
1.  Central Banks. -

2. ‘Retail and Commercial Banks.

3. _Internet Banks,

4. Credit Unions. : ’

5.  Savings and Loan Associations.

6. Investment Banks and Companies.

7.  Brokerage Firms.

8. ‘Insurance Companjes:

Financial Services

Financial services are the economic services provided by the finance industry, which encompasses
a broad range of businesses that manage money, including credit unions, ‘banks, credit-card
companies, insurance companies, accountancy companies, consumer-finance companies, stock
brokerages, investment funds, individual managers, and some government-sponsored enterprises.

The term “financial services" became more prevalent in the United ét_at partly as a result
of the Gramm-Leach-Bliley Act of the late 19905, which enabled different types of companies
operating in the U.S. financial services industry at that time to merge.(3)

Companies usually have two distinct approaches to this new type of business. One approacfh

_ would be a bank which simply buys an insurance company or an investment bank, keeps the

original brands of the acquired firm, and adds the acquisition to’its holding company simply to
diversify its earnings. Outside the US. (e.g. Japan), non-financial services companies are permitted
within the holding company. > ’

In this scenario, each company still looks independent, and has its own customers, etc. In’
the other style, a bank woild simply create its own insurance division or brokerage division and
attempt to sell those products to’its own existing customers, with incentives for combining all
things with one company.

Regulatory Authority

The Securities and Exchange Board of India (SEBI) is the regulat(;;'y authority established under the
SEBI Act 1992 and is the principal regulator for Stock Exchanges in India.-SEBI's primary functions

.include protecting investor interests, promofing and regulating the Indian securities markets.

1.3 FINANCIAL MARKETS

Financial market is a place or mechanism which facilitates the transfer of resou;peg from one entity
7 '

to another, o

-Role . '

1. Transfer of resources: FM facilitates the transfer of resources from one person to another.

2. Productivity usage: Financial markets allow for the productive use of the funds in

6 BE Self-instructional Material ) . .
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financialsystem thus enhancing the income and gross national production.

3 Growth in income’ Financial markets allow lenders earn Interest and Divided on their
surplus investable funds thus contributing to the growth irv their income.

4. Capital formation: A channel through which savings fow to aid capita formation of a
country. .

5. Price discovery: FM allow for the determination of the pricé of the traded financial assets
through the interactions of different set of participants.

Function of Financial Markets

1. Facilitate creation and allocation of credit and liquidity
2. Serves as mtenn;ediaries T,

3. Assist process of economic growth

4. Caters financial needs

1

_ Financiai markets play an important role in the allocation of scarce resources in an economy
by erforming the following four important functions facilitates the transfer of savings from

savers to investors. It gives savers the choice of different investments and thus helps to

» channelise surplus funds into the most productive use.

2. Facilitating Price Discovéry: You all know that the forces of demand and supply help to
establish a price for a commaodity or service in the market.'In the ﬁnanciél market, the

. households are suppliers of funds and business firms represent the demand. The interaction
between them helps to establish a price for the financial asset which is being traded in that

particular market. . ] -

3.  Providing Liquidity to Financial Assets: Financial markets facilitate easy purchase and
sale of financial assets. In doing so they provide liquidity to financial assets, so that they
can be easily converted into cash whenever required: Holders of assets can readily sell their
financial assets thfough the mechanism of the financial market.

4. Reducing the Cost of Transactions: Financial markets provide vahuable information about
securities being traded in the market. It helps to save time, effort and money-that both

buyers and sellers of a financial asset would have to otherwise spend to try and find each.

other. The financial market is thus, a common platform where buyers and sellers can meet
for fulfillment of their individual needs.

Financial markets are classified on the basis of the matiirity of financial instruments traded
in them. Instruments with a maturity of less than one year are traded in the money market.
Instruments with longer maturity are traded in the capital market.

u

Types of Financial Markets

1. Money Market

Money market is collective name given to the various firms and institutions that deal in various

grades of near money. The money market is a market for shoft term funds which deals in monetary -

assets' whose period of maturity is upto one year.

These assets are close substitutes for money. It is a market where low risk, unsecured and-

short term debt instruments that are highly liquid are issued and actively traded everyday. It has
no physical location, but i$ an activity conducted:over the telephone and through the internet. It

Capi;(al Markets

Notes
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" Notes

#

“enables the raising of short-term funds for meeting the temporary shortages of cash and obligations =

and the temporary deployment of excess funds for earning returns. The major parti¢ipants in the
market are the Reserve Bank of India (RBI}, Commercial Banks, Non-Banking Finance Companies,
State Governments,.Large Corporate Houses and Mutual Funds,

Charaéterg‘stics of money market (MM)

1.
2
3.

- Insurance companies
7

. Financial corporations

Concerned with borrowing and lending of short term funds only. -
Source of working capital finance. - e

Dealings are done on negotiations and effect their financial transactions through telephone,
telegram ;mail or any other means of communication

Mall'ket. Is composed of several specialised sub markets such as ‘

»

~ call money market

Treasurybill market
Discount market
collateral loan market

Various mstruments of MM. areCa]l money (inter bank Ioan),Certlﬁcate of deposns{ume
depositjTreasury bill of the Govt,, trade bills commercial papers promissory notes by
reputing companies.

Dealers in Money Market are;- C ~ v
Central Bank’ ' |

Commercial Bank

Discount houses

Bill'brokers

Functions of money market

8 N Self-instructional Material

(1) It provides an outlet to' commercial banks for the'employment of their shout term
funds. -

.(2) It offers a channel to non-banking financial institutions such as Co’s, financial housés

etc. for the investment of their short termn funds.

(3) It provides short term funds to industrialists to meet their requirements of working
capltal

4) Ithelps the Govt to raise the necessary short-term funds through the isse of treasury
bills or

short-term loans

5y It serves as a rnednum through which the central back of a counlry can exercise its

control over.the creahon of credit |
4
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Money Market lnstruments

1

Treasury Blll.. A Treasury bill is basmally an instrurnent of short-term borrowing by the
Government of India maturing in less than one year. They are also known as Zero Coupon
Bonds issiied by the Reserve Bank of India on behalf of the Central Government to meot its

_short-term requirement of funds

Treasury bills are issued i the form of a prormssory note. They are highly liquid and have
assured yield and negligible risk of default. They are issued at a price which is lower than
their face value and repaid at par. The difference between the price at which the treasury
bills are issued and their redemption value is the interest receivable on them and is called
discount. Treasury bills are available for a minimum amount of Rs 25,000 and in multiples
thereof.

Example: Suppose an investor purchases a 91 days Treasury bill with a face value of Rs.

1,00,000 for Rs. 96,000. By holding the bill until the maturity, date, the investor receives Rs.
1,00,000. The difference of Rs.-4,000 between the proceeds received at maturity and the
amount paid to purchase the bill represents the interest réceived by him.

Commercial Paper: Commercial paper is_a short-term unsecured promissory - note,
negotiable and transferable by endorsement and delivery with a fixed maturity period. It
is issued by large and creditworthy companies to raise short—term funds at lower rates of
interest than market rates. , )

It usually has a matunty period of 15 days to one year. The issuance of commercial paper
is an alternative to bank borrowing for large companies that are generally considered to

.be financially strong. It is sold at a discount and redeemed at par. The original purpose

of commercial paper was to prowde short-terms funds for seasonal and working capital
needs. For example, companiés use this instrument for purposes such as bridge financing,

Example: Suppose a company needs long-term finance to buy some machmery In order to.

raise the long term funds in the capital market the company will have to incur floatation -
costs {costs associated with floating of .an issue are brokerage, commission, printing of

aplecatlons and advertising etc.).

Funds raised through commercial paper are used to meet the floatation costs. This is known
as Bridge Financing. # :

Call Money: Call money is short term finance repayable on demand, with'a maturity

period of one day to fifteen days, used for inter-bank transactions. Commercial banks have -

to maintain a minimum cash balance known as ca_sh reserve ratio. The Reserve Bank of
India changes the cash reserve ratio from time to time ' which in turn affects the amount of
funds available to be given as loans by commercial banks.

Call money is a method by which banks borrow from each other to be able to maintain the
cash reserve ratio. The interest rate paid on call money loans is known as the call rate. It is
a highly volatile rate that varies from day-to-day and sometimes even from hour-to-hour.
There is an inverse relationship between call rates and other. short-term money market
mstrumen‘s such as certificates of deposit and. commercial paper A rise in call. money
rates makes other sources of finance such as commercial paper and certificates of deposit
cheaper in comparison for banks raise funds from these sources.

C;rﬂfic;te,of Deposit: Certificates of deposit-(CD) are unsecured, neg.otiable, short-

_term instruments in bearer form, issued by commercial banks and development financial

institutions. They can be issued to individuals, corporations and companies during periods

.of tight liquidity when the deposit growth of banks s slow but the demand for credit is

high. They help to mobilise a.large amount of money for short petiods.
d ) : g

Capital Markets

Notes
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Notes

5. Commercial Bill: A commercial bill is a bill of exchange uséd to finance the working capital
requirements of business firms. It is a short-term, negotiable, self-liquidating instrument
which is used to finance thé credit sales of firms. When goods are sold on credit, the buyer
becomes liable to make payment on a specific date in future. '

The seller could wait till the specified date or make use of a bill of exchange The seller

(drawer) of ‘the goods draws the bill and. the buyer (drawee) accepts it. On being accepted, )

the bill becomes a marketable instrument and is called 'a trade bill. These bills can be
discounted with a bank if the seller needs funds before the bill matures. When a trade bill
js accepted by a commercial bank it is known as a commercial bill.

r

L Capital Markets

Capital market is a market where buyers and sellers engage in trade of ﬁnanmal securities like
bonds, stocks, etc; The buying/selling is undertaken by participants siich‘as individuals and

“ institutions. They helps channelise surplus funds from savers to institutions which then invest-
them into productive use. '

Generally, this market trades mostly in long-term securities.. Capital market consists of
primary markets and secondary markets. Primary markets deal with trade of new issues of stocks
and other securities, whereas secondary market deals with the exchange of existing or previously-
issued securities. Another important division in the ‘capital market is made on the basis of the
nature of security traded, i.e.stock market and bond market.

It is an organized market in which both individuals and businéss entities buy and sell
debt and equity securities. It is designed to be an efficient way to enter into’ purchase “and sale
transactions. This' market is a key source of funds for an entity whos¢ securities are permitted
by a regulatory authority to be traded, since it can readily sell its debt obligations and equity to
‘investors. Governments also use capital markets to raise funds, typically through the issuance of
long-term bonds. Governments do not issue shares, and 50 carmot issue equity securities.

A capital market is intended to be for the issuance and tradmg of long-term secuntles When
a publicly held company sells its securities in'the capital markets, this is referred to‘as primary
.matket activity. The subsequent trading of -company securities between. investors is known as
secondary market activity, Short-term securities are traded elsewhere; such as in the money market.

Examples of highly organized capital markets are the New York Stock Exchange, American
Stock Exchange, London Stock Exchange, and NASDAQ. Securities can also be traded "over the
counter," rather than on an organized exchange. These securities are usually issued by entities
-whose business fundamentals (such as revenue, capitalization, and profitability) do not meet the
minimum standards of a formal exchange, which forces investors to use other avenues, to trade
the securities. :

Capital markets are highly interconnected, so a disturbance in a capital market on the other
side of the globe will likely impact trading in markets located in other countries.

The Securities and Exchange Comrmssmn (SEC) is an example of a federal-level agency that
regulates the reporting of information by any entity that wishes to issue securities in a capital
* market, or have its securities traded in a capital market.

Features
® "The capital market deals in ordinary stock are shares and debentures of corporations, and
bonds and securities of governments.

* The funds which flow into the capital market come from individuals who have savings to

10 M Self-instructional Material : y
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invest, the mer;hahf banks, the comumercial banks and non-bank financial intermediaries,
such as insurance companies, finance houses, unit trusts, investment trusts, venture capital,
leasing finance, mutual funds, building societies, etc.

e Further, there are the issuing houses which do not provide capital but uncieruwritg the
shares and debentures of companies and help in selling their new issues of shares and

debentures. -

e The demand for funds cofnes from joint stock companies for working and fixed capital
assets and inventories and from local, state and central governments, improvement trusts,
port trusts, etc. to finance a variety of expenditures and assets.

* The capital market functions through the stock exchange market. A stock exchange

is a market which facilitates._buymg-and selling’of shares, stocks, bonds, securities and
debentures.
e It is not only a market for old securities and shares but also for new issues shares and

‘securities. In fact, the capital market is related to the supply and demand for new capital,
and the stock exchiange facilitates such transactions. :

14 MAJOR ROLE AND IMPORTANCE OF CAPITAL MARKET

The capital market has a crucial significance to capital formation. For a speedy economic

development, the adequate capital formation is necessary.. The significance of capital market in - '

economic development is-explained below:
t

Mobilizatiors Of Savings And Acceleration Of Capital Formation

In developing countries like India, the importance of capital market is self-evident. In this market,
various types of securities help to mobilize savings from various sectors of the population. The

twin features of reasonable retutn and liquidity in stock exchange are definite incentives to the -

people to invest in securities. This accelerates the capital formation in the country. p
. \ i .
Raising Long-Term Capital

The existence of a stock exchange enables companies to raise permanent capital. The investors
carniot comumit their funds for a permanent period but companies require funds permanently. The
stock exchange resolves this dash of interests. by offering an opportunity to investors,to buy or
sell their securities, while permanent capital with the company remains unaffected. '

“Helps to promote Industrial Growth

The stock exchange is a central market through which r_eéources are transferred to the industrial
sector of the economy. The existence of such an institution encourages people td invest in productive
‘hannels. Thus it stimulates, industrial growth and economic development of the country by
mobilizing funds for investment in the corporate securities.

Ready ‘And Continuous Market

= M

The stock exchange provides a central convenient place where buyers and sellers can easily

purchase and sell securities. Easy marketability makes an investment in securities more liquid as

compared to other assets.

Capital Markets

Notes

-
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Notes

" the public interest,

Technical Support *

An important shortage faced by . entrepreneurs in’ developing countries is technical assistance.-
By offering advisory services relating to the preparation of feasibility reports, identifying growth
potential and training entrepreneurs in project management, the financial intermediaries in capital
market play an impertant role. o

A Reliable Guide'To Performance: * '

~

The capital market serves as a reliable - guide to the performame and financial position of corporate,
and thereby .promotes efficiency. ~
Proper Channelization Of Funds. -

The prevailing market price of a se;:urity and relative yield are the guiding factors for the peoplé
to channelize their funds in.a particular company. This ensures effective utilization of funds in

Provision Of Variety Of Sefvices:

The financial institutions functioning in the Capltal market provide a variety of services such as a

‘grant of long-term and medium-term loans to entrepreneurs, provision of underwriting facilities,

assistance in the promotion of companies, participation in equity capital; giving expert advice étc,

Development Of Backward Areas

Capital Markets provide funds for projects in backward areas. Thls facilitates economic .developmeﬁt
of backward areas. Long-term funds are also provided for development projects in-backward and
rural areas. '

Foreign Capital " - R |

Capital markets make possible to 'generate forelgn capital. Indian ﬁrms are able to generate capital
funds from overseas markets by way of.bonds and other securities.

The government has liberalized Forelgn Direct Investinent (FDI} in the country. This not only brmgs
in the foreign capital but also foreign technology which is important for econorruc: development
of the country .

Easy quulchty -

With the help of secondary market, investors can sell off their holdings and convert them into
liquid cash. Commercial banks also allow investors to withdraw their deposits, as and when they
are in need of funds.:

1.5 TYPES OF CAPITAL MARKET

The Capital Market can be divided into two parts: 3

a. Primary Market
b. Secondary Market
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A. Pritary Market

The primary market is also known as the new issues market. It deals.with new securities being
issued for the first-time. The. essential function of a.primary market is to facilitate the transfer of
investible funds from savers to éntrepreneurs seeking to establish riew e:nterpnses or to expand
existing ones through the issue of securities for the first time. -

The investors in this market are banks, financial institutions, insurance comparﬁes, mutual funds

and individuals.-A company can raise capital through the primary market in the form of equity
shares, preference shares, debentures, loans and deposits. Funds raised may be for settmg up new
projects; equps10m diversification, modernisation of exxshng projects, mergers and takeovers ete

it

‘Methods of . Floatation -

There are various methods .of floating new issues in the pnmary market :

1:

Offer through Prospectus: Offer through prospectus is the most popular method of raising
funds by public companies in the primary market.

. This involves inviting subscription from the public through issue of prospectus. A
prospectus makes a direct appeal to inwvestors to raise capital, through an advertisement in
newspapers and magazines, The issues may be underwritten and also are required to be
listed on at least one stock exchange. y

The contents of the prospectus have to be in, accordance with the provisions of the
Comtpanies Act and SEBI disclosure and mvestor protectlon guidelines.

Offer for Sale: Under this method SeC‘l.Ll‘l'I:lES are not issued directly to the public but are
offered for sale through intermediaries like issuing houses or stock brokers, In this case, a
company sells securities enbloc at an agreed price to brokers who, in turn, resell them to the

-investing public. ',

':Prrvate ‘Placement: anate placement is the allotment of - securities by a company to
"mshtutwnal investors and some selected individuals. It helps to raise capital more quickly
than & pubhc issue. Access to the primary market can be expensive on account of various

mandatory and nonmanc_latory expenses. Some companies, therefore, cannot afford a .

public issue and choose to use private placement.

Rights Issue: This is a privilege given to existing shareholders to subscribe to a new issue
of shares according to the terms and conditions of the company. The shareholders are
offered the ‘right’ to buy new shares in proportion to the number of Shares. they already
possess. . .
&IPOs: A comparly proposing to issue capital to the public through the on-line system of
the stock exchange has to enter info an agreement with the stock exchange. This is called an
Initial Public Offer (IPO). SEBI registered brokers have to be appointed for.the purpose of
accepting applmahons and placing orders with the company. The issuer company should *
also appoint a-registrar to the issue havmg electronic connectivity' with the exchange.
The issuer company can apply for listing of its securities on any exchange other than the
exchange through which it has offered its securities. The lead manager coordinates all the

. activities amongst intermediaries Cormected with the i 1ssue
' I

e
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Distinction between Capital Market and Money Market

The major points of distinction between the two markets are.as follows:

{i)

(if)

()

(iv}

)

(vi)

Participants: The participants. in the capital market are financial institutions, banks,
corporate entities, foreign investors and ordinary retail investors from members of the
public. Participation in the money market is by and large undertaken by institutional
participants such as the RBJ, banks, financial insfitutions and finance companies. |

Individual investors although per:mtted to transact ih the secondary money market do not
normally do so. -

Instruments: The main instruments traded in 'the cal:utal market are - equity shares,
debentures, bonds, preference shares etc. The main instrumnents traded in the money
market are short term debt instruments such as T-bills, trade bills reports, commercial
paper and certificates of deposit..

JInvestment Outlay: Investment in the capltal market ie. securities does not necessarily
require a hugé financial outlay. The value of units of securities is generally low i.e. Rs 10,
Rs 100 and $Q is the case with minimum trading lot of shares which is kept small i.e. 5, 50,
100 or so. Tlus helps mdmduals with small savings to subscribe to these securities.

In the money market, transactions entanl huge sums of rnoney as the instruments are quite
expensive. . .
Duration: The capital market deals in medium and long term securities such as equity

shares and debentures. Money market instruments have a maximum tenure of one year,
and may even be issued for a single day. '

Liquidity: Capltal market securities are considered liquid investments because they are
marketable on the stock exchanges. However, a share may not be actlvely traded, i.e. itmay

"not easily find a buyer.

Money market instruments oh the other hand, enjoy a hlgher degree of liquidity as there
is formal an'angement for this: The Discount Finance House of India (DFHI) has been

established for the specific objective of providing a ready market for money market

mstmments

Safety: Capital market mstruménts are riskiersboth with respect to returns and principal
repayment. Issuing companies may fall to perform as per projections and promoters may

defraud investors. But the money market is generally much safer w1th a miniinum risk of-

default.

This is due to the shorter duration of investing and also to financial soundness of the
issuers, which primarily are the government, banks and }ughly rated companies.

(vii) Expected return: The investment in' capital markets generally yield a higher retum for

investors than the money 'markets. The possibility of earnings is higher if the securities are
held for a longer duration: First, there is the scope of earning capital gains in equity share.

_ Second, in the long run, the prosperity of a company is shared by shareholders by way of

thh dividends and bonus issues.

Some of the fum:ttons of primary market are as _foHows
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a.  Origination: Origination is referred to as examine, evaluate, and process new project
_proposals in the primary market. It begins prior to an issue is present in the market It
is done with the help of commercial bankers.
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b.  Underwriting: For ensuring the success of new issue there is a need for underwriting

firms. These are the ones who guarantee minimum subscription: In case, the issue

remains-unsold the underwriters have to buy. But if the -issues are completely -

subscribed then there will be no liability left for them.

¢ Distribution: For the success of issue, brokers-and dealers are given job distribution
who directly contact with investors.

New issue mechanism . -

A company can rise finance by issuing E.g. Shares in different forms.
IPO ( initial Public Offerings)

FPO ( Follow Up offer) Right issue.
Pyt Placements.
PreferenitialAllotments.

Bought out deals (offer for sale).

Book Building
5

Method of Floatation of Securities in Primary Market

The securities may be issued in primary market by the following methods:

1. Public Issue through Prospéctus:

» Under this method company issues a prospectus to inform and attract general public. In

_prospectus company provides details about the purpose for which funds are being raised,
past financial performance of the company, background and future prospects of company.

The information in the prospectus helps the public to know about the risk and earning

potential of the company and accordingly they decide ‘whether to invest or not in that
company Through [PO company can approach large numbeér of persons and can approach
public at large. Sometimes companies involve mtermedlanes such as bankers, brokers and
underwriters to raise capltal from general publlc

TPO Initial Public Offer A initial public offering is process of issuing share to the public for

the first t].II'I.E by a company

Procedure Regardmg New Issues

1.

Issue of Prospectus - A Company, which mtends to raise finance from the public th.rough
new issues, must be familiar to public ... This can be done by issuing a prospectus. The
prospectus is any documerit described or issved as a prospectus and includes any notice,
circular, advertisement or other document inviting deposits from the public, inviting offers
from the public for the subscription or purchase of shares or debentures of a company.

Application - When a company issues the prospectus, the investors/public may apply for
the shares offered by the company. These ap‘phcatlon forms may be obtained from the
brokers, bankers or lead i fanagers, who assist the company in the issue “of new shares, The
application may be in the name of individuals or companies. The applicant usually pays an
amount called “application money” along with the application
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3.  Application for listing of securities - A company can create a favorable i unpress;on in the
minds of the investors about its financial soundness, marketability of its shares etc., by
getting its securities listed in stock exchange. The prospectus for new issues should include
details regarding-submission of application form for listing of its securities in recognized

"y _ stock exchanges.

4,  Allotment of shares On closing the subscription list, the company can allot shares to the
- applicants. After allotment of shares, the allottees become the shareholders of the company.

5.  Allotment / Regret letter - After the allotment of shares, the allotment letters or share
certificates be sent to the allottees within a reasonable time, say, two months I'rom the date
of closing of subscription kist. Letters of regret along with refund orders must 'be sent to
nonallotees . .

Advantages of going public .

. _Access to capital - basic purpose for going public is to have ]arger access to capital for long
term long term

* Stock holder. dwersﬁ:tcatwn—founders can dlversu.fy their holdingsand thereby neduce the
risk of portfoho
“e Investor's recognition.
B

¢ Liquidity to promoters- .+

* Reputation of the company-when company go for public it enhances ‘the image ad
repuitation of the company

* Signals from Markets.it provides useful information about the market to managers

e

Disadvantages , - g

» Dilution of control- when shares are issued to public it leads to dilution of proportionate -

ownership in the firm

» Loss of flexibility. ~company will lose it flexibility in decision makmg process since they are
accountable to pubhc

s Disclosure- company requires to disclose the information to investors
* "Accountability<company should be responsible and accountable to public in management
activities as they are the owners of the company
Offer for Sale: " . e

Under, this method new securities are offered to general pubhc but not: du'ectly by the company
but by an intermediary who buys whole ot of securities from the cornpanv Generally the
intermediaries are the firms of brokers.

So sale of securities takes place-in.two steps: first' when the company issues securities to
the mtermecha_ry at face value and second when mtermedlanes issue securities to general public
at higher price to earmn proht §

‘Under this method company is saved from the formalities and complexitics of issuing
secutities directly to public.

Private Placement: . ” b3

Under this method the securities are sold by the company to.an intermediary at a fixed price and

in second step mtermedlanes sell these securities not to general public but to selected clients at’
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Right Issue (For Existing Companies):

g

higher price. The issuing company issues prospectus to give details about its objectives, future

prospects so that reputed clients prefer to buy the security from intermediary. Under this method.

the intermediaries issue securities to selected clients such as UTI, LIC, General Tnsurance, etc.

The private plicement method is a cost saving method as company is saved from the
expenses of underwriter fees, manager fees, agents’ commission, listing of company’s name in
stock exchange etc. Small and new comparnies prefer private placement as they cannot afford to
raise-from public 1ssue

¥ r
w

This is. the issue of new shares to 'éx:i.sting shai'eﬁoldérs._lt is called:right issue because it is theé -

pre-emptive right of sharehelders that company must offer them the new issue before subscribing
to outsiders. Each shareholder has the right to subscribe to the new shares in the proportion of
shares he already holds. A nght issue is mandatory for compahies.under Companies’ Act 1956.

. The stock exchange does not allow.the exlstmg companies to go for new 1ssue without
giving pre-emptive rights to ex:stmg shareholders because if new issue is directly issued-to new
subscribers then the existing eqwty shareholders may lose their share in capital and control of
company i.e., it wouid water thelr equity. To stop this the pre-emptive or right issue, is compulsory
for existing company. J’

¢-IPOs, (electronic Initial Public Offer):

It is the new method of issuing securities through on’line system of stock exchange In this
company has to appoint registered brokers for the purpose of accepting applications and placmg
orders. The company issuing security has to apply for listing of its securities on any exchange
other than the exchange it has offered its securities earlier. The manager coordinates the ac'avmes
through various intermediaries connected with the issue.

1.6 SECONDARY MARKET (STOCK EXCHANGE)

“The secondary market is also known as the stock market or stock exchange. It is a market for the

purchase and sale of existing securities. It helps existing investors to disinvest and fresh mvestors
to enter the market.

It-also provides liquidity and marketability to existing securities.. It also contributes to

economic growth by channelising funds towards the most productive investments through the

process of disinvestment and reinvestment.

Securities are traded, cleared and settled within the regulatory framework prescribed by
SEBI. Advances in information technology have made trading through stock exchanges accessible
from!anywhere in the country through trading terminals.

" Along with the growth of the primary market in the country, the secondary market has also
_grown significantly during the last ten years. .

¢ The secondary market on the other hand is the market for old and already issued securities.
It is the market for the sale and purchase of prewously issued or second hand sectirities.

* The secondary capital market is composed of mdustnal security market or the stock
exchange in which industrial secunt‘les are bought and sold and the gilt- edged market in
which the government angd semi-government securities are traded-. If is known as stock

: 'exchange or stock market. Here thef' securities are bought and sold by the investors.
* In secondary market securities are not directly issued by.the ¢ompany to investors. The

i
~
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securities are sold by existing investors to other investors.

¢ Sometimes the investor is in need of cash and another investor.wants to buy the shares of

the company as he could ot get directly from company. Then both the investors can meet

in secondary market and exchange securities for cash through mtermedlary called broker. .

* Insecondary market companies get no additionat capltal as securities are bought and sold
‘between investors only so directly there is no capital formation but secondary market
indirectly contributes in capital formation by providing liquidity to securities of the

. company.

e If there is no secondary market then investors could get back their investment only after

redemptmn period is over or when company gets dissolved which means investment
will be blocked for a long period of time but with the presence of secondary market, the
investors can convert their securities into cash whenever they want and it also gives chance
to investors to make profit as securities are bought and sold at market price which is
generally more than the original prlce of the securities.

-

¢ This liquidity offered by secondary market encourages even those investors to invest in
seciurities who want to invest for small period of time as there is option of selling securities
at their convenience.

Some of the functions of secondary market are as follows:
1.  Regular information about the value of security

2. Offers liquidity to the investors for their assets

3.  Continuous and active trading’

4.  Provide a Market Place

-

1.7 CAPITAL MARKETS IN INDIA

India has a fa{r share of the world economy and henee the capital markets or the share markets
of India form a considerable portion of the world economy. The capital market.is vital to the
financial system. The capital Markets are of two main types. The Primary markets and. the
secondary markets. In a primary market, companies, governments or public sector_ institutions
can ra1se funds through bond issues.

Also, Corporations can sell new - stock\t‘hrough an -initial public offering (TPO}) and Taise
money through that. Thus in the pnmary market, the party directly buys shares of a company.
The process of selling new shares to mvestors is called underwriting.

In the Secondary Markets, the stocks shares, and bonds ete. are bought and sold by the
customers Examples of the secondary capltal markets inclide the stock exchanges like.NSE, BSE

etc. In these markets, using the technology, of the current time, the shares, and bonds etc. are sold

- and purchased by parties or people.

Classification
The capital market in India includes the followmg mshtutlons (ie. supply of funds tor capital
markets comes largely from these);

(i) Commercial Banks;

(i) Insurance Companies (LIC and GIC);

-




(iii) Specialised ﬁnancml institutions hke IFCL IDBI, IC]CI SIDCS, SFCS, UTI etc.;,
{iv) Provident Fund Societies;

(v} Merchant Banking Agencies;

(Iv_i) Credit Guarantee Corporations.

Individuals who invest directly on their own in securities are also suppliers of fund to the capital
market.

Thus, like all the markets the capital market is-also composed of those who'demand funds
(borrowers) and those who supply funds (lenders). An ideal capital market at tempts to prov:de
adequate capital 'at reasonable rate of return for any business, or mduslnal proposition | which
offers a prospective high yield to make borrowing worthwhile.

The Indian capital market is divided into gilt-edged market and the mdustnal securities
market. The gilt-edged market refers to the market for government and semi-government securities,
backed by the RBI. The securities traded in this market are stable in value and ate much: sought
after by banks and other institutions.

The industrial securities market refers to thie market for shares and debentures of old and
new companies. This market is further divided into the new issues market and -old capital market
meaning thé stock exchange. ’ 3

The new issue market refers to the raising of new capital in the forin of sharés and debentures,
whereas the old capital market deals with securities already issued by companies.

Broad Constituents in the Indian Capital Markets
Fund Raisers -

Fund Raisers are companies that raise funds from domestic and foreign sources, both public and
private. The following sources help companies raise funds. N

Large Organisation grow by doing innovations and by rdising the capital to finance expansion.
“Corporations have five primary methods which are used to raise funds in capital market.

* Issue of bonds : Bond is an amount of money which has to be given at a certain date -
or dates in future. Bondholders receive interest payments at fixed rate and specific dates..
Corporate issues bonds hecause interest rates which must pay investors-are lower than

rates of borrowing and holders can sell bonds to someone else before they due.

¢ Issue of preferred stock : company choose this to raise capital. If a company have financial
trouble the buyers of shares gets special status. If profits are limited then owners will be,

paid the dividend after bondholders receive the interest payments.

* Sell of commion stock : if financial condition of the company is good then it can rai-se the
capital issue the common stock, Bank helps the companies to do the investment and issue
stock. Investors’ gets interested if the company pays large ‘dividends and offers steady
income." Value of shares increases if investor expects the corporate eaming to rise.

» Borrowing: companies used to raise short term capital by getting the loans from banks or

other.sources. After geod market run the profits which the company gets can be used to |’

finance their operating by retaining their earnings.
Fund Providers

"Fund Providers are the entities that invest in the capital-markets. These can be categorized as
"domestic and foreign investors, institutional and retail investors. The list includes subscribers to

primary .market issues, investors who buy in the secondary market, traders, speculators, Flls/.

—
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" Since, independence, the Indian capital market has made widespread growth in all-the areas as
_ reflected by increased’ volume of savings and investments.

sub—accounts mutual funds, venture capital funds, NRIs, ADR/GDR investors, etc.
Intermediaries

Intermediaries are service providers in the market; including stock brokers, sub-brokers, ﬁnamers,
mierchant bankers, underwriters, depository participants, registrar and transfer agents, Flls/ sub-

Ed

‘accounts, mutual Fu__nds; venture capital funds, portfolio managers, cusfodians_,.etc.

‘Organizations ¥, Y
Organizations mclude various entities such as MCX-8X, BSE, NSE, other regional stock exchanges,
and the two depositories National Securities Depository Limited (NSDL) and ‘Central Securities
Depository Limited (CSDL)..

Market Regulators

Market Regulators include the Securities and Exchange Board of Incha (SEBI), the Reserve Bank
of India (RBI), and the Department of Company Affairs (DCA).

3

Growth of Indian Capital Market

Indian Capital Market before Independence N

Indian capital+market was hardly exlstent in the pre-independence times. Agriculture was the
mainstay of économy but there was hardly any long term lending .to agricultural sector.

Similarly the growth of industrial securities market was very much hampered since there were
very few cornparues and the number of securities traded in the stock exchanges was even smaller,

Indian capltal market was. dominated by gilt-edged market for government and semi-
government securities. Indl\ndual investors were very few in numbers and that too were imited
to the affluent classes in the urban’ and rural areas.

Last but not the least, theré were no specialised intermediaries and agenties to mobilise the
savings of @e public and channelise them to investment.

Indian Capital Market after Independence .

In 1951, the number of joint stock companies (which is a very important indicator of the
growth of capital market) was 28,500 both public limited and private limited companies with a
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paid-up capital of Rs. 775 crore, which. in-1990-stood at 50,000 companies with a paid up capital Notes
of Rs. 20,000 crore. ' -

The rate of growth of investment has been phenomenal in recent years, in keeping with the
accelerated tempo of development of the Indian economy under the impetus of the five year plans.

Factors Influencing Capital Market:
The firm trend in the market is basically affected by two important factors:

. . .
i -+ & operations of the institutional investors in the market; and

El

» »  the excellent results flowing in from the corporate sector.

New Financial Intermediaries in Capital Market .

Since 1988 financial sector ini India has been undergoing a process of. structirral transformation.
~ Some important new financial intermediaries introduced in Iridian capital market are:

" 1. Merchant Banking: '

Merchant bankers are financial intermediaries between entrepreneurs and investors.
Merchant banks may be subsidiaries of commercial banks or may have been set'up by
private financial service. companies or may have been set up by firms and individuals |
engaged in financial up by firms and individuals engaged in financial advisory business. i
Merchant banks in India manage and underwrite new. issues, undertake syndication of ‘
credit, advice corporate clients on fund raising and other financial aspects.
Since 1993, mérchant banking has been statutorily brought under the regulatory framework |
of the Securities Exchange Board of India (SEBI) to ensure greater transparency in the
operation of merchant bankers and make them accountable. The RBI supervises those
mérchant banks which were subsidiaries, or are affiliates of commercial banks.

2. Leasing and Hire-Purchase Companies:

\ Leasing has pro;r_ed apopular financing method for acquiring plant and machinery specially
or small and medium sized enterprises. The growth of leasing companies has been due to
advantages of speed, informality and flexibility to suit individual needs.
The Narasmhan Cominittee has recognised the importance of leasing and }ure-pumhase
companies in financial intermediation process and has recommended that:
. .
.. " 1. aminimum capital requirement should be stipulated; ’
2. prudential norms and guidelines in respect of conduit of business should be laid :
down; and’ . . -
3.  supervision should be based on periodic returns by a unified supervisory authority.
3. Mutual Funds:
* - 1t refers to the pooling of savings by a number. of investors-small, medium and large. The
corpus of fund thus collected becomes sizeable which is managed by a téam of investment
specialists backed by critical evaluation and supportive data,

¢ A mutual fund makes up for the lack of investor’s knowledge and awareness. It atternpts
to optimise high return, high safety and high liquidity trade off for maximum of investor’s |,
benefit : N .

» It thus-aims at pi-_oﬁdihg easy accessibility of media including stock market in country to
one and all, especially small investors in raral and urban areas.
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Notes * Mutual funds are most important among the newer capital market institutions. Several
public sector banks and financial institutions set up mutual funds on a tax exempt
basis vu-tually on same footing as the Unit Trust of India {UTI} and have been able to
attract strong investor support and have SE‘IDWI‘I significant progress.

¢ Government has now decided to throw open the field to private sector and joint sector
mutual funds.

* At present Securities and Exchange Board of India (SEBI} has authority to lay down
guidelines and to superwlse and regulate working of mutual funds.

* The guidelines issued by the SEBI in January 1991, are related in advertisements and
disclosure and reporting requirements etc.

- * The investors have to be informed about the status of their investments in equity,-
debentures, government securities etc.

' . 'The Narasimhan Conimittee has made the following recommendations regarding
mutual funds:

(i) creation of an appropriate regulatory framework to promote sound, orderly and
competitive growth of mutual fund business;

(i} credtion of proper legal framework to govern the establishments and operation
of mutual funds (the UTI is governed by a special statute), and

(iii) equality of treatment between various mutual funds including the UTI in the
area of tax concessions.

I

4. Global Deposntory Receipts (GDR):

|

Commodity and Stock Market
: . |

Since 1992, the Government of India has allowed foreign investment in the Indian |

securities through the issue of Global Depository Receipts (GDRs} and Foreign |
Currency Convertible Bonds (FCCBs). Initially the Euro-issue proceeds were to be |

utilised for approved end uses within a pericd of one year from the date of issue.

Since there was continued accumulation of foreign exchange reserves with RBI and

there were long gestation periods of new invedtment the government required the

issuing companies to retain the Euro-issue proceeds abroad and repatnate only as and
'~ when expenditure for the approved end uses were incurred.

5. Venture Capita] Companies (VCC): . a

¢ The aim of venture capital companies is to give financial support to new ideas and to
introduction and adaptation of new technologies.

* They are of a great importance to technocrat entreprencurs who have ltechi'lical
competence and expertise but lack venture capital.

* Financial inst_ith_tions‘ generally insist’ on greater coritribution to the investment

financing, in which technocrat entrepreneurs can depend on venture capital companies.

* Venture capital ﬁpanch:lg involves high risk.

* According to the Narasimhan Committee the guidelines for setting up of venture.

. capital companies are too restrictive and unrealistic and have impeded their growth.

, The committee has recommended a review and amendment of guidelines. *

* Knowing the high risk involved in venture capital financing, the committee has °
recommended a reduction in tax on capital gains made by these companies and
equality ‘of tax treatment between venture capital companies and mutual funds.
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6. Other New Financial Intermediaries: ;

Besides the above given institutions, the government has established a number of new financial
intermediaries to serve the increasing financial needs of commerce and industry is the area
of venture Capital, credit rating and leasing etc. )

* Technology Development and Information Company of India (TDICD) Lid., a ‘

technology venture finance company, which sanctions project finance to new
technology venture since 1989. .

» Risk Capital and Technology Finance Corporation {RCTFC) Ltd., which provides risk

. capital to new entrepreneurs and- offers technology finance to technology-oriented T

ventures since 1988, -

" ‘s Infrastructure Leasing and Financial Services (IL&FS} Ltd., set up in 1988 focuses on
leasing of equipment for infrastructure development.

e The credit rating agencies namely credit rating information services of India (CRISIS)
Ltd,, setup in 1988; Investment and, Credit Rating Agency (ICRA} setup in 1991, and
Credit Analysis and Research (CARE) Ltd., setup in 1993 provide credit rating services
to the corporate sector. A

‘e Credit rating promotes investors interests by providing them information on assessed
comparative risk of investment.in the listed securities of different comparies. It also
helps companies to raise funds more easily and at relatively cheaper rate if their credit
rating is high.

e Stock Holding Corporation of India (SHCIL) Ltd., setup in 1988, with the objective of
introducing a book entry system for transfer of shares arid other type of scrips thereby
avoiding the voluminous paper work involved and thits reducing delays in transfers.

1.8 BOOK BUILDING
Every business organisation needs funds for its business activities. It can raise funds either
externally or through internal sources. When the companies want to go for the external sources,
they use various means for the same. Two of the most popular means. to raise money are
Initial Public Offer (IPO) and Follow on Public Offer (FPO).

During the IPO or FPO, the company offers its shares to the public either at fixed price
or offers a price range, so that the investors ¢an decide on the right price.

_The method of offering shires by providing a price range is called book building method.
This method provides an opportunity to tl'lte market to discover price for the securities which
are on offer. o | .

Book building is the process by which an underwriter attempts to determine the price at
which an initial public offering (IPO) will be offered. An underwriter, normally an investment
bank, builds a book by inviting institutional investors (such as fund managers and others) to
submit bids for the number of shares and the price(s) they would be willing to pay-for them.

Key points: ' ’

» Book building is the process by which an underwriter attempts to determine the price

at which an initial public offering {IPO) will be offered.

o The process of price discovery involves generating and recording investor demand for

shares before arriving at an issue price. .
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- * Bookbuilding is the defacto mechamsm by which companies price their [POs and is highly
recommended by all the major stock exchanges as the most efﬁaent way to price securities.

-,

Understanding Book Building

Book building has surpassed’ the 'fixed pricing' method, where the price is set prior to investor
participation, to become the de facto mechanism by which compames price their [POs.

The pmcess of price- dnscovery mvolves generatmg and recording investor demand for

M

shares before arriving at an-issue price that will satisfy. both the- company offering the [PO and -

I the market. It is-highly recomunended by all the major stock exchanges as the: most efficient way‘

to price securities.

The book building process comprises these steps:
* The issuing company hires an investment bank to act as an underwnter who is tasked with

determining the price range the security can be sold for and draftmg a'prospectus to send

out to'the mstltutlonal investing community.
¢ The investment bank invites mvestors, normally large scale buyers and fund managers,

subrmnit bids on the number of shares that they are interested in buymg and the prices that .

they would be wﬂhng to pay.

* The book is 'built' by hstmg and evaluating the aggregated demand for the issue from the
subsmitted bids, The underwriter analyzes the information and uses a weighted average to
arrive at the final price for the secuirity, which is termed the cutoff price.

* The underwriter has to, for the sake of transparency, pub11c1ze the details of all the blds
that were submitted.

* Shares are allocated to the accepted bidders. ' o

* Even if the information collected durmg the book building process suggests a particular
price point is best, that does not guarantee a large number of actual purchases once the
PO is open to buyers. Further, it is hot a reqmrement that the IPO be offered at that price
suggested durmg the analysm v

Accelerated Book Building

‘ . An accelerated- book-build is often used when a company is in immediate need of financmg, in

which case, debt financing is out of the question. This «can be the case when a firm is Iookmg to
make an offer. to-acquire another firm.

Basically, when a company is unable to obtain additional financing for a short-term project’
or acquisition due to its high debt obligations, it can use an accelerated book build to obtain quick
financing from the equity market.

‘With an accelerdted: book bulld the offer period is open for only one or two days and W’lth _

little to o marketing. In other words, the time between pricing and issuance is 48 hours or less.

A book build that is accelerated is frequently implemented overnight, with the issuing company '

contacting a number of investment banks that can serve as underwriters on the evening prior to
the intended placement

!

The issuer solicits bids in an auchon-type process and awards the underwntmg contract to
the bank that commits to the haghest backstop price. The underwriter submits the proposal with

the price range to institutional investors. In effect, placement with investors happens overnight '

with the security pricing oocurring most often within 24 to 48 hours.
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IPO. Pricing Risk:
With any IPO, there is a risk of the stock being overpriced or undervalued when the initial price is
set. If it is overpriced, it may discourage investor interest if they are not certain that the company’s
price corresponds with its a¢tual value. This reaction within the marketplace can-cause the price
to. fall further, lowering the value of shares that have ‘already been secured.

In cases where a stock is undervalued, it is considered to be-a missed opportunity on the
part of the issuing company as-it could have generated more funds;than were acquired as part
of the IPO. w

Compete Risk Free with $100,000 in Virtual Cash’
Put your trading skills to the test with our FREE Stock Simulator, Compete with thousands qf
Investopedia traders and trade your way to the top!

Submit trades in-a virtual environment before you start risking your own money. Practice
trading strategies so that when you're ready to enter the real market, you've had the practice
you need,

1]

1.

SEBI guidelines, 1995 defines book building as “A process undertaken by which a demand for the
securities proposed to be issued by a body corporate is elicited and built up and the price for such securities

- is assessed for the determination of the quantum of such securities to be issued by means of a notice, circular,

advertisement, document or information memoranda or offer document.
“ Book Buﬂdmg may be defined asa process used by compames raising capital ‘through Public

Offerings-both Initial Public Offers (IPOs) and Follow-on Public Offers (FPOs) to aid price and .
demand discovery. It is a mechanism 'where, during the- period for which the book for the offer .

is open, the bids are collected from investors at various prices, which are within the price band
specified by the issuer.

The process is directed towards both the institutional investors as well as the retail investors.
The issue price is determined after the bid closure based on the demand generated in the process.

LN

i

Book Building vs. Fixed Price Method:

The main difference between the book building method and the fixed price method is that in the
former, the issue price-to not decided initially. ‘The investors have to bid for the shares within
the price range given. The issue price is fixed on the basis of demand and supply of the shares.

"On the other hand, in the fixed price method, the price is decided right at the start. Investors
carmot.choose the pnce +

They have:to buy the shares at the price decided by the company. In the ‘book building
method, the demand is known every day during the offer period, but in fixed pnce method, the
demand is‘known only after the i issue closes.

- . -

Book Building in Indm

The introduction of book- bullclmg in India was done.in 1995 following the recommendations of

an expert committee appointed by SEBI under Y:H. Malegam The committee recommended and
SEBI accepted .in November 1995 that the book-building route should be open to issuer companies,

s
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subject to cértain terms and conditions. In January 2000, SEBI came out with a compendium of
guidelines, circulars and instructions to merchant bankers relatmg to issue of capttal, including
those on the book-building mechanism. .

Book Building Process:

The principal mtermedlarles involved in a book building process are the compames, Book Running
Lead Manager (BRLM) and syndicate members are the intermediaries registered with SEBI and
eligible to act as underwriters. - :

Syndicate members - are appointed by the BRLM. The book building process is undertaken
basicaiiy to determine investor appetite for a share at a particular price. It is undertaken before
making a publlc offer and it helps determine the issue price and the number of shares to be issued.

Process of Book Building
A Book Building process involves following steps :

The following a;e. the important points in book building process: -

The Issuer who is planning an offer nominates lead merchant banker(s) as ‘book runners’.
2. The Issuer specifies the number of securities to be issued and the price band for the bids.

+ The Issuer also appoints syndicate members with whom orders are to be placed by the
mvestors

4. The syndicate members put the orders into an’ electromc book’. This process is called
‘bidding’ and is similar to open auction.

‘The book normally remains open for a period of 5 &eys. T Vo
Bids have to be entered within the specified priceband. ™ ‘
Bids can be revised by the bidders before the book closés.

On the close of the book building period, the book runners evaluate the bids on the basis of
. the demand at various price levels,

9. The book runners and the Isster decide the ﬁnal price at Wthh the securities shall be
"issued.

S

10. Generally, the number of shares is fixed; the issue size gefs frozen based on the final price
per share.

11.  Allocation of securities is made to the successful bidders. The rest bidders get refund
orders.

Types of Book Building Process

The Companies in India are bound to follow to the SEBI's gu:delmes for book bmldmg offers m.'
the following manner: .

* 75 percent Book- Bulldmg Pocess: Under this process 25 percent of the issue is to be sold at
a fixed price and the balance of 75 percent through the Book Building process. -

* Offerto public through!l Book building process: The process specifies that an issuer comparny
may make an issue of securities to the public through prospectus in 'the following manner:

100% of the net offer to the pubhc through book building process, or
75% of the net offer to the public through book building process and 25% of the net-



offer to the public at the price determined through book building process.

‘s Pure Auction as an Additional Book building Mechanism: SEBI has decided to introduce

an additional method of book building, to start with, for FPOs, in which the issuer would
decide on a fioor price and may mention the floor price in the red herring prospectus

* If the floor price is not mentioned in the red hemng prospectus, the issuer shall announce
thé floor price at least one working day before opening of the, bid in all the newspapers in
which the pre-issue advertisement was released.

For Iﬂstam:e, ! ’

Coffee Day Enterpnses Ltd, the holding company of the CCD chain, plans to raise 1,150. crore
through an initial public offering (IPO), The public issue is open 14-16 October. The price band
is 316-328 per share. The final price at which the shares will get | listéd on the stock exchange will
be fixed based fully on the book building process. Now:, Let's take a look at how share prices
are determined based on the book building process.

How is the Price Fixed?

All the applications received till the last dates are analyzed and a final offer price, known as the

cut—off price is arrived at. The final price is the. equlhbnum price’ or the highest price at'which |

all the shares on offer can be sold smoothly. If the price’ quoted by an investor is less than the
final price, he will not get allotment. .

If price quoted by an investor is higher than the final price, the amount in excess of the'final
price is refunded if he gets allotment.

If the allotment is not made, full money is refunded wlthm 15 days after the final allotment
is made If the investor does not get money or allotment in a month’s time, he can demand interest
at 15 per cent per annum on the money due.

Example

In this method, the company doesn’t fix up a particular price for the shares, but instead gives a
price fange, e.g., Rs. 80 to 100. When bidding for the shares, investors have to decide at which
price they would like to bid for the shares, e.g, Rs. 80, Rs. 90 or Rs. 100. They. can bid for the
shares at any price within this range. Based on the demand and supply of the shares, the final
price is. ﬁxed .

The Jowest. price (Rs. 80) is known as the floor price and the highest price (Rs. 100} is
known as cap price. The price at which the shares are allottecl is known as cut off price. The
entire process begins with the selection of the lead manager, an investment banker whose job is
to bring the issue to the public.

Both the lead manager and the issuing company fix the price range and the issue size. Next,
syndicate members are hired to obtain bids from the investors. Normally,. the issue is kept open
for 5 days. Once the offer period is over, the lead manager and issuing company fix the price at
-which the shares are sold to the investors.

If the issue’ pnce is less than the cap price, the investors who bid at the cap price will get a
. refund and those who bid at the floor price will end up paying the additional money. For example,
if the cut off in the above example is fixed at Rs. 90, those who bid at Rs. 80, will have to pay
Rs. 10 per share and those who bid at Rs. 100, will end up getting the refund of Rs. 10 per share.
Once each investor pays the actual issue price, the share are allotted.
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-Book Building vs. Reserve Book Bmldmg
. While book-building i is usedto raise capltal for the company’s busmess operations, reversé book

building is used for buyback of sharés from the farket. Reverse bock building is also a. price
discovery. method in' which the bids-are taken from the current investors and the final price is

decided -on-the last day of the offer, Normally the price fixed in reverse book. bmldmg excesds

the market pnce

Advantages of Book Building: - ' !

Book building helps in evaluating the intrinsic worth of the instrument being offered .and the .
‘company’s credibility in the eyes of public. The entire exercise is done on a wholesale basis.

28 M Self-instructional Material

Optimal demand based- pricing is possible,

Price of instrument is cletermmed in a more realistic way on the commitments made by the
prospective investors to the issue,

The prime ob]ectwe of book buﬂdmé process is fo determine the highest market price for
shares and securities and demand level from highest quality investors in drder to adjust
pricing and allocation decision.

Book building is a process of hxmg price for an isstie on feedback from potential investors
on how they are willing to bid to pick up issues and instruments.

The process of book building is advantageous to the issuer company as the pricing of issue

would be more relistic as the final price is decided about 11 to 12 days before the opening *
of the issue. Book- bmldmg also offers access to capltal more quickly than the public issue.

As the isstie is pre-sold, there would be no uncertainties: relating to the fate of the issue
involved.

L

The Issuer company saves advertising and i)rokerage comnissions.
Issuers can choose investors by quahty

Investors have a voice in the pricing of issues. They have a greater certainty of bemg allotted
what they demand. Investors need not lockup huge’ amounts of capital with the Issuer as
they pay at the enid of the process.

. The issue price is market-determined. As itisa distant possibility that the market price of

the shares would fall lower than the issue price. Hence, the investor is less likely to suffer
from erosion of his investmerit on listing.

Efficient capital raising with improved issue procedures, leading to.a reduction in issue.

costs, paper work and lead times.
Flexibility to increase/ decrease price and/or size of offering the issues is possible.
Transparency of allocations is made.- -

Upgraded information flow of issiiés, lead managers, syndicate members and investors is

made possible.

Book-building prdcess inspires investors confidence 1:3ading to a larger investor universe,

- Book-building process’creates a hquld and buoyant after market.

As the syndicate members will get firm allocahon. the investors to that extent are assured
of allotment.

Immediate allotment and listing of placement portion of securities.



Limitations of Book Building: ' i

The book-building system has various limitations, some of these limitations are sumumarized as -

follows:*

Book building is appropnate for mega issues only. In the case of small issues, the companies

can adjust the attributes of the offer according to the preferences of the potential investors, .

It may not be possible in big issues, since the risk-return preference of the investors cannot
be estlmal:ed easily. . ¥

-~

'I’he issuer company should be fundamentally strong and well known to the investors.

‘The book building system works very efﬁmently in matured market conditions. 'In such
“circumstances, thé investors are aware of various ' parameters affecting the market pnce of |

the securities. But, such conditions are not commonly found in practice.

There is a possibility of price nggmg on listing as promoters inay try to bailout syndicaté

- members.

19 LISTING OF -SE'CURI’T[E'S

. Listing means the admission of securities of a company to trading on a stock exchange. Listing is
not compulsory under the Companies Act. It becomes necessary when a publiclimited company
desires to issue shares or debentures to the public. When securities are listed in a stock exchange,

the company has to comply with the reqmrements of the ‘exchange. Let us know about listing of ~
.securities.

!
R T
|

2. Shares are traded in an open auction market where buyers and sellers meet. It enables an
investor to get the best possible price for his securities.
P Ease of entenng into either buy or sell transactions.
4 Transactlons are conducted in an open and transparent manner subject to a well defined
+ « code of c_onduct Therefore investors are assured of fair dealings.

5. : Listing safeguards investors interests. It is because listed companiés have to provide clear
and timely information to the stock exchanges regarding dividends, bonus shares, new
issues of capital, plans for mergers, acquisitions, expansion or diversification of business.

- This enables investors to take informed decisions.

6.  Listed securities enable investors to apply for loans by providing them as collateral secur‘ity.

‘7. Investors are able to know the price changes through the price quotations provided by the
stock exchanges in case of listed securities.

8 Listing of shares in stock exchanges provides investors fdcilities for transfer, registration of

' rights, fair and equttable allotment
9.  Share holdets aré prowded due nohce with regard to book closure dates, and they can take
investment decisions accordmgly !
Advantages of listing to .compénies T
1. Llsted securities are preferred by the investors as they have better liquidity.
2, Listing provides wide publicity to the companies smce their name is menhoned in stock

b Ll

It provides llqmdlty to investments. Security holders can convert their secunﬂes into cash

- by selling them as and when they require.
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market reports, analysis in newspapers, magazines, TV news channels. This increases the
market for the securities. As Hasting has observed, -
“A listed secunty will receive more attention from investment advisory semces than an
unlisted one.” '

Listing provides a company better visibility and improves its image and reputation. *

It makes future finahcing easier and cheaper in case of expansion or diversification of the

business. .
Growth and stability in the market through broadening and ‘diversification of its
shareholding.

Listing attracts interest of institutional investors of the country as well as foreign institutional
investors.

Listing enables a company to know its market value and this uﬁormahon is useful in case
of mergers and acquisitions, to arrive at the purchase consideration, exchange ratios etc.

By complymg with the listing requirements, the operations of the company become more
transparent and investor friendly. It further enhances the reputation of the company.

Di_sadvantagesl of listing Securities

Listing is hot without its limitations. The following are the limitations ‘of listing:

1.

!Q

Listing might enable speculators to drive up or drive down prices at their will. The Vlolent
fluctuations in share prices affect genuine investors.

In case of excessive speculation, share prices might not reflect its fundamentals. The stock
markets may fail to be the true economic barometer of an economy’s performance.

In case of bear markets share pfices might be hammered down, and the standing of a

company might be lowered in the eyes of the investors, shareholders, bankers, creditors, .
.employees ete. : '

Listing of securities may induce the management and the top level employees to indulge in’

‘insider l'radmg by getting access to important information. Such actions adversely affect
the commion security holders. i ;

The management might enter into an agreement with brokers to artificially increase prices

~ before a fresh issue and benefit from that. Comurion public might be induced to buy shares
in such companies, ultimately the prices would crash and the common investors would be’

left with worthless stock of securities.

Listing requires disclosing unportant sensitive information to stock exchanges such as plans
for expansion, diversification, selling of certain businesses, acquisition of certain brands or
companies etc, Such information might be used by the competitors to gain advantage.

Outsiders might acquire subé_tantial shares in the company.and threaten (o take over, the
company or they might demand hefty compensation to sell their shares.

StocK exchanges in India still suffer from shortcomings. Listed securities might be utlhzed
by scamsters to 1ndulge in scarns.

Objectives of Listing

- The major objectives of listing are



" ' " Capital Markets

To provide ready marketability and liquidity of a company’s securitfes.. Notes

1

2 To provide' free negotiability to stocks.

3. To protect shareholders and investors interests.
4

To provide a mechanism for effective control and supervision of trading,

*
Types of Listing of Securities
1. Initial listing: Here, the shares of the company are listed_for the first time on a stock
exchange. .
2. Llstmg for public Issue: When a company which has listed its shares ona stock exchange
comes outt with a public issue.

3Llstmg for Rights Issue: When the > company which has already listed its shares.in the stock
'exchange issues securities to the existing shareholders on rights basis.

@

4. Listing of Bonus shares: When a listed company in a stock exchange is capltalumg its profit
" by issuing bonus shares to the existing shareholders. + e

3. Listing for merger or amalgamation: Wheh the amalgamated company issues new shares
to the shareholders of amalgamated company, such shares aré listed

Listing requirements

A company which desires to list its shares in a stock exchange has to comply with the follomng s

requirements: - |

1.  Permission for listing should have been provided for in the Memorandum of Association
and Aurticles of Association. " -

2. The company should have issued for public subscription at least the minimum préscribed
percentage of its share capital (42 percent).

3. The prospectus should contain necessary information wlth regard to the opening of
subscription list, receipt of share application etc.

4 Allotment of shares should be done.in a fair and reasonable manner. In case of over
subscription, the basis of allotment should be decided by the company in consultation with
the recognized stock exchange where the shares are proposed to be listed.

5... The company must enter into a hstmg agreement with the stock exchange. The hstmg
agreement contains the terms and conditions of listing, It also contains the disclosures that
have to be made by the comparly on a continuous basis.

Minimum Public Offer

‘A company which desires to list its securities in a stock exchange, should offer at least sixty *
percent of its issued capital for public subscription. . '

Out of this sixty percent, a maximum of eleven percent in the aggregate may be reserved ' '
for the Central government State government, their investment agencies and public financial N
institutions. . 3 -

The public offer should be made thmugh a prospectus and through newspaper advertisements.
The promoters rmght choose to take.up the remaining forty percent for themselves, or allot a part
Jof it to their associates.
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Fair aIlotment o -~

"allotment should be made in an equitable manner in consultation’ with the stock exchange where
‘the shares are proposed to be listed,

K In case, the company proposes to list its'shares in more than one exchange, the bas:s of
allotment should be decided in consultation with the stock exchange which is located in the place
in which the company’s registered office is located:

Listing Proc'edg_re . ]

The following are the steps to be followed in listing of a company’s securities in a stock exchange:

1.  The promoters: should first decide on the stock éxchange or exchanges where they want the
i shares to be listed: !

they propose to list.

3. They should discuss with the stock exchange authontms the requxrements and ehg:lblllly
for listing,. ¥

be submitted for necessary examination to the stock exchange authorities =
5. The company then finalizes the Memorandum, Articles and Prospect-us
Securities are msued and allotted. -

the necessary documents and particulars.
8.  Shares are then and are available for trading.

Advantages of Listing on Stock Exchange:

(@) Information about the company is available in detail.

{v) Information provides awareness about the work of the organization. Th:s increases trading
activity of purchase and sale of shares of the company. )

(¢) Continuous dealing of the secunty raises its value in the securities market {

(d) It provides convenience of sale of security. This lends hqmd.tty to the shares.

{e) There is safety in dealing as it is registered with SEBL

(5  Itensures creditworthiness. -

(g The act of listing of shares creates a favourable impression on the investor.

securities.

» It widens the market of the secunty

[

only when the company follows the stat'utory rules laid down under .the Securities Exchange
Board of Iridia (SEBI).

Allotment of shares should be made'in a fair and transparent manner, In case of over subscription,

2. They should contact the authorities to the respec'ave stock exchange/ exchanges where.

4. The proposed Memorandum of Association, Articles of Association and Prospectus should

7. The company éntets into a listing agreement by paying the prescribed fees and subrmthng '

(h) Listing gives collateral vah in making loans and advances from banks who prefers quoted

Thus, listing benefits both the investor as well as the company. Listing on'stock- exchange is done



L

Rules for Listing of Securities:

_ The following statutory rules have been laid down:for the listing of securities unde the SEBIL

A company requiring a quotation for its shares (i.e., desiring its securities t0 be listed) must apply
in the prescribed. form supported by the documentary evidénce gwen below:

-

Docunwnts'-.t_a- be attached:

@

]

T (i)

(ii}):

(iv)

R\

{vi)-

(Vii)

Copies of Memorandum and Articles of Association, Prospectus or Statement in lieu
etc. . .

Specimen copies of Share and Debenture Certificates, Letter of Allotment, Acceptance,
Renunciation etc.

Particulars regarding its capital structure.

A statement showing the distribution of shares. )
Particulars of dividends and cash bortuses during the last ten .years
Parl:lculars of shares or debentures for which penmssmn to deal is applled for.
A brief history of the company’s activities since its mcorporatmn. }

Criteria:for Listing of Securities:

The Stock Exchange has, to direct special attention to the fo]lowmg particulars while scrutinizing

the application:

i.'Articles:

A3

ii, Listing of Agreement:.

()

b

Whether the Articles contain the following pm'ﬁsions:

)

()

(iii)
{iv)
v)

A common form of transfer shall be used. .

Fully paid shares wﬂl be free from lien. . - -

Calls paid in advam:e may carry interest, but shall not confer aright to dividend.
Unclaimed dividends shall not be forfeited before the claim becomes time barred.

Option to call on shares shall be'given only after sanction By the general meeting,

Whether at least 49% of; each class of securities issued was offered to the public for
subscription through newspapers for not less than three days. .

(c) Whether the company is of a fair ‘size, has a broad. based capltal strucl-ure and there is
sufficient public interest in its securities.

Y

'3

» After scrutiny of the applu:atlon, the stocK exchange authorities may, if they are satisfied,
call upon the company to execute a listing agreement which coritains the obligations and
restrictions which listing will entail, This agreement contains 39 clauses with a number of
sub-clauses, .

These cover various aspects of the issue of letters of allotment share certificates, transfer
of shares, information to be given to the stock exchanges regarding closure of register of

.
5

of Prospectus, Directors’ Reports, Balance Sheets, and Agreement with Underwriters
\ .
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members for the purpose of payment of dividend, issue of bonus and right shares and
convertible debentures, holding of meetings of the board of directors for recommendation
or declaration of dividend or issue of right or bonus shares or convertible debentures,
submission of copies of directors’ report, annual accounts and other notices, resolutions
and so on to the shareholders.

The basic purpose behind making these provisions in the listing agreement is to keep, the
shareholders and investors informed about the various activities which are likely to affect
the share prices of such companies so that equal opportunity is provided to all concerned
for buymg or sellmg of the securities, On the basis of these details, investors are able to
make investment decisions-based on correct information.

The stock exchange enlisting the securities of a company for the purpose of trading insists
that alt applicants for shares will be treated with equal fairness in the matter of allotment.
In fact, in the event of over-subscription; the stock exchange will advise the company
regardmg the basis for allotment of shares. It will try to ensure that applicants for large
blocks of shares are not given under the preference over the other.

A company whose securities are listed with a stock exchange must keep the stock exchange fully
informed about matters affecting the company, e.g.,

To notify the stock exchange prompily of the date of the Board Meeting at which dividend
will be declared;

To forward immediately to the sto¢k exchange copies of its annual audited a.t_:counts after”

they are issued;.
To notify the stock exchange of any material change in the general nature or character of the
company’s business; . :

“To notify the stock exchange of any change in the company’s capltal and

To notify .the stock exchange (even before shamholders) of the issue of any new shares
(right shares or otherwise) as the issue of any pnvﬂeges or bonus to members.

The compary must also undertake:

Not to cominit 2 breach of any condition on the basis of which listiig has been obtained;

To notify the exchange of any occasion which will result in the redemption, cancellation or
retirement of any listed securities;

Avoid as far as possible the establishment of a false market for the company’s shares;

Tointimate the stock exchange of any other information necessary toenable the shareholders
to appraise the company’s position.

According to Section 73 of the Companies Act, 1976, if a cornpany‘ indicate in its pfoépect‘us that
an application has been made or will.bé made to a recognized stock exchange for admitting the
company’s shares or debentures to dealings therein, such permission must be applied for w1thm
a stipulated period to time.

. The Securities Contracts (Regulation) Act, 1956, gives the Central Government power to compel
an incorporated company to get its securities with a recognized stock exchange in accordance with
the rules and regulations prescribed for the purpose.

If a recognized exchange refuses to list the securities of a company, the company can file an
appeal against such @ decision with the government. The Act empowers’ the .government to set
aside or change the decision after giving proper opportunity to both the partles to explain their
position in this regard. '



1

tit. Guidelines for Listing Securities:

To ensure the effective working of the recognized stock exchange in the public interest,
Government framed Secuntles ‘Contracts (Regulation) Rules, 1957. From time-to-time,
these Rules have been revised wherever it has been necessary to do so dependmg on the

-environmental requirements through guidelines issued by the government in this regard.
‘In November 1982, certain admlrustrat:lve guidelines govermng the listing of securities

on recogmzed stock exchanges, in relaxation of Rule-19 (2).(b) if these Rules were issued.
These guidelines broadly cover the following:

Established Non-FERA Compames.

According to the Act, ‘Non-FERA Companies’ mean

(H)

{iif)

those companies which are incorpoi:ated in India at least ten years prior to the date of

applying for the listing regulation; or companies which have a profit earning record for a
continuous period of atleast five years prior to the date of the listing application; and

in which forelgn equity. doeg not exceed 40 per cent. .
The rule provides that in relation to these non-FERA companies, public offer should

ordinarily be at least 49% of the issued capital of the company. But in certain cases, where -
- there is already a considerable public shareholding in the company, a further reduction in

the pubhc offer may also be considered if the following conditions are satisfied:
The shares are held by persons not connected with the management, their assocmtes and

.associate companies.

The shares have remained widely distributed, without undue .concentration of large

holdings in the hands of the shareholders on record (or their predecessors in title) for a -

period of at least 3 years prior to the date of the listing application.

The number of such shareholders is at Jeast 20 for every Rs. 1 lakh of capital held by them. ,

iv. Other Established or New Non-FERA Companies:
In’respect of:

@

(b)

—

Other established Non-FERA companies, that is, companies incorporated in India within
ten years of the date of the listing application and in wh:ch forelgn eqmry does not exceed
40 per cent, and

New compames without any foreign equity parﬁcipatjon, the provisions of Rule 19 (2) by

of the Securities Contracts (Regulation) Rules will apply. In other words, the public offer
should be at least 60 per cent of the issued capital of the company in such cases.

Subscriptions by the Central Government, State Government and their agencies and public
financial institutions will be counted as a part of the public offer up to a maximurn extent

“of 11 per cent of the issued capital of the company.

v, Existing FERA Companies: .

In respect of existing companies having more than 40 per cent foreign equity and undergoing
the process of Indianisation under the Foreign Exchange (Regulatlon) Act, 1973, the public effer

" should be balance of the-issued capital after deduction of the permissible level of foreign equity
and the holding of ex:stmg Indian shareholders.

However, in no case should the public offer be less than 20 per cent of the issued capital
of the company.

Capital Markets

Notes

Self-instructional Material 'F3-35




Commaodity .and Sfoék Marke;

-Notes

New Compames w:th Foreign Equity Participation: ' S

In respect of new companies with approved foreign equity. partlmpahon, the public offer should
be the balance of the issued capital after deduction ‘of the capital subscribed by the foreign

participants and the Indian promoters.
 The following conditions should, however, be fulfilled:

{iy The public offer sshould in no case be less than 33 per cent of the issued capital of the
.company. :

(iif The share of the lndxan promoters should not be more than 40 per cent of the 1ssued capltal
of the company.

vi. Netis Companies with Non-Resident Indian Equity Participation: ,

Where non-residents of Indian nationally or origin of overseas companies, partnership firms, trusts,
societies and other corporate bodies, owned predomma.nt ownership is that at least 60 per cent of

-the ownership of these entitles shiould be with non-residents of Indian nationality or origin (the

criterion for detern-unmg such predommant ownership is that at least 60 per cent of the ownership
of these entities should be with non-residents of Indian nationality or origin) are themselves the
promoters of the company after deduction of the capital subscribed by them.

However; public offer in such a case should not be less than 26% of the issued capital of the
company
¢ Ifthe non—re51dent Indian equtly is 74 per cent, the pubhc offer should be 26 percent of the
issued capital of the company.

s [f the non-resident Indian equity is 40 per cent, the public offer should be 60 per cent of the
© issued capital of the company. [There is no relaxation of Rule 19(2) (b) in this case].

o If the non-resident Indian equity is 30 per cent, the public-offer need not exceed 60 per

cent and the balance of 10 per cent can be allotted to friends, relatives and associates of the.

promoters. [Here again, there is no relaxation of Rule 19(2) o)l

vii. Joint Sector Compumes
In a Joint sector comparty, the pnnmpal promoter will be a State Governunent and/or its agenicies

. -and the co- promoter will be a private party. The shareholding of the State Government and/or

its agencies will not ordinarily be less than that of the co-promoter. .

* In such cases, the public offer should be the balance of the issued cap1tal of the company

- after deduction of the capital subscribed by the promoters and the co—promoters subject to

the condition that the public offer should not normally be less than 33-1/3 per cent of the
issued capital of the company.

¢ To illustrate, if the State Government and /or.its agencies take up 26 per cent and the co-

promoter takes up 25 per cent of the issued capital of the company, the balance of 49 per

cent should be offered to the publlc

viii Offer for the Sale of Existing Issued Capital:

Companies can have their shares listed on recognized Stock Exchiange by arranging for an offer for
sale of their existing issued capital. Such an offer for sale can be combined with a fresh issue of
1\-
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capital also. The extent of pubhc offer in these cases should be in conformity with the provistons
detailed above.

In addition, the following conditions should. also-be fulﬁlled
) Thé net worth (i.e., existing paid up eqmty capital plus_ free reserves, excluding

reserves created out of revaluation of fixed assets) of the company should not be less

y than its existing paid up capital and the company should: -not have incurred a loss in
each of the three years preceding the hstmg apphcatwn

(ii)> The offer should result in a wide distribution of shares among the general public -'
without undue concentration of large holdings, and the number of public shareholders '

should be at least 20.for every Rs. 1 lakh of the public offer.

(i), If the share is offered at a price above its par value, the price should have been
approved by the Central Government.

“(iv) The offer should set out all material particulars relatmg to the company and the shares
offered to the public. It must be in a form approved: by the Stock Exchange concerned
and must comply with all conditions pertaining to public advertisement, opening and
closing of subscription lists, payment of application money, disposal of applications,
basis of allotment, etc., as are applicable to a company offering fresh shares for public
subscription in accordance with the listing regulations and instructions issued by the
goverm_:nent from t1me;to—t1me

el

1:10 ISSUE OF SECURITIES"

An igsue is one process of offering securities in order to raise funds from-investors. Companies
may issue bonds or stocks to investors as a method of financing the business.

The term "issue” also refers to a series of stocks.or bonds that have been offered to the public and
typically relates to the set of instruments that were released under one offermg

. Anissue is an offering of new securities to investors in hopes of raising capital.

& Issues of bonds can'be made as long as there is investor appetite for the company's debt.
That appetite is mﬂuenced by the company's ability to actually make the payments.

e Additional issues of shares of stock can lead to dilution, which investors tend to frown
uporn; but the shares do not require mterest payments.

Understanding Issueés

-

The isstiance of securities can, ‘take many forms. Companies. may have.a new issue, in which
they release a-security for the: first timie, or_a-seasoned. issue, in which an éstablished- firm offers
additional shares, In:general; an-issue tends.to refer to.a. particular offermg

For example, if a company sells a group of 10-year bonds to- the public, that set of bonds
will be referred:to as a single issue.

* [f a company needs capital to stay in- business, it has options.to secure funding through

7 selling stocks or issuing ‘bonds. In a secondary stock offering, t the board of directors (BOD)

votes to issue more shares and increase the number of shares available in the market
for trading. The proceeds from selling additional shares to the public go directly to the
company.
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. . b :
-8 Likewise, if a business wants to move existing debt and creale’ new debt at the same time,

Notes . it might decide to issue bonds. The company borrows money from investors and repays it
” with interest. The interest is a tax-deductible expense that reduces the corporation’s cost of
borrowing. . .
. . . . i .
N Factors in Issuing Stocks or Bonds

Companies need to consider business goals when deciding whether to sell stock or to issue bonds.

- Issuing stocks or bonds in order to raise capital for projects to change the capital structure of a
firm which is comprised of debt and equity. How weighted a company's structure is in either
debt or capital determines the cost of capital for the company. The cost of issuing debt is the
‘interest rate that the issuing company has to periodically pay its-investors and lenders. The cost
of issuing equity is dividend payments. Finding a good balance between both types of securities
can help a firm avoid paying a high cost of capital. ) ‘ '

: Money from equity investment does not need to be repaid, nor do dividends associated
with shares need to be paid as interest does with bonds.-Since each issue of stock.changes an'
investor's ownership in the company, there is a limit to' how much stock a company can issue as
dilution becomes a problem, '

However, corporations can issue bonds as long as investors are willing to act as lenders.
Because companies can pay bondholders a lower interest rate and retain greater control over
funding, issuing bonds is less expensive than borrowing from a bank. Bonds do not change the
ownership or operation of a company that is owned while selling stock does.

: Record-keeping is simpler with bondholders, as all bonds with the same issuance earn the
. same interest rate and have the same maturity date. Bond offerings are also more flexible:than
stock issuance, : : ' ’

Stock and Bond Underwriting

Companies issuing stocks and bonds may use investment banks to facilitate the process. For example,
if a company decides to sell bonds, the investment bank determines the value and riskiness of the
corporation, then determines the prices, and finally underwrites and sells the bonds to the public.
Investment banks might also underwrite ‘stocks or other. securities for an initial public offering
(IPO) or secondary public offering. Book rinners may be assigned to lafger accounts, '

1.11 CONCEPT OF BUY BACK ’ .

A buyback, also known as a share repurchase, is when a company- buys its own outstanding
shares to reduce the riumber of shares available on the open market. Companies buy back shares’
for a number of reasons, such as to increase the value of remaining shares available by reducing
the supply or to prevent other shareholders from taking a controlling stake. B

‘Key Points )
* Abuyback is when a corporation purchases its own shares in the stock market.

, earnings per share and, often, the value of the stock.

* A share repurchase can demonstrate to investors that the  business has sufficient cash set
aside for emergencies and a low probability of ecohornic troublés.
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* A repurchase reduces the number of shares outstanding, thereby inflating (positive) -
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Capital Markets
Understanding Buy Back ) _ N;:res

Buy-back of shares is a method of financial engineering. It can be described as a procedure which

, enables’ a company to go, back to the holders of its shares and offer to purchase the shares heltd
by them.

)

. Buy-back helps a company by giving a bettér use for its funds than remvestmg these funds
in the same business at below average rates or going in for unnecessary diversification or i
buying growth through costly acquisitions.

¢ When'a company has substantial cash resources, it may like to buy its own shares from the
market particularly when the prevailing rate of its shares in the market is much lower than'
the book value or what the company perceives to be its true value.

» This fode of purchase is also called ‘Shares Repurchase’. A company can utilize its reserves
to buy-back equity shares for the purpose of extinguishing these or treasure operations.
The former. option results in re~duction of the paid up capital, and consequently higher
earnings and book value per share, Naturally, the market price of equity goes up.

¢ The reduction in share capﬁal strengthens the promoter’s control and enhances the equity
value for shareholders. In the latter ophon, compames buy their shares from open market

and keep these as “treasury stock’. »

 This enables the promoters to strengthen their control over thé shares bought back, without P
. any investment of their own. In case of treastre operations, there is a diversion of company’s
, funds to buy shares and reduction in the value of equity for the shareholders.

¢ The main aim of shares repurchase might be reduce the number of shares in circula—tion
~in order to improve the share price, or simply to return to the shareholders resources no
" longer needed by the company.

" The shares repurchase may be by way of purchase from the open’ market or by general
tender offer to all shareholders made by the company to repurchase a fixed amount of its
securities at pre- -stated price.

* A buyback allows companies to invest in themselves. Reducing the number of shares
outstanding on the market increases the proportion of shares owned by investors. A '
company may feel its shares are undervalued and do'a buyback to provide investors wnh
a return.

o And because the company is bullish on its current operations, a buyback also boosts the
proportion of earnings that a share is allocated. This will raise the stock price if the same
price-to-earnings (P/E) ratio is maintained.

» The share repurchase reduces the number of existing shares, making each worth a greater
percentage of the corporation. The stock’s earnings per share (EPS) thus increases while the
price-to-earnings ratio (P/E) decreases or the stock price increases..

* A'share repurchase demonstrates to mvestors that the business has sufﬁc:ent cash set aside
" for emergencies and a low probability of economic troubles.

¢  Another reason for a buyback is for compensation purposes. Compames often award their-
employees and management with stock rewards and stock Optlons

- Toofferrewards and options, companies buy back shares and issue them to employees and
. management. This helps avoid the dilution of existing shareholders.

# Because share buybacks are carried out using a firm's retained earnings, the net economic
effect to investors would be the same-as if those retained earnings were jpaid out as
shareholder dividends.

¥
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Reasons for Buy-Back:-

There-are reasons. why a company would opt-for buy-back:
1.

¢ Buybacks are carried out in two ways: Shareholders might be presented with a tender offer,

where they have the option to submit, or tender, all.or a.portion of their shares within a
given time frame- at a: pre:mum to-the current market price: This premium compensates
investors for tendering their shares rather.than holding onto them.

- Companies buy back shares on the open market over an extended period of-time and may.

even have an outlined share repurchase program that purchases shares at certam times or

" at regular intervals.
A company can fund its buyback by taking oni debt; with: cash on hand, or w:th its cash-

flow from operations.

An expanded share buyback is an increase in a company’s existing share repurchase plan,

An expanded share buyback accelerates a company’s share repurchase planand leadstoa
. faster contraction of its share float. -

The market impact of an expanded share buyback depends on its magmtude A large,
expanded buyback is likely to cause.the share price to rise..

W

* The buyback ratio considers the buyback dollars spent over the. past year; divided by its

market capitalization at the beginning of the buyback period.

The buyback ratio enables a companson of the: potenhal mpact of repurchases across
different companies.

+ Itis also a good-indicator of a: company’ 5 ability to return value to its shareholders since

companies that engage in. regu]ax buybacks hive l'ustonca]ly outperformed the broad

Example 'of a Buyback.

A company's stock price has underperformed its competitor's stock even though it
'has had a solid year financially. To reward investors and provide a return to them, the
company announces a share buyback program to repurchase 10% of its outstanding
shares at the current'market price.

The company. had $1: million: in- earnings:-and 1 million outstanding shares. before
the buyback, equating to earnings per share (EPS) of $1. Trading at a $20 per share
stock:price; its P/E ratio is-20. With all else being equal, 100,000 shares would be
repurchased and the new EPS5 would be $1:11, or $1 million in-earnings spread out
over 900,000 shares. To keep the same P/ E ratio of 20, shares would need to trade up
11% to $22.22. . - {

£

LI

. Toimprove shareholder value, since buy-back provides a means for utilizing the conflpanies

surplus funds which have unattractive alternative investment options; and since a reduction
in’ the capital base arising from buy-back would generally results in hxgher earnings per

share (EPS). -~ 1

It is used as a defense mechanism, in an envimnment where the- threat of corporate
takeovers has become real. Buy-back provides a: safeguard against-hostile take-over by
increasing promoter’s holdings.

'It would enable corperate to shrm.k their equity base thereby m;ectmg much needed

ﬂexlblhty

\J o

*
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! : Advantages of Buy Back

A

It improves the intrinsic value of the shares by virtue of the reduced level of floating stock.

Tt would-enable.corporate.to-m'ake use of the buy-back-sharesfor.'shbsequent use in the. |

proceéss of mergers and acquisitions without enlarging their capital base,
Buy-back of shares isused as a method of financial engineering.

7.7 Itis used for signaling the effects of buy-back on the share price.

' Financing Aspects of Buy-Back:

Finance is the nerve centre for thebusmess activities and success is more 'd_ep'e;lding on the better
and efficient management of-funds and-finance. In.order to buy-back of shares and securities in

large numbers, the company needs huge ‘amounts’of capital and funds which may be mobitiz
through one or more of ‘the-sources viz. : :

1.

@ N W e W N

Sufficient cash position

+

‘Selling of temporary investment with the least possible loss :
‘Raising of working capital needs .
'Raising cash by issuing fixed deposits .

Raising by issue of debentures and loan bonds
Cash credit from commercial banks.

.Overdraft from commercial banks etc. -

The beﬁgﬁts-derived from share repurchase program are as follows:

1,

Firms whose' profitability -was below their industry average ‘enjoy- greater share price-

growth after shares are repurchased than firms whose profitability was above their industry
average. :
Firms whose sales growth was below their industry average enjoy greater share price
growth after shares are repurchased than firms whose sales growth was-above their
industry average. . '

Profitable and -growth-ﬁm:s that repurchase shares provide a clear indication to the

" investors about the strengths of the company. -
Repurchasing firms with debt ratios below bt sales growth rates above!their industry -

average experience substantially higher share price growth after repurchasing than firms
with debt ratios above but sales growth below their industry average.
Repurchasing firms with profitability and debt ratios below their industry average
demonstrate higher share price growth after repurchasing than firmis with profitability and
] oL

/o T

debt ratios above their industry average.

Some of the most important advantages of buyback of ‘shares are as follows:

1.

Companies possessing large free reserves base and are willing to use funds to purchase or *
* acquire shares and other securities unider the buyback scheme, can use their funds ina wise

and effective manner.

.....

*
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2. s share buj backs change the capital structure of the firn; sometimes share buy backs are
undertaken as a counter-measure against re-issue of shares (which are made compulsorily

. to discharge the existing obligations) to maintain a balance, to the extent possible, in the
capital structure. In other words, share repurchases are undertaken to provide shares for

= Zariretirament programmes (e.g. conversion of convertible debentures, bonds etc.), exercise of

stock option scheme, bonuses or other re-issue purposes.

: Noteﬁ

Announced share repurchase programmes signal management’s positive information about
the future prospects of the firm. If the management possesses favourable information, well
+ known to themselves but not known to_the market, it can distribute cash to shareholders
with the anticipation that the company expects future cash flows to increase and thus as per
Jmanagement’s present calculations, the firm is undervalued. ’

Buy back of shares and securities helps the promoters to foﬁnulat#_: an effective defensive

strategy against hostile takeover bids.

Share buy backs are undertaken to increase the stake of the promoters and sometimes with
the ultimate object of buying out completely the entire shareholdings of the non- promoter
shareholders or at least to the extent which enables the promoters holding to cross 90% and
delist the company. : o

A company cannot buy back its shares more than once in a year but there is no restriction
to adopt repeated buy back deals year after year. This also paves the way of the promoters
to reach their targets quickly to increase their share and more control in the companies.

Buyback of shares and securities results in lower capital base, enhances post-buyback
earning per share and appreciates considerably the price-earnings ratio,

Buyback of shares & securities is allowed under section 77B, if the _lié;uid;'ty position of the
company is goed. Companies which have defaulted in repayment of deposits, redemption
of debentures or preference shares or repayment of term loans or interest payable thereon,
from banks and financial institutions are not allowed buyback shares. It is a good chieck on
the companies with unhealthy liquidity position. _ v

After buyback of shares the companies will have the advantage of servicing a reduced
capital base with higher dividend yield.

!

Limitations of Buy Back: -

The shares repurchase is criticized: for the following reasons:

1. This could enable unscrupulous promoters to use company’s money to raise their personal
stakes. S - '

2. It opens up possibilities for share price manipulation;

3. Itcould divert away the company’_“s.ﬁmd.‘s from productive investments.

Legal Provision as to Buy-Back:

Buy-back enables the company to go back to’its shareholders and offers to purchase from them
the share they held. With the introduction of sections 77A, 77A A and 77B in the Companies Act,
1956 throu_gh' the Companies (Amendment) Act, 1999, now the companies allowed buy-back shares.

They buy—back of shares are also subject to the SEBI (Buy-back of Securities) Regulations, 1998.
The said legal provisions are summarized as follows: - :
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2

The Sources of funds for buy-back of shares or other specified securities of a company are:

(a) Free reserves or

(b) Securities premium account or
(c) The proceeds of issue of any ‘shares or other specified securities.

2,

10.

11.°

13.

No buy-back should be made out of the proceeds of an earlier issue of same kind of shares
or same kind of other specified securities. :

o~

Explanatlon to section 372A of the Act provides that * reserves’ as per the last-audited
Balance sheet of the company are t6 be taken as free reserves. The amounts credited after

the close of financial year to free reserves and the securities premiitm account should not .

be utilized for buy-back.

The company may buy-back its own shares or other specified securities in any of the
followmgmanner .

From the existing security holders on a proportionate ba515, or
From the open market, or )
From odd lots, or : . &

By.purchasing the securities issued to employees of the company pursuant to a scheme of

stock option or sweat equity.
A company may buy-back its shares or other speafied securities to the extend 10% of its
total paid-up equity capital and’ free reserves by passing onlya Board resolution. }

If buy-back is beyond 10%, it must be approved by shareholders resolution. In any case, '.

buy-back of equity shares by a company cannot exceed 25% of its total paid-up equity
capital in that financial year.

* Where the companies buy-back its own shares, it shall extmgmsh and physically destroy

the securities so bought back within seven days of the last date of completion of buy-back.
A company can issue bonus shares at any time after the buy-back of shares. .

Regulauon 19(1)(2) of the SEBI (Buy-back of Securities) Regulations, 1998, a company shall
not issue any specified securities including by way of bonus till the date of closure of the
offers for buy-back made under the regulations.

Section 77(8) prohibits further issue of shares {including allotment of further shares) under |

clause (a) of sub-section (1) of section 81 for a period of six months except by way of bonus
shares.

A company can buy-back its shares every year but subject to the satisfaction of other
conditions such as debt-equity ratio, limits of buy-back stipulated in section 77A etc.
Promoters can participate under tender offer or buy-back through book building subject to
full dis¢losures being made in the letter of offer.

A company cannot buy-back equity shares from the promoter or person in control of the
‘company if the buy-back is through stock exchange.

Passing of resolution by a company does not create arny obligation on the company to buy-
back its securities. Buy-back becomes frrevocable only when the letter of offer is filed with
the appropriate authority or public announcement of the offer to buy-back is made.

The company should pay. the consideration only by way of cash/ cheque /bank draft.

The cost of buy-back of securities should be tiken as an expense and charged to the Profit '

and Loss Account.

-Capital Markets.
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14.

15.

L

Listed companies are required to intimate the stoke exchange of general meeting and

resolution passed thereof.

The buy-back shares of a private limited company are subject to the comphance of Private”
Limited Company (Buy-back of Securities) Rules, 1999.

A listed company is required to open an escrow account whichis to be used as a security

i

for the purpose of making payment in respect of buy-back of shares. The company should

16.
"i7.
18,

19.

deposit in an escrow account opened with a scheduled commercial bank on or before the
opening of the offer for buy-back of secunhes, such sum as specified below

Where the estimated consideration payable for buy-back does not exceed Rs. 100 cores, 25% :
of the corisideration. payable

‘In case the consideration payable for buy-back exceed Rs. 100 crores, 25% up.to Rs. 100

crotes and 10% of the balance.

The companies are required to maintain a ‘Reglster of Securities Bought back' which should
contain the prescribed mformatlon

The company is required to. extmguxsh and physically destroy the security certificates

‘bought back in the presence of the Registers or Merchant Banker or Statutory Auditor

21

23.

within seven days from the date of acceptance of securities. Mere stampmg ‘cancelled is
not sufficient. :

The securities offered for buy back, if already dematerialized should be extinguishei:i and
destroyed in the manner specified under SEBI (Depositories and Participants) Regulations,
1996 and the bye- Iaws framed théreunder.

Where a company purchases its own shares out of free reserves, then a sum equal to the
nominal value of the shares so purchased shall be transferred to the ‘Capital Redemption
Reserve’ and details of such transfer shall be disclosed in the Balanice sheet. -

D15clcsure are required to be made in Directors Report as to reasons for failure of buy-
back, if shares are not bought back within’12 months from- date of Board or Shareholders
resolution,

A t:ompany'shéuld not keep the offer for buy-back open'fdr-g period exceeding 30 days.

Proflt or Loss Prior to Incorporatlon

1
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A company may acquire another business from a date ptior to 1ts mcorporatlon, normally
from the beginning of the accounting year of the selling concern w1th to avoid preparation
of final accounts up to the date of- acquisition;

For example, a company incorporated on-May 1, 1984, may purchase a business with effect
fromJanuary 1, 1984, the date on which'the accounnng year of the vendor starts.

Suppose, the company closes its accounts on December 31 and prepares the Profit and Loss
Account for the year ended December 31, 1984, any Profit earned by the company from
January 1, 1984, to April 30, 1984 (i.e.; Prior to incorporation) is known as profit prior to
incorporation and treated as capital profit and transferred to the Capital Reserve Account. -
In the same manner any loss incurred prior toincorporation is treated as capltal loss and

deb1ted to the Goodwill Account. The-profit earned by the company after the date of its
mcorporahon is its revenue profit and is available for dividend.

A pertment point to be noted is that even though a public company can earn’ revenue.
profits only. after gettmg the Certificate of Commencément, for ali prachcal purposes, the




date of incorporation is taken: as the basis for the calculation of profit prior to incorporation,

"Ascertainment of Profit or Loss Prior to Incorporation:

The following steps are taken to ascertam the profit earned prior to incorporation and after
mcorporahon :
. A Trading Account for the full accountmg penod is prepared and Gross Profit is arrived at.

*- Gross profit is apport'loned between the two' penods o_n the basis of the sales in the two
periods.

+ All fixed expenses such as rent, rates, salaries, i.nsurénce, audit fees, étc., are allocated on a
= time basis as these expenses are related to the time factor.

» Expenses which are directly related to sales, like discoimt allowed, bad debts, commission
on sales, advertising etc., are allocated on the basis of the sales of each period.

¢ Certain expenses which are incurred by the company or incurred only in the post-
mcorporatlon period, e.g., preliminary expenses, debenture interest paid, directors’ fees,
ete., are charged as expenses of the post-incorporation period only.

SEBI Guidelines for Buyback for Shares _ -

SEBI guidelines for buyback for shares are as follows:
* Notice of special resolution
* Buying from Members through Tender offer
* Buyback through Stock Exchange.
{a)  Notice of special resolution:

The notice of special resolution to be passed by the' members should contain explanatory
statement giving details of the buy back déal as prescribed in Schedule I of SEBI Regulations,

(b) Buying from Members through Tender offer:

Under this method, the maximum price at which the company intends to buy back the
shares should be indicated in the notice of the general meeting. -

If the promoters intend to offer their shares for buy back, details should be given in the

notice of the general meeting.

The company should make a public announcement in at least one English National Daily,
One Hindi National Daily and One regional newspaper daily, all with widé circulation
giving details prescribed in Scheduled II of SEBI Regulations.

.. The public announcement will mention the ‘specified date’ for the purpose of determining
the names of shareholders to whom letters of offer shall be sent.

Draft offer letter giving prescribed. detaxls shquld be -submitted to SEBI along-with
prescribed fees, at least 21 days before dispatch of letters of offer to shareholders. Offer for
buy back will remain open for minimum 15,days and maximum 30 days.

Letters of offer should be sent to the members well in advance so as to reach them before
the opening date of the offer. ) f

If the acceptances by. the shareholders are more than the number of shares offered to them

for repurchase, the actual buy back will be ont proporhonate basis. The company shall have

o to open and maintain an escrow account with prescnbed amount as deposit.

Capital Markets
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Within 15 days of closure of offer for buy back, payment should be made or regret letters -

should be sent to the shareholders.
. (¢} Buyback th.rough Stock Exchange

In case of buy back of shares through stock exchange route, special resolutwn of members
- should prescribe maximum price at which shares can be bought and the buy backs shall not
be made from promoters or persons having control in the company..

e ) 4 [ SV - .
- aue H

Such persons will not deal in shares in stock exchanges when offer for buy.back is open.

The company should appoint a merchant banker. Public announcement should be made at
5 least 7-days prior to commencement of buy back,

A copy of public announcement is to be filed with SEBI along-with prescribed fee within 2

sy days of such annguncement.

.Companies buying back via stock exchange route must disclose purchases daily. Details of
shares.purchased every.day should be informed to the stock’ exchanges Payment w111 be
. made as per rules'of tradmg in the stock exchartges:

o e -

Other Guidelines:

EY
-

(a) The company will make true and’ full dlsclosure in the letter of offer and the public

announcement. e G oy BT oo :
(b) Bonus shares will not be announced when the buy- back offer is open. =
{c) All payments will be made only by cash/cheque. .x e %

(d) Buy- back offer will not be withdrawn after public announcement, ¢ »
(&) Locked-in-shares will not be bought back. pp: s i, o cawr 3 PR
% (D3 The details regarding number of shares bought, pnce, total amount invested in buy

5., back, details of shareholders from whom more.than 1%, of the total shares were

bought and the consequent change in the capltal structure » & Ny

o yos Coa g RUM LI ze ¥ g
= 4y =i Moy ‘Q_;; UL W hr" ’11-{ ox .
& : e T W B )azw: P
s SUMMARY ' BRI rm"‘

Jrepe Sy

- . Capltal market consrsts of pnmary markets and secondary ma:k Prlmal-y markets deal
with ‘trade ‘of new. Issueq ofistocks and other Ssecurities, whergas secondary market deals

with the exchange of existing or prewously-lssued sectmtles
34 o Mgy jaeeoco g ire oy B

Cagltal market i 15 a market where buyers and sellers engage m trade of ﬁnama] securities
like bonds, stocks, etc. The buymg/ sellmg i undeftaken by’ parhc1pants S suchas mleldualS

and' institutions® They helps channelise stirplus funds from:savers'to ifistitutions “which -

“therl invést them into productive use” »  #Fa ', = S TR

»»»»»

» Generally, this market trades mostly in Iong-tem securities. Capltal market consists Df

! primary markets and secondary markets. Primary markets déal with'trade of hew issues of
stocks and other securities, whereas secondary market deals with the exchange of existing
or previously-issued securities. Another important division in the capital market is made
on the bams of the nature of secunty traded ie. stock market and bond ma.rket

* It'is an orgaxuzed-mrket-m which both individuals'and business‘entities buy and sell -
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debt and equity securities. It is designed to be an efficient way to enter into purchase and
sale transactions. This market is:a key.source of funds for an entity whose securities are

_permitted by a regulatory authority to be traded, since it can readily sell its debt obligations

vestois Govétnmments also use cipital markéts to raise-funds, typically

_ _‘Ee of ;long-térﬁ{.bﬁndET'Govémﬁients do ot isstie shares, and so cannot
issue equity securities. :

A capital market isfitended to be for the issuance and trading of long-term securities,
When a publicly held company sells its securifies in the capital markets, this is referred to as
primary i;gg.fkét_activity. The subsequent trading of company securities between investors .
is known as secondary market activity. Shori-term securities are tradéd elsewhere, such as
in the money market. * - % = - S

Examples of highly.organized capital markets are the New York Stock Exchange, American
Stock Exchange, London Stock Exchange, and NASDAQ. Securities can also be traded "over

'thé counter,” rathier than on an organized exchange. These securities are usually issued by

entities whose business fundamentals {such as revenue, capitalization, and profitability) do
not meet the minimum standards of a formal exchange, which forces investors to use other
avenues to trade the securities. - .

.Capital markets are highly finterconnected, so a disturbance in a capital market on the other - N
- side of the globe will likely impact trading in markets located in other countries. -

The Sécurities and Fxchange Coramission (SEC) is an example’of a federaldevel agency
that regulates the reporting of information by any entity that wishes to issue securities ina-
capital market, or have its secufities traded ina capital market. ) -

* “Theé primary market is also known as the new issues market. It deals with new securities .
_ being issued for the first time: The essential function of a primary market is to facilitate
/the transfer of investible fiinds from savers to entrepreneurs seeking to establish new

enterprises or to expand éxisting ones through the issue of securities for the first time.

"I‘l'ié_'ihirestor's:\ mihw market are banks; financial institutions, insurance companies, mutual

funds and individitals. A company'can raise capital through the primary market in the
form of equity shares, preference shares, debentures, loans and deposits. Funds raised
may be for setting up new projects, expansion, diversification, modemnisation of existing

" projects, mergers and takeovers etc

The secondary market is also known as the stock market or stock exchange. [t is a market -
for the purchase and sale of existing securities. It helps existing investors to disinvest and
fresh investors to enter the market. It also provides liquidity and marketability to existing
securities. It also contributes to econoraic growth by channelising funds towards the most
productive investments through the process of disinvestment and reinvestment.

Securities are traded, cleared and settled: within the regulatory framework prescribed by
SEBL Advances in irformation technology have made trading through stock exchanges.

.accessible from anywhere in the country through trading terminals.

Along with the growth of the primary market in'.'th‘e country, the secondary market has also
grown significantly during the last ten years. oo
nd 7 T R .

' -
S . .

. sk Y .
< The ary market on the other hand is the market for old and already issued securities.

Itis the market for the sale and purchase of previously issued or second hand securities.

’ :I'i{el-séoonciary_.capifél‘ market is composed of industrial security market or the stock

exchange in which industrial securities are bought and sold and the gilt- edged market in
which the government and semi-government securities are traded . It is known as stock
exchange or stock market. Here the securities are bought and sold by the investors.

Notes

- Capital Markets
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-the company as he could not get directly from company Then both the investors can mee)

In secondary market securities are not directly issued by the company to investors. Th
securities are sold by existing investors to othet investors.

Sometimes the investor is in need of cash and another investor wants to buy the shares g

in secondary market and exchange securities for cash throtugh intermediary called broker

In'secondary market companies get no additional capital as securities are bought and solg
between investors only so directly there is no capital formation biit secondary marke
mdmectly contributes in capital formation by providing liquidity to securities of th
company.
It is an organized market in which both individuals and business entities buy and sell deb

and equity securities. It is designed to be an efficient way to enter into purchase and sak
transactions.

This market is a key souroe of funds for an entity whose securities are permitted by 4
regulatory authority to be traded since it can readily sell its debt obligations and equity
investors. S p

Governments also use capital markets to raise funds, typically through the issuanée‘o_
long-term bends. Governenents do not issue shares, and so cannot issue equity sacurities.

India has a fair share of the world economy and 'hence the capital markets-or the s
markets of India form a considerable portion of the world economy The capital market i
vital to the financial system, ° )

The capital Markets are of two main types. The Primary markets and the secon
markets. In a primary market, companies, govemments or, public sector institutions can
raise funds through bond issues. :

Also, Corporations can sell new stock through an initial public offering (IPO) and rai
money through that. Thus in the primary market, the party directly buys shares of
company. The process of selling new shares to investors is called underwriting,

The -capital market functions through the stock exchange market.-A stock ex
is a market which facilitates buying and selling of shares, stocks, bonds, securities an
debentures.

It is not only a market for old securities and" shares but also for new issues shares an,
securities. In fact, the capital market is related to the supply @nd demand for neéw capital,
and the stock exchange facilitates such transactions.

Every business organisation needs funds for its business activities. It can raise funds elther
externally or-through internal sources. When the companies want to go for the external
sources, they use various means for thé same.

Two of the most popular means to raise money are Initial Public Offer (IPO) and Follow on
Public Offer (FPO).

During the IPO or FPO,-the company offers-its shares to the public either at fixed price

or offers a price range, so that the investors can decide on the right price. The method of
offering shares by providing a pnce range is called book building method.

Buy-back of shares is a method of financial engineering. It can be described as a procedure
which enables a company to go back to the holders of its shares and offer to purchase the
shares held by them.

Buy-back helps a company by giving a better use for its funds than rexnvestmg these funds|
in the same business at-below average rates or gomg in for unnecessary d1vexs1ﬁcatlon or

" buying growth through costly acquisitions. e




1.

« Primary Market {New Issue Market): Primary market is also known as new issue market.
As in this market securities are sold for the first time;i.e., new secufities are issued from
. the company. . . il

e-IPOs, (electronic Initial Public Offer): It is the new method of i55uing securities through
on line system of stock exchange. In this company has to appoint registered brokers for the
purpose of accepting applications and placing orders.

Secondary Market. (Stock Exchange): The secondary market on the other hand is the

market for old and already issued securities. It is the market for the sale and purchase of
previously issued or second hand securities.

Fund Raisers: Fund Raisers are companies that raise funds from domestic and foreign
sources, both public and private. The following sources help companies raise funds.

‘Fund Providers: Fund Providers are the entities that invest in the capital markets. These -

can be categorized as domesticand foreign investors, institutional and retail investors, The
list includes subscribers to primary market issues, investors who buy in the secondary
market, traders, speculators, Flls/ sub-accounts, mutual funds, venture capital” funds,
NRIs, ADR/GDR investors, etc.

Intermediaries: Intermediaries are service providers in the market, including stock brokers,
sub-brokers, financiers, merchant bankers, underwriters, depository participants, registrar
and transfer agents, Flls/ sub-accounts, mutual Funds, venture capital funds, portfolio
managers, custodians, etc,

LY

Merchant bankers are financial intermediaries between entrepreneurs and investors.

Merchant banks may be subsidiaries of commercial banks or may have been set up by’

private financial service:companies or may have been set up by firms and individuals
engaged in financial up by firms and individuals engaged in financial advisory business.
Mutual Funds: It refers to the poolir;g of savings by a number of investors-small, medium

and large, The corpus of fund thus collected becomes sizeable which is managed by a team
of investment specialists backed by critical evaluation and supportive data

A global depositary receipt (GDR): is a bank certificate issued in more than one country
for shares in a foreign company. GDRs list shares in two or more markets, most frequently
the U.S. market and the Euromarkets, with one fungible security

Venture Capntal Companies (VCC): The aim of venture capital companies is to give
financial support to new ideas and to introduction and adaptation of new technologies

? .
( pfmvmw QUESTIONS

With reference to the capital markets of India, pick the incorrect statement from the
following:

A)  Capital markets make possible to generate foreign cai:»ital. -

Capital Markets

Notes
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.C)  The existence of a stock exchange enables companies to raise permanent capital. 4

'Statetlwdﬁerencesbetweenanrymarketandsecondarymarket ) ]

Describe the process of Book building .

L L

-
=

(1923). .

B) Capital Markets provide funds for projects in backward areas.

s

D) Intermediaries include vanous entities-such as- MCX-SX, BSE, ‘NSE, other regmnaj
stock exchanges. - + o= - :

What is meant by global depository receipts . ’

Write an explanatory note on role and importance of capital markets.

What are the benefits of Book Buildirg?

Describe the Methods of Floatation of Securities in Primary Market.
Describe Venture Capital Companies (VCC): : %

State the advantages’ and dis advantages of buy back of shares . _ -

Zaveri Ltd. resolved to buy back 3,00,000 of its fully paid equity shares of Rs10 each atRs
12'per share. For the purpose, it issued 10,000 13% prefererice shares of Rs 100 each at par,
the total sum being payable with applications.

The company uses Rs 8,50,000 of its balance in Securities Prerhium Account apart from its

adequate balance in General Reserve Account to fulfill the legal reqmrements regarding
buy—back Pass journal entries for all the transactions involved in thé buy-back.”

- Ed ™ oo
. -
. - L
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the Grain' Fatures Act of 1922 and Board of Trade of Clty of Chicago v. Olsen 262 US. 1
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After reading this chapter students will be able_to:
*  Understand-the meaning and: function of Stock Exchariges .
" : % ¢

-

. Kriow the types of Stock Exchanges .
., {Jnde;srtai}:i ‘the Proceduire for dealing in stock exchange
*  Know the SEBI's powers in relation to stockexchanges )
+  Know:the variovs major:stock exchanges in india’

.. i)esgﬁbé‘me-coﬁcépt of derivatives i !

PR | :
= i £ -

2.1 INTRQD’U(?I_IoN

-A stock’ exchange, securmes exchange, or bourse is an exchange whére stockbrokers and traders
can buy’ and “sell securities, such as shares of stock, bonds, and other financial instruments.
Stock exchanges may also provide facilities for the issue and redemption of such securities and
instruments and capital events including the’ payment of income and dividends. Securities traded

e

< -

Fs

Stock Exchange
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| on a stock exchange include stock issued by listed companies, unit- trusts, derivatives, pooled

investment products and bonds.
Stock exchanges often function as "continuous auction’ markets with buyers and sellers

' consummating transactions via open outcry at a central location such as the ﬂoor of the exchange

or by using an electronic trading platform.

To be able Yo trade a secunty on a certain stock exchange, the security must be listed there.
Usually, thete i5 a Central location at least for record keeping, but trade is increasingly less linked i
to a physical place, as modern markets use electronic communication networks, which give them

advantages of increased speed and reduced cost of transactions.

Trade on an exchange is restricted to brokers who are members of the exchange. In recent
years, various’ other trading venues, such as electronic communication networks, alternative
trading systems and "dark pools" have taken much of the trading activity away from traditional
stock exchanges.

Initial public offerings of stocks and bonds to investors is done.in/the primary market and
subsequent trading is done in the secondary market. A stock exchange is often the most important
component of a stock market. Supply and demand in stock markets are driven by various factors
that as in all free markets, affect the price of stocks (see stock valuation).

Thete.is ustally no obhgauon for stock to be issied through the stock exchange itself, nor

must stock be subsequently traded on an exchange. Such trading may be off exchange or over-

" the-counter. This is the usual way that derivatives and bonds are traded.

Increasingly, stock exchanges are part of a-global securities market. Stock exchanges also
serve an econornic function in prov1dmg liquidity to shareholders in providing an efficient means
of disposing of shares.

Meaning of Stock Exchange

Stock(ma:ket is organized market where securities are traded. It includes market for shares
debentures etc. The stock exchange is an orgamsed and centrahsed market for the purchase and

‘sale of industrial and financial securities of all descriptions, viz., Stocks, Shares Debentures ete.

It is a market for transactions in old securities. Practlcally, it is a place where the buyer of a
security may find a seller who is ready to sell his holdings at a fair and reasonable price pmv1ded
the’security has been listed:

According to ‘the Securities Contracts - (Regulauons) ‘Act of 1956, a stock exchange is ‘an
association, organisation or body of individuals, whether incorporated or not, established for the
purpose of assisting, regulating and controlling business in buying, selling and dealing in securities’.

Stock Exchange market is a vital component of a stock market. It facilitates the transaction

between traders of financial instruments and targeted buyers. A stock exchange in India adheres -

to a set of rules and regulations directed by Securities and Exchange Board of India or SEBL The
said authoritative body functions to protect the interest ‘of investors and aims to promote the
stock market of India, .

A stock ‘exchange is an important factor in the capital market. It is a secure place where
trading is done in a systematic way. Here, the securities are bought and sold as per well-structured
rules and regulations. Securities mentioned here includes debenture and share issued by a
public company that is correctly listed at the stock exchange, debenture and bonds issued by the
government bodies, municipal and public bodies.

Typically bonds are traded Over-thé-Counter. (OTC), but a few ‘corporate bonds are sold in
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stock exchange. It can enforce rules and regulation on the brokers and firms that are enrolled
ith them.

In other, words a stock exchange is a forum where securities like bonds and stocks are
urchased and traded. This can be both an’online trading platform and offline (physical Iocatmn)

.

\
lstory of Stock Exchange

i tory of Indian Stock Market: Indian stock market marks to be one of the oldest stock market
Asia. It dates back to the close of 18th century when the East India Company used to transact
oan securities. In:the 1830s, trading on corporate stocks and shares in Bank and Cotton presses
""" k place in Bombay.. .

An informal group of 22 stockbrokers began trading under a banyan tree opposite the Town

as shifted to an old bulldmg near the Town Hall.

+

as.constructed and occupied in 1930. PremchandRoychand was.a leading stockbroker of. that

tocks at' Bombay Stock Exchange and they are still being followed

In 1956, the Government of India recognized the Bombay Stock Exchange as the first stock
in the country under the Securities Contracts (Regulahon) Act. The most decisive peried
h the history ‘of the BSE took place after 1992. In the aftermath of a major scandal with market
ipulation involving a BSE member named Harshad Mehta, shook the stock market. Then
rernment started National Stock Exchange (NSE), which created an electronic marketplace. NSE
tarted trading.on 4 November 1994. Stock Exchange provides-a trachng platform, where buyers
d sellers can meet to transact in securities.

Concept of ‘Stock Exchange

After the new issue or the original issue of securities is complete; securities become secondhand
and are traded (Le bought and soId) at the floor of the stock exchange—thmugh brokers and other

mtermed:anes
P »

The literal meanmg of stock exchange is an exchange of stock (or shares and other securities)

between buyers and sellers. s -
Mo :

Under the Securities Contract {(Regulation) Act, 1956, the term stock exchange is defined “as
an association, organisation or body of individuals- whether incorporated or not-established for
the purpose of assisting, regulatmg and controllmg the business in buying, selling and dealing”
in securities.” «

Stock exchange could be very sfmp!y defined as follows:

A stock exchange is an, organized market, where second-hand- securities that have been listed

thereon, may be bought and sold, in a safe, quick and convenient manner. :
st d

arr."""‘

2.2 ORGANISATION AND STRUCTURE OF STOCK EXCHANGE

The stock exchanges are the exclusive centres for trading of securities. At present, there are 23
operative stock exchanges in India. Most of the stock exchanges in the country are incorporated:as

of Bombay from the mid-1850s, each investing a (then).princely amount of Rupee . Further -
brokers increased to 250. The informal group of stockbrokers organized themselves as the BSE |

In 1928, the plot of land on which the BSE building now standswas acquired, and a building

ime, and he .assisted in setting out traditions, conventions, ‘and procedures for the trading of

Self- !nstructtonal/

Stock Exchange

Notes

AN
—— - \.\“
e S, ~

aterial I[ 53




= 7

Commaodity and:Stock Market < - e ,

Notes

oy

* . "5a:llSelfnstructional Material

* Association of Persons’ of Section 25 companies' under the-Compa_::ieg-Act. These are organised
as ‘mutuals’ and are considered beneficial in terms of tax'benefits and matters of compliancé

. The trading members ,who prowde brookmg services also own, control and manage the
stock exchanges. They - elect their representahves to. regulate the” functmmng of the exchange,
mcludmg their own activities. =

-

Until recently, the area- -of operation/jurisdiction of an exchange was spemﬁed at. the time
of its recognition, which in effect precluded competlhon among the. exchanges e

These are called regional exchangea. In order to provide an opportunity to investors to invest/
trade in' the securities. of local companies, it is.mandatory for the companies, wishing to list their -
securities, to.list on the reg-lonal stock exchange nearest.to their registered office. .,

If they so wish, they can seek listing on other exchanges as well. Monopoly. of ﬂae'exchanges '
within their allocated area, regional aspirations of the people arid numdatory listing on the regional
-stock exchange resulted in multiplicity of exchanges. _ -* ;

As a‘tesult, at the end of March 2008, there were 19 stockexcl'langesreglsteredwﬁhSEBl '
havmg a total of 8517 registered brokers and 43,874 reglstered sub-brokers tradmg on them. ‘

' The stock exchanges need to be recognized under the Securities Contracts: ‘(Regulation) Act,
1956. There are 19 stock exchanges in India.. The Securities and Exchange Board of India (SEBI),

-

has approved and nohﬁed the Corporahsatlon and Demutuahsatlon Scheme of 19 Stock Exchanges :

- e \-’, -

BSE has successfully cornpleted the- process of Demutuahsatmn in terms of The BSE i
(Corporatlsahon and. Demutuahsatlon) Scheme 2005 ori’ May 16, 2007.

1
NSE since inception has adopted a demutuahsed structure and-its model of demutualxzahon
compares_well with:the international. mcdels of demumahsed stoek exchanges as. seen froml
b - I PR Rt ¥z
Membership - £i L T S AN

The trading platform of ‘a stock exchange is accessable .only to tradmg members They play a
significant role in the secondary market by brmgmg together the buyers and the sellers.

The brokers give buy/sell orders either on their owr account or on behalf of clients. As
‘these: buy and séll order, matches, the trades ane executed ) 2 :

¥ * -_
The exchange can.admit a broker as:its member ‘only on the basis of the terms specified i\ ~
the Secunues Contracts (Regulation) Act, 1956, the SEBI-Act 1992, the rules, circulars, niotifications,
guldelmes, and the byelaws, rules and regulations ‘of the concerned ! ‘exchange. .No:stock broker
‘or sub- broker is aIlowed to buy, sell or. deal in secuntles, unless he or she holds a; cerhﬁcate of *
reglstrauon from the SEBL. . u

& i ) o2 M -
4

- * e - k -

Fees/Ehglblhty Cntena R REE ' -

The stock exchanges however are free:to stipulate. stricter reqmrements than, those shpulated by
the SEBL The minimum standards stlpulated by NSE are m excess of those laid down by the _
SEBI. The.admiission of trading members is based on various criteria like capital adequacy, track
record, education, and experience. * W *

Wlth effect from July 1,.2008 a processmg fee of Rs 11, 2367 and an adrmssmn fee of Rs.
5,61, 8[!37 'is charged for takl.ng up new membeml‘up - "

Y

i e
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Corporatisation: No of -Brokers and Sub Brokers Notes
The authorities have been encouraging corporatlsahon of the broking industry. As a result; a number
of. brokers~propnetor firms and partnership firms have. converted themselves into corporates. As of
end March 2008 4,190 brokers, accounting for nea:ly 4417 % of total brokers have become corporate
entities. Amongst those registered with NSE around 9203 % of them were corporatised, followed
by BSE with 81.08 % corporate brokers. . '

During-2007- 08, 218 new brokers were registered with SEBI whereas 174 were membership
“cases of neconc:hatlon/canoe]lahon/ sun'ender As at end -March 2008, there were 44,074 sub-brokers
registered with SEBI, as compared with 27,540 sub-brokers as- at.end of previous year. NSE and
BSE together constituted :97.02% of the total sub-brokers.

Eligibility Critéria for meibers

1. Heis not less than 21 years . _
- 2:. -He should be citizen of india. ow
3, .He has not been adjudged bankrupt = . ]
, 4. Hehas not compounded with creditors %

5. He has not convicted for an offenceinvolving fraud and dishonesty. he has not been.
expelled from any other stock exchange "

6. The stock exchaiges however are free to decide the fees
The m:.mmum standards are laid down by the SEBI o

8. The adn:msenon of tradmg members is based on various criteria like cap1tal adequacy,
track vecord, education, and experience

9. With effect fromJuly 1, 2008 a processing fee of Rs. 11,2367 and an adrmsslon fee of Rs.
& 361,8007-is charged for taking up new membershlp _f
g = T

() Management: - . N A e s

The general administration of a stock exchange is administered bya commlttee of manage-
ment and is called by different names in different exchanges. :

The selected Executive Committee of different stock exchanges carfies on management of
‘their day-to-day activities through sub-committeessuch as'Listing Comn'uttee, Defaulters’
Comrmttee Arbltratlon Committee, etc”

= - - i)
~(d) ‘Nature of Transactions

Two types of transactions — cash or forward — are made in a stock Transactions exchange.
Cash transaction is one which reveals the dehvery of securities within a short time whlch is
settled by the payment of prlce x 3, :

e 'I'iustypeofh‘ansachonxsalsolmownasmv&stment transachonsmce:tlsbasedonbonaﬁde
" intention of purchase and sale of secuntles -t

‘On the contrary, a forward transaction is ome which reveals forward delivery contracts and
f:lxed settlement days. It is a speculative transaction and the settlement is made by the pay- ~
. ment of price differences: *

* l '

S

»
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Notes “'Membexs of London Stock Exchange:

The memnbers of London Stock Exchange are dnnded into two classes: (i) Jobbers, and (n) Brokers.
Every member of the exchange. has to express clearly whether he would act as a Jobber. or as a

of the year . .

-

A Jobber is an mdependent dealer in secuntlm, i.e., he deals in securities in his own account
He has no direct contact with the intending purchaser and seller.

A In other words, a jobber can deal either with a broker or with another jobber. He caﬁﬁot
work on commission basis can do so for profit which is known as turn in technical language.

of non- members. He has a direct contact with the intending pun:haser and seller.

. Therefore, a broker is a link between the general pubhc and the jobber while a ]obber is a
dealer in hls own right,

A ]obber is a professional speculator who deals in a limited mumber of shares while a broker
acts for a large number of his non-member clients dealing in a large number and variety of securities

Books of Accounts Maintained for Stock Exchange:
The Books of Accounts which are to be maintained are
7 =re =1 (a) Books of Original Entry: which Include:

*  Journal; _ B

b

Broker at the time of his admission, He, however, cannot change his position during the course '

A Broker, on the other hand, % a Commission Agent who transacts business in securities on behalf -

Day Books; -
Cash Book;
Statﬁps and Fees;

Tickets Payable and Receivable; and

Contango Journal,

(b) Ledgets which Include:

General Ledger;
Clients’ Ledger;

7 |V Jobbers' Ledger;
. _Investment Ledger;
/ ' * Dividend and Rights
: -~ !
Ce Organisation and Working of Stock Exchange:

Practically, the organisation and working of a stock exchange differs from exchange to exchange
in technical details although the general pattern of all exchanges is almost the same.

© Stock Exchange in India: Governing Body and Membership

1.  Governing Body:

The stock exchanges in India are managed by a governing board or executive committee or
council of management.

S
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The governing board consists of 16 members of the exchange elected on general election

basis by the members of the exchange, three persons appointed by the Central Government -

as.its representatives, one representative of the Reserve Bank of India appointed by the
Central Government, three persons nominated as public representatives and a chairman or
executive director.

The executive members alert from among themselves the president of chairman of the
stock exchange. In day- to-day management, the governing board is assisted by a number
of committees such as listing committee, arbm-ahon comunittee, defaulters committee, ad-
mission committee, etc. The governing board is empowered to make rules and regulations
in consultation with the Government and the members of the stock exchange.

Membership: .

The members only enter into trading of stock exchange and carry on pusiness. A non-mem-
ber can buy or sell securities through a member. Every stock exchange has its own rules
and regulatwns for the admission of members. Member of a stock exchange arg allowed to

appomt certain agents to do business on their behalif.
%

The non-members who can carry on business on the floor of a stock exchange on

@

®)

{c)

behalf of the members are of three types:

" Refnisiers:

- ¥

They are agents of full-fledged members of a stock exchange. “They are appomted to secure
business for the members. They cannot carry busmess on their own name. They are paid
commission out of the biokerage collected by members on the business procured by the
remisiers. They also known as half-commission men or sub-brokers.

Authorised Clerks: 4

A member of the stock t;.xchange can appoint authorised clerks or assistants to assist him,
The authorised clerks are merely employees of the members, and cannot do business in
their own name.

Brokers and Jobbers:

A broker is a comumission agent who buys and sells securities on behalf of non-members.
He executes the order of his clients and earns commission from them.

o

A Jobber is an independent dealer in securities who buys and sells securities in his own
-hame. He cannot enter into contract with non-members. He denves his income from the
profit made through difference in prices.

Features of Stock Exchang_e:

Salient features of stock exchange are the following:

)

\ L

An organised Market for securities :

Stock exchange is an organised market for dealing in securities. Stock exchange is a market,
where securities of corporate bodies, government and serm-govermnent bodies are bought
and sold.

Every stock exchange has a management committee, w_hich has all the rights related to

management and control of exchange. All the transactions taking place in the stock ex- |-

- -

Stock Exchange

'Notes
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change are done as per the prescribed procedure under the guidance of the management
coirunittee. Activities of a stock exchange are governed by a recogmsed code’of conduct;
apart from statutory regulations.

(ii) Dealsin second hand secunhes

N EY

securities already issued by the companies. In short it déals with exlstmg or second hand
securities and hence it is called secondary market.

I - 2

{iii} Regulates trade in securities :

Stock exchange does not buy or sell any securities on its own account. It merely provides
the necessary infrastructure and facilities for trade i in secunues to its members and brokers
who trade in securities. It regulates the trade activities 5o as to ensiire free and fair trade.

'3
(w] Allows dea]mgs only in listed secunhes

wHE N W

Only those securities are traded in the stock exchange wluch is hsted there After fulfilling
” certain terms and conditions, security gets listed on the stock exchange. In fact, stock ex-

~ Securities which do not ﬁgure in the ofﬁclal Tist of stock exchange ate called unlisted secu-
rities. Such unlisted secuntles cannot be traded in the stock exchange. -

v) Transachons effected only through members ;. ‘

_All transactions in securities at the stock rnarket are effected through authonsed _members
only. All the transactions in secuntles at the stock exchange are effected only through its
authorised brokers and members. Outsiders or direct investors are not allowed to enter in
the trading circles of the stock exchange. Investors have to buy or sell the secuntles at the
stock éxchange through the authorised brokers only.

(vi') Dealing only through Authorised Members: i ¥

Investors'can sell and purchase securities in stock exchange only. through the authorised
members. Stock exchange is a specified market place where only the authorised members
can go. Investor has to take their help to sell and purchase. b

. — =

7 “(vii) Necessary to Obey the Rules and Bye-laws: =
4

While transacting in Stock Exchange, it is necessary to obey the rules and’ bye-laws deter-
mined by the Stock Exchange. Buying and selling transactions in securities at the stock ex-
change are governed by the rules and régulations of stock exchange as well as SEBI Guide-
lines. No deviation from the rules and guidelines is allowed in any casé.

(viii) Specific location :

Stock exchange is a particular market place where authorised brokers come together daxly
(i.e. on workmg days) on the floor of market called trading circles and conduct trading
activities. The prices of different securities traded are shown on electronic boards. After
the working hours market is closed. All the workmg of stock exchanges is conducted and
controlled through computers and electromc system.

— o i

e

: (ix } Financial Barometers.

Stock exchanges are the financial barometers and development indicators of national econ-
omy of the country. Industrial growth ancl stablhty is reflected in the index of stock ex-
change ” -

rr ¥
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+ It is basically & market for second-hand listed securities of compames viz., shares, deben:
tures/ bonds and government s securities. It deals with shares, debentures bonds and such

_ changes maintain an official list of securities that could be purchased and sold on its floor..
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Functions. of ‘the Stock Ex'change - o
( } Contmuous and ready market for secunhes &

Stock exchange providesa ready and continuous market for purchase and sale of securities,
i It provides ready outlet for buying and selling of secutities. Stock exchange also acts as an

_outlet/ counter for the sale of l:sted securities. - SR

= Stock. exchange is'a convenient: meeting place for buyers and sellers of second-hand se-
curities. <Investors who have a preference for liquidity, (e cash) can sell their securities;

“. and.those who wish to invest in securities can buy the same. Since stock exchange ensures
llqmdlty of mveshnent, people are induced to buy securities,

- =N - & *
(u) Safeé Market "'_F T 4
Stock exchange is, perhaps, the safest market for having transactlons in securities. A sbock
exchange functions according to a recognised code of conduct and is subject to strict statu-
tory regulations: Since the establishment of SEBI (Securities and Excharige Board of India)

* if the year 1988; dealings in securities at stock exchanges have become further safer.

I thé absenge of stock excha.nge, investing public might be deceived or cheated by shrewd
.unscrupulous brokers: “

(i) Providing Liquidity and Marketability to Existing Se'curities .

Stock exchange is a market place where prevmusly 1ssued secunt:les are traded. Vanous
typesofsecunhesaretradedhere onregularbas S iz

" LI T Tt N ""f W
Whenever required; an investor can invest, h.ls money through this. market into securities
' _and can reconvert tl'us investment into cash. Availability of ready market for sale and pur-
£ “chase of sec-untles mcreases the1r marketab:hty and enhances liquidity.

(N} Pﬂungofﬁecunhearﬂ ;_- P o

A'stock exchange provides platform to deal in securities. The forces of demand and supply

' 3 work Ereely in the stock exchange In this way,; prices ¢ of securities afe determmed
\ _

SF kA e 'ﬂlf

VR
5

-

.(v) Safety of Transachons # N

ﬁi’ La Stock exchanges are organlsed markets It prov:des safety secunty and equlty (justice) in
fo s g dealmgs as transachons are oonducted as per well defined rules and regulahons

They. fully: protect the interest of investors. The managing body of the exchange keeps

control‘on the members. Each'stock exchange has its own laws and bye-laws. Fraudulent |

i pzac‘t}ces are also also checked effecuvely Due to vanous rules and regulahons, stock exchange
VR B i hctions as the custodian of funds of genuine | mvestors

1.,";

'Each member of stock excharige has to follow ‘them and if any 1 member is found violating

. them, his membership is cancelled. - ¥

i e F rmstaﬁ"cefjlfan
b ;f% :

k_er workmg ""'stec_k exchange charges more commlssmn than stipu-
lated frofmz any uwestor ot nusleads }um m any | ether way, ‘then the management comunitice

A e

of the stock exchange can ﬁne the broker and’ even his membership can be canceiled.
(v} Contributes to Economic Growth. ~ el sl ey
R “ﬂ.-‘*%! A stock exchange pmv:des hqmd:ty to secuntles Th.ts gwes Jthe’ mvestor a double bene-

w2 M ﬁt hr.st the' beneﬁt of thé ¢ change in the m.arket pnce » of secitrities'cari be tiKen advantage )

<3 of; arid secondly, in case of need for. money they ¢an be sold'at the exzstmg market price at
any time. =

™

L
x

- #

s

i

a
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(vii)

(ix)

{x)

{xi)
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condition) in respect of the listed companies.

{vi.ii) Providing Scope for Speculation

place are recorded and publlshed, in the form of market quotations.

Securitie_s for which published quotations are readily available; become reliable
securities for obtaining loans etc. against these. . ..

_tions of concerned stock exchange and work under the wgllance {i.e supervision) of stoc
_ exchange ‘authorities. :

. net dues (balance amiounts) because of the cleanng house facility.
{xii) Facilitates healthy speculation

These advantages provided by the share market encourage the people to invest their mo;
ey in securities. In this way, people’s money gets invested in industries and economic d
velopment becomes possible. ) _ =

Spreading Equity Cult

Share market collects every type of information (mote particularly about their economi

Generally, this information is published or in case of need anybody can get it from the stoc
exchange free of any cost. In this way, the stock exchange guldes the mvestors by providin
various types of information. &

Consequently, the number of shareholders in comﬁanies.is increasing continuously. Th
the stock exchanges are playing a vital role in ensuring wider share ownership.

When securities are purchased with a view. to getting profit as a result of change in thei
market price, it is called speculation. It is allowed or permitted under the provisions of th
relevant Act.

It is accepted that in order to' provide liquidity to secuntles, some scope for speculati
must be allowed. The share market provides this facility,

Evaluation of Securities 3

Stock exchange determines prices of various secur:tles (m terms of their real worth) throu
the interplay of demand and supply forces. Prices at which transactions in securities

So, it is useful for the evaluation of industrial securities. Which enables the investors
know thie true worth of their holdings at any time. Comparison of companies in the san
industry is possible through stock exchange quotations (1 e price list). ‘

Regulates company management Listed’ companies have to com nply with rules and regula:

Facilitates public borrowing i

Stock exchange serves as a platform for marketing Govemment securities. It enables gov:
ernment to raise public debt easily and quickly.

Pro‘vides clearing house fa\cility -

-

Stock exchange provides a clearing house facility to members. It settles the transaction:
among the members quickly and with ease. The members have to pay or receive only the

Healthy speculation, keeps the exchange active. Normal speculation is not dangerous bu
provides more business to the exchange, However, excessive speculation is undesuable as|
it is dangerous to investors & the growth of corporate sector.




. bxvi) Acting as a Barometer of the Company . .

.(XVﬁl] Storehouse of Business Informahon oo

Stock Exchange

(xiii) Capital Formation ' _ Notes

. ® Agency of Capital Formation :Stock exchange is an agency of capital formation. It draws the | ’
savings of the man in the street into productive investmient channels, Since stock exchange )
provides a safe and convenient market for liquidity and investment purposes; people are
induced to save and invest in securities. Through stock exchange, savings of people which
otherwise would have gone into destructive channels, are routed into productive channels,

¢ Encourages capital formation: Stock exchange accelerates the process of capital formation:
It creates the habit of saving, investing and risk taking among the investing class and con-
verts their savings into profitable investment. It acts'as an instrument of capital formation. .
In addition, it also acts as a channel for right (safe and profitable) investment,

(xiv) Qualitative Industrial and Commercial Development

'Stock exchange aids in the process of ensuring qualitative industrial and commercial devel-
opment of the economy. This is so, because, through stock exchange péople keep shifting y
their investment from inefficient companies {which do not pay good dividends} to efficient
companies (which promise high returns on investment). This shifting process of invest-
ment is specially important for a country where savmgs are scarce, -

{xv) Offers ufety in corporate investment.

An investor can invest his surplus money (i.e extra money) in the listed securities with
reasonable safety. The risk in such investment is reduced conslderably due to the supervi-
ston of stock exchange authorities on listed companies. Moreover, securities are listed only
when the exchange authorities are satisfied as regards legality and solvency of company
concerned. Such scrutiny (detailed checking) avoids listing, of secuntles of unsound com-
panies (i.e. companies with bad financial status). ’ ‘

(Barometer is something that shows the changes that are happening in an econornic, social
or political situation). Stock exchange is sensitive to economic, potitical and social condi-
tions of the economy; as such conditions affect the prices of securities..

- In fact, price trends at stock exchange reflect the economic climate of the country “Stock
exchanges are not merely the chief theatres of business transactions; they are also barom-
eters which indicate the general conditions of the atmosphere of business in a country
Alfred Marshall

{Mi) Control Over Company Managements

Stock exchange very directly exercises contro] over the managements of compandes, whose
securities are listed with it. In fact, those companies whose securities are listed with a stock
exchange have to abide by the rules and regulations of the stock exchange.

Companies, whose secunt:es are listed with the stock exchange, are required to furnish
financial statements, annual reports and other reports to the stock exchange.

Many stock exchanges publish directories which’ provide data on the corporate sector.
Such information is highly helpful to the government in economic planning, It is equally
useful to managements of many business enterprises,

Procedure for déaling in stock exchange

i  -Selection of broker : Customer will select the broker from whom purchase or sale isto
be made. :
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it  Placing the order : Client places order for the purchase or sale of security in stock
exchange on behalf of client .

iii - Making the contract :On trading floor authorized brokers will express the intention to

buy or sell the shares h'admonally it happened through out cry method and both the
parties will agree in price.

iv. Contract note : Buying and selling brokers will prepare contract notes after their mu-
tual consent -

v Settlement :Spot dealings are settled in full selling broker will transfer the share to
buymg broker in return of money |

*

2.3 ONLINE TRADING

3

Online trading refers to facility prowded to investor which eables him to buy, and sell shares.

using internet trading platform.

In the recent times, trading on stocks has become as simple as shopping online. Investor can
do that sitting in a coffee shop using a smart. phone. All it needs is a good internet connection,

 subscription to 3-in-1 account, mebile banking apphcahon and sufficient funds in the bank account,

Fortunately, all the hectic paper work has come down to a single click or.touch on the mobile
screen. Many free and pald mobile and web appllcahons and portals for tradmg are available on
internet.

Stock trading can be financially rewardmg if done in the nght way. Inveshng in the stock

‘market involves rldmg ‘the various ups'and downs of the market. Since the introduction of online

tradmg in India, mvestmg has become convenient. Stock ma:ket trading is a great alternative when
1t comes to long-term wealth creation. Although, it n-ught take a while for you to hone your skills.

What is Online Trading

Online trading involves the trading of securities through an online platform. Omline trading
portals facilitate the trading of various financial instruments such’ as equities, mutual funds, and

" commodities. . Angel Broking offers Angel Speed Pro - an online trading platform that -helps

investors and traders to buy/sell stocks and other financial ‘instruments.

How to Trade Online
Open Demat and Trading Account; '
To begin trading online you need to open an online trading account with an online broking firm.

Angel Broking offers reliable Demat and trading accounts services with low maintenance cost and

affordable brokerage. It is.essential to choose a broker who is a _regxstered member of all the stock
éxchanges and is certified .by thé SEBL R

Learn all the Stock Market Basics:

The stock.market functions on the system of supply and demand Lea.mmg to trade begins with
gaining more kndwledge about the share market investment. Keeping tabs on financial news and
websites, listening to. pod-casts and taking up investing courses are all- excellent ways to become
an efficient investor. .

Practice with an Online Stock Simulator:



L
i
i

}

Y

Online stock trading simulators are a gfeat way to learn online trading. Since it is a simulator, the .

losses you make would not affect you,'hence you can learn trade without any fear.
Yo . .

Draft a plan:

¢ While you trade, itis very important to think through yaur investment strategies. Decide in
advance how much you are willing to invest in a particular company and set limits on the
amourit of loss you are willing to bear.

* If you bear aHl these points in mind, online share trading will be an easy and proﬁtable task
for you. Practice is the key to successful oriline trading.

¢ Stock trading is a long-term investment and requires patience and perseverance.

e Itinvolves buying and selling of securities such as stocks, bonds, and other related finan-
cial instruments online. For this purpose, you will require a Demat account and a trading
account,

¢ A Demat account acts as the comumon repository to store the purchased units of stocks
" whereas the trading account acts as the platform to buy and sell the share, A bank account
is linked to the trading account to facilitate funding of trade. :

The major benefit. of online trading is that mvestor can seek the help of dedicated customer care
in case of any clarifications or queries.

Get hands-on information about the ophné.h-adiné below:,
Reqmrements for online trading

¢  Demataccount- account where shares are kept in electronic form. Demat account can open
through stock broker(depository participant)

¢ Trading account- it is opened with broker who provides tradmg account number for ding
tradmg of shares :

. Bank account- money transaction in each tradmg account w1l! happen’ through bankac-
count linked to each trading account

The advantages of online trading: LY

* Youhave the ability to Inanage your own stock portfolios

*" You will have more control and flexibility over the types of transaction you choose to con-
duct

"® The commission costs for trading are significantly less money than using the services of a
professional broker

* " You-can get access to lower fee mutual fund investments

* Oriline brokerage firms tend to offer their clients a slew of tools mcluded feal-time Level 2
stock quotes, news, financia tools and. .graphs to help you do research -
* Some online brokerages will provide their clients to free access to high quality research
" ‘reports created by Standard and Poor and other predominate financial players

e  Online account investors have access to their accounts 24/7 - - although market hours (trad-
ing hours) are from 9:30am to 4pm :

. As long as you have access to a computer and the internet, you can take steps to manage
" your finances wherever you may be,

Stock Exchange

’ ‘Notes
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Disadvantages of online trading

. Investors, who are trading for the first time, go with the flow and get immersed in technol-
-ogy and actually. temporanly forget that they are actually using their real money. :

2) Thereisno relahonshlp that of a mentor between a professmnal broker and an enline trad-

ing ‘account holder, thus leaving the investor on his own to make choices of the right shares.

3) « Users who are not familiar with the ins and outs of the basics of brokerage software can
make mistakes which can prove to be a costly affair. *

4) Aninvestor may sometimes incur huge losses slow internet speed and network cutages.

Investment Methods

Investors can invest in a stock’ exchange of India:through these two ways -

.. 1 Primary market - This market creates securities and acts -as a platform where firms float
. their new stock options and bonds for the general public to acqmre It is where companies
enlist their shares for the first time. !

. Secondary market - The secondary market is also known as the stock market; it acts as a
trading platform for investors. Here, investors trade in ‘securities without involving the
companies who issued them in the first place with the help of brokers ThlS market is fur-
ther broken down into - auction market and dealer market.

2.4 MAJOR STOCK EXCHANGES IN INDIA

Bemg a vital part of the Indian stock market, a stock exchange in India tends to influence the
country’s financial sector to a great extent. Their collective performances happen to be a deciding
factor of econemic growth. .

Also, all major types of stock exchanges are closely integrated with each other; if oné major
stock éxchange falls, it will have a ripple effect on all other major exchanges across the globe.

For example, if the index of Bombay Stock Exchange falls, its effect will be felt across stock
exchanges like New York Stock Exchange, Tokyo Stock Exchange, Shanghm Stock Exchange etc.
as wel] . . ul

Bombay Stock Exchange (BSE)

The Bombay Stock Exchange (BSE) is the first and largest securities market in  India and was
established in 1875 as the Native Share and Stock Brokers: Association. Based in. Mumbai, India,
the BSE lists close to 6,000 companies and is one of the largest exchanges in the world, along with
the New York Stock Exchange (NYSE), Nasdag, London Stock Exchange Group, ]apan Exchange
Group, and Shanghm Stock Exchange.

The BSE has helped develop India's capital markets, including the retaﬂ debt market, and has
helped grow the Indian corporate sector. The BSE is Asia's first stock exchange. and also includes
an equities trading platform for small-and- medium enterprises (SME).

BSE has diversified into providing other cap:tal market services including clearing, settlement,

. and risk management.

BSE is .a stock exchangelocated on Dalal Street, Mumbai, Maharashtra, India. It was was

-
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. established as "The Native Share &,Stock Brokers' Association” in 1875, It is thelith largest stock

.

B B

‘exchange in the world by market capitalisation as on 31 December 2012 Established in 1875.

Over the past 137. years, BSE has facilitatedthe growth of the Indian corporate sector by
providing it an efficient capital-raising platform.. More than 5000 compames are hsted on BSE
making it world's No. 1 exchange in terms of listed members. |

The companies listed on BSE Ltd command a total market capltahzahon of USD Trillion 1.32 as
of January 2013. BSE Ltd is world's fifth most active éxchange in terms of number of transactions
handled through its electronic trading system.

/ Tt is also one of the world’s leading exchanges (3rd largest in December 2012) for Index

options trading BSE also provides a host of other services to capital market participants including,
. risk management, clearing, settlement, market datd services and BSE provides trading facilities
.. through BOLT (BSEOn-Line trading System ) BSE's t-radmg session starts from ¢ am - 15.30 pm

‘{(Monday to:Fri-day). -

BSE prowdes depository services through its Central Depository Services Ltd. (CDSL) BSE's

, popular equity index - the S&P BSE SENSEX [Formerly SENSEX ] - is India's most w1dely tracked

stock market benchmark index. *

Kéy points -~
* Established in 1875 as the Natwe Share and Stock Brokers' Association, the Bombay Stock
Exchange (BSE) is Asia's first exchange and the largest securities market in India.

» The BSE has been instrumental in developing India's capital markets by providing an effi-

.clent platform for the Indian corporate sector to raise investment capital.

* The BSE is known for its electronic trading system that prov:des fast and efficient trade
execution.

s The BSE enables investors to trade in equities, currenmes, debt instruments, derivatives,
+“ and mutual funds :

. » The BSE also provides other important capital market trading services such as risk manage-
ment, cleal_'lr}g, settlement, and investor education.

How the Bombay Stock Exchange (BSE) Works

In 1995, the BSE switched from an open-floor to an electronic tradmg system. There are more
than a dozen electronic eéxchanges in the US. alone with the New York Stock Exchange (NYSE)
and Nasdaq being the most widely known.

Today, electronic trading systerns dominate the financial industry overall, offering fewer
errors, faster execution, and better éfficiency than traditional open-outcry trading systems. Securities
that the BSE lists il_‘tcludel stocks, stock futures, stock options, index-futures, index options,”and

_ ‘weekly options.

The BSE's overall performance is measured by ‘the Serisex, a benchmark index of 30 of the
BSE's largest and most actively traded stocks covering 12 sectors. Debuting in 1986 the Sensex is
India's oldest stock index, Also called the "BSE 30 * the index broadly represents the composition
of India's entire market.

Dalal Street

The Bombay Stock Exchange is located on Dalal Street in-downtown Mumbai, India. In the 1850s,
stockbrokers would conduct business under a banyan tree in‘front of the Mumbai town hall.

H
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After,a few decades of various meeting locations, Dalal Street was formally selected in 1874 as
the location for thé Nahve Share and Stock Brokers' Association, the forerunner orgamzatlon that
would eventually become the BSE.

Mumbai is now a major financial center in Indla and Dalal Streét is home to a large number
of banks, investment firms, and related financial service companies. The 1mportance of Dalal Street
to India is similar to that of Wall Street in the United States.

Indian investors and the press will cite the investment activity of Dalal-Street and will use
it as a figure of speech to represent the 1nc_lian financial industry.

The Nahonal Stock: Exchange (NSE)

NSE islocated in Mumbai, India. National Stock Exchange {NSE) was estabhshed in the miid 1990s
as a demutualized electrornic exchange. NSE provides a modern, fully automated screenbased
trading system, with over two lakh trading terminals, through whlch investors in every nook and
coiner of India can-trade. NSE has played a critical role in reforming the Indian securities market
and in bringing unparalleled transparency, efficiency and market integrity. N

NSE has a market capitalisation of more than US$989 billion and 1,635 companies listed as
on July 2013, Though a'number of other exchanges exist, NSE and the Bombay Stock Exchange
are the two most significant stock exchanges in India, and between them are respensible for the

' vast majority of share transactions.

NSE operates on the 'National Exchange for Automtated Trading (NEAT) system NSE's
flagship mdex, the CNIX NIFTY 50, is used extensively by investors in India and around the world
to take exposure to the Indian equities market.

-

Ojectives of NSE: | -

(a) establishing a nationwide trading facility for all types of securities,

{b) ensuring equal access to all investors all over the country through an appropriate
© communication network, . : _

{c) provxdmg a falr, efficient and lransparent securities market using electronic trading

system, .

(d) enabling shorter settlement cycles and book entry settlements a.nd
(¢). meeting the international benchmarks and standards.

Features of NSE :-

1. . NSEis a fully a_piomat’éd screen based trading environment, no trading floor like l_:’efore'
times, - ’

2. Thé market operates with all market participants. statioried at their offices and making use
of computer terrmna!s for trading, collecting information etc. .

3. The identity of the trading member is not disclosed on the NSE computer trading systern.

4, .The system\p\rowdes completeé transparency of trading operations JInvestors can can see
the prives, order quantity, what time the trade was executed etc on the screen.

5. The NSE traiding system provides enormous flexibility to thesé members., When entering
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an order ; he can place various coneli!_:iom';,on tl:t‘e terms of the order Kke price, time, order . Notes
size. ' ' ) :
NIFTY _ |
Nﬁty stands for National stock exchange fifty. Tt is a computed index from the performances-of

top stocks from dxfferent sectors listed on.the NSE. 1t consists of 50 compames from 24 sectors.

The NIFTY 50 is a benchmark Indian stock market index that represents the weighted average
of 50 of the largest Indian companies listed on the National Stock Exchange. It is one of the two
main stock indices used in India, the other bemg the BSE SE.NSEX -

lety 50 is owned and managed by NSE Indices (prevmusly known as India Index Services &
Products Limited), which is a wholly owned subsidiary of the NSE Strategic Investment Corporation
Limited. NSE Indices had a marketing and hcensmg agreement with Standard & Poor's for co-
brandmg equity indices until 2013. The Nifty 50 index was launched on 22 April 1996, and is one
.-of the ‘many stock indices of Nifty.

The NIFTY 50 index has shaped up.to be the largest single financial product in lnd:a, with
an ecosystem consisting of exchange-traded funds (ohshore and offshore), exchange-traded options .
at NSE, and futures and options abroad at the SGX. NIFTY 50 is the world's most actively traded | !
contract. WFE, IOMA and FIA surveys endorse NSE's leadershlp posmon

“The NIFTY 50 index covers 14 sectors (as on 20 June 2020) of the Indian economy and offers
investment managers exposure to the Indian market in one portfolio. Between 2008 & 2012, the ,
NIFTY 50 index's share of NSE's market capitalisation fell from 65% to 29% due to the rise of séctoral
indices like NIFTY Bank, NIFTY IT, -NIFTY Pharma, NIFTY SERV SECTOR, NIFTY Next 50, etc.

The NIFTY 50 Index gives a. weightage of 39.47% to-finanial services, 1531% to Energy,
13.01% to IT, 12.381% to consumner goods, 6.11% to Automobiles and 0% to the agricultural sector.[11]

The NIFTY 50 index is a free float market capitalisation we1gh‘ted index. The index was .
lmtlally calculated on a full market capitalisation methodology On 26 June 2009, the computation K
was ‘changed. to a free-float methodology. \

The ba.se period for the NIFTY 50 index is 3 November 1995, which marked the completion
of one year ¢ of operations of the Nauonal Stock Exchange Equity Market Segment

¢ Itis weighted average of stock pnces It is calculated real time by NSE system

® The size'of index shows status of market.

» [t gives overall plcture of the performance of stocks that are llsted in the NSE .

¢ Itis-used for benchmarking fund portfolios, index based derivatives and mde_x funds.

L3

‘Over-The-Counter Exchange?Of India - OTCEI

The first electronic OTC stock exchange in India was established in 1990 to provide investors and
companies with an additional way to trade and issue securities. An electmmc stock exchange
based in India that is comprised of small- and medium-sized firms looking to gain access to the
capital. markets. This was the first exchange in India to introduce market makers, which are firms
that hold shares in companies and facilitate the trading of securities by buying and selling from
other participaniﬁ .

* Itis the first exchange for small companies.

o Itis the first screen based nationwide stock exchange in India.
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¢ It was set up to access high-technology enterprising promoters in raising finance for new
+ product developiment in a cost effective manner and-to provide transparent and efﬁuent :
trading system to the investors.

OTCEI is promoted by the Unit Trust of India, the Industrial C.redlt and Investment Corporatlon
of India, the Industrial Development Bank-of India, thelndustnal Finance Corporation of India
and others and is a recogmzed stock exchange under the SCR Act.
- * *
Here is a list of other stock exchung‘és in India
¢ India International Exchange or India INX
s  Metropolitan Stock Exchange of lncha Ltd (was valid up to September 15th, 2(]19)

‘s NSE IFSC Ltd. \

25 SE'CURI"TIES AND EXCHANGE BOARD OF INDIA (SEBI)

Secunhes and Exchange Board of India (SEBI) was initially constituted on 12th April, 1988 as a
non-statutory body through a resolution of the Government for dealing with all matters relating
ta.the development and regulation of securities market and investor protecuon and to advices
the Governinent on all these matters :

Later on SEBI became a statutory body under the Securities and Exchange Board of India Act, 1992.

» Under the Act, the SEBI shall consist of a chairman and five other members appointed by
the Central government (two members representing the Ministries of Finance and Law, one
member from the Reservé Bank of India and two other members).

« SJEBI was given statutory status and powers through an ordmance pmmulgated on Janu-
ary 30,1992,

* The statutory powers and functions of SEBI were strengthened through the promulgahon
of the Securities Laws (Amendment) ordinance on January 25, 1995 which was subsequent-
ly-replaced by an Act of parliament.

* In terms of this Act, SEBI has been vested W‘lth regulatory powers over corporates in the
issuance of capital, the transfer of securities ‘and other related matters. Besides, SEBI has
also been empowered to impose monetary, penalties on capital market intermediaries and +
other participants for a range of violation.

- Reasons for Establishment of SEBIL

With the growth in the dealmgs of stock markets; lot of malpractices also started in stock markets

' such as price rigging, ‘unofficial premium on new issue, and delay in delivery of shares, viclation

of rules and regulatiéns of stock exchange and listing requirements.

Due to these malpractices the.customers started losmg confidence and faith in the stock
exchange So govemment of India decided to set up an agency or regulatory body known as
Securities Exchange Board of India (SEBD) .

Features of SEBI . ’

1.  The SEBI shall be a body corporate established under SEBI' ACT, with perpetual succession
‘and a common seal.
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The head office of the board shall be at Mumbai. SEBI can have branch offices at other plac-
es in India.

The board shall consist of the following membefs.

a. A chairman _ . .
b. Two members from amongst the officials of the Ministries of the Central Government
dealing with finance and law.

One member from amongst the officials of the Reserve Bank of India.

d.. Two other members - Chairman and other members of the Board are appointed by
the central Government. ' -

The general supermtendence, direction and management of the SEBI shall vest in the Board .

of members. Those members exercise all powers and do all acts and things which may be

._exerc:sed by the Board (SEBI)
‘Central Government sha]l have the power to remove a member or the chairman appointed

to the Board . _
Central government shall provide finance and also make appropriate grants to the Board.

Central government has power to issue direction to the board on the policy matters and
shall supercede the board in the event of default by the Board_ ,,

Objectives of SEBI:

The overall Ob}eCtIVES of SEBI are to protect the interest of mvestors and to promote the development
of stock exchange and to regulate the activities of stock rnarket The objectives’of SEBI are:

1.
2
3.

To regulate the activities of stock exchange.
To protect the rights of investors and ensuring safety to their investment.

To prevent fraudulent and malpractices by having balance between self regulation of busi-
ness and its statutory regulations.

To regulate and develop a code of conduct for intermediaries such as brokers, underwrit-
ers, etc.

Functions of SEBI'

H

The SEBI performs functions to meet its ob]ectwes To meet three- objectives SEBI has three
important functions. These are:

Protective functions

¢ Developmental functions -
¢ Regulatory functions.
1. Protective Functions: These functions are performed by SEBI to protect the interest of investor -

and prowcle safety of investment. As protective functions SEBI performs followmg functions:

()

It Checks Price Rigging: Pricewl_-igging refers to ‘xlndnipul'au"ng the prices of securities with-

the main objective of inflating or depressing the market price ofsecurities. SEBI prohibits
such practice because this can defraud and cheat the investors.

t
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(it) It Prohibits Insider trading: lnsicier is any person connected with the éompany such as di--
recters, promoters etc. These insiders have sensitive mformatlon wh1ch affects the prices of
the securities. % .

This information is not available to people at large but the ms:ders get thls pnvxleged infor-
mation by working inside the company and if they use this information to make profit, then
it is known as insider trading, e.g., the directors.of a company may know that company
will issue Bonus shares to its shareholders at the end of year and they pu:chase shares from
market to make profit with borius issue.

X This is known as insider trading. SEBI kéeps a strict check when insiders are buymg secu-
" rities of the company and takes strict action on insider trading, .

(iii) SEBI prohibits fraudulent and Unfair Trade Practices: SEBI does not allow the comp‘anies
to make misleading statements which are likely to mduce the sale or purchase of securities .
by any other person. t

(iv). SEBI undertakes steps to educate investors so that they are able to evaluate the securities of
various companies and select the most profitable securities.

‘(v). SEBI promotes fair prachces and code of conduct in security market by takmg following

steps:
(a) SEBI has 1ssued guidelines to protect the interest of debenmre-holders wherein com-
panies cannot change terms in midterm. 2

(b) SEBlis empowered to investigate cases of insider tradmg and has provisions for Stiff

fine and unpnsonment .

() SEBI has stopped the. practu:e of makmg preferenhal allotment of t;hares unrelited to _

market prices. 5
2. Developmental Functions: These functions are performed by the SEBI to promaote and develop
activities in stock exchange and increase the business in stock exchange. Under develoPmental

categories following functions are performed.by SEBL:
(i) SEBI promotes trammg of intermediaries of the securities market.

(i) SEBI tries to promote activities of stock exchange by adopting flexible and adoptable ap-
proach’in followmg way:

(a) SEBIhas permitted internet tradmg through reg:stered stock brokers.:
-(b) SEBI has made underwriting optwnal to reduce the cost of issue. _
{c) ‘Even initial public offer of primary market is permitted through stock ex-change

3. Regulatory Functions: These fanctions are pérformed by SEBI to regulate the busmess in stock
exchange, .

To regulate the activities of stock _exchange following functions are-p’erfom-led:

(i) SEBIhas framed_rqles and regulations and a code of conduct to regulate the intermediaries,
such as merchant bankers, brokers, underwriters, etc.

{ii) These intermediaries have been brought under the regulatory purview and private place-
ment has been made more restrictive.

{'iig‘) SEBI registers and regulates the working of stock brokers, sub—brokers, share transfer_
agents, trustees, merchant bankers and all those who are assocxated Wlth stock exchange in
any manner. <

. 5
{iv) SEBI registers and regulates the working of mutual funds etc. :
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(v} SEBI regulates takeover of the companies. ' . " Notes
.(vi) SEBI conducts inquiries and audit of stock exchanges. ' "
, Organisation and Management: :
b : A
SEBI is managed by six members—one chairman ‘(nominated by Central Government), two
.members, {officers of Central Ministries), one member (froin RBI) and remaining two members
are nominated by Central Government. The office of SEBI is situated at Mumbai w1th its regional
" offices at Kolkata, Delhi and Chennai.
In 1988 the’ initial capital of SEBI was Rs. 75 crore which was provided by its promoters
(IDBI, ICICI, and-IECI). This amount was invested and with its interest amount, the-day-to-day
expenses of SEBI are managed. ‘
Al statutory power for regulating Indian Capital Market are vested with SEBI itself.
The Organisational Structure of SEBIL: :
SEBI is working as a corporate sector. ) - ¢
2.  Itsactivities are divided mto five departments. Each department is headed by 3 an executive -
dlrector )
3. . The head office of SEB! is in Mumbai and it has branch office in Kolkata, Chennm and Del-
hi.
I 4. SEBIhas formed two advisory committees to deal with primary and secondary markets.
These committees consist of market players, investors associations and eminent persons.
’ . o T s
' Objectives of the two Committees are:
| 1. + To advise SEBI to regulate intermediaries. - -
! 2. To advise SEBI on issue of securities in primary market. '
3. To advise SEBI on disclosure requirements of companies. )
4. To advise for changes in legal f framework and to make stock exchange more transparent.
5. To advise on matters related to regulation and development of secondary stock exchange.
-These committees can only advxse SEB! but they cannot force SEBI to take action on their
advice. ’ _ -
- SEBI Regulahons _ .
! - ‘$
SEBI" has adopted a number of regulatwns and revoluhonary steps to re-establish the credit of
§ capital market, which includes the following: _
¥ 1.  Share Price and Preniium Determmahon. B '
| ﬂ,‘ According to the latest directions of SEBI, Indian companies are now free to detennme their *
share prices and prerruum on those shares. But determined price and premium amount will
he equally applicable to all without any discrimination.
2. Control on Share Brokers: : - .
Under the new rules every broker and sub-broker has to obtam registration with SEBI and
any stock exchange in India. : .

Self-Instructional Material 1171




Commodity and Stock Market

Notes 3.

Control on Utilizing ‘Application Amount’ having no Interest by Companies Releas-
ing Public Issues:

At the instance of SEBI, Commercial- banks introduced Stock Invesl-ment Scheme
“under which investor has to submit stock-invests, purchased from banks, with their
shares application. If the investor is allotted shares/ debentures, the required amount

is transferred in concerned company s accotint by the bank issuing ‘stock invest’.

In other case (if share/debenture is not allotted), investor gets a predetermined inter-

est rate on invested capital. This step of SEBI ensured interest earning to the investor
until he got share/debenture allotment. It also ensures the refund of invested amount
to the investor in case shares are not allotted.

Underwriters:

The minimum asset lu-mt has been fixed to be Rs. 20 lakh to work as underwriter.
Besides, SEBI has warned underwriters that their registration can be cancelled if any
m-egulanty is found i in the purchase of unsubscribed part of the share issue.

SEBI's Control on Mutual Fund:
SEBI (Mutual funds) Regulation: 1993, help to take over direct control of ali mutual

"tunds of government and private sector {excluding UTI).

Under this new rule, the company floating a mutual fund should possess net assets of
Rs. 5 crore which should consist of atleast 40% contribution from promoter’s side.

Control over Foreign Institutional Investors:

" SEBI has made it compulsory for every foreign institutional investor to get registered

with SEBI for participating in Indian Capital Market. SEBI has issued directions in this
regard. .

Insider Trading: . '
Companies and their employees usually adopt malprachce in Indian Capital Market to
variate share prices. .

To check this type of insider trading, SEBI introduced SEBI (insider Tradmg) Regula-
tions, 1992, which will ensure honesty in the capital market and will develop a feeling
of faith among investors to promote investments in capital market in the long-run.

2.6 SEBI'S POWERS IN RELATION TO-STOCK EXCHANGES

(i
i)

/ | )
(iv)

W
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The SEBI ordinance has given it the following.powers:

It may call periodical returns from stock exchanges.

- It has the power to prescribe maintenance of certain documents by the stock exchang-

s,

SEBI may call upon the exchange or any member to furnish explanation or information
relating to the affairs of the stock exchange or any members. )

It has the power to approve bye-law of the stock exchange for regulation and control
of the contracts.

It can amend bye-lfaws_of stock exchange. N
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{vi) In certain areas it can grant to licence the dealers iit securities.
(vii) It can compel a public company to list its sha.rés

Securities Conimct {Regulation) Act empowers Centml Government to delegate some of its
powers, to SEBL They are as follows:

Power to grant recogmhon to a stock exchange. .

2.  Power to direct any, stock exchange to amend the rules relahng to constitution of stock
-exchange, admission of new members, etc.

Power to supemede governms body of any stock exchange.
Power to suspend business of a recognised stock exchange.

Power to prohibit contracts in certain cases

2.7 DERIVATIVES

A derivative is a confract berween two or more parties whose value is based on an agreed-upon
underlying financial asset (like a security) or set of assets (like an index). Common underlying
instruments include bonds, commedities, currenaes, interest rates, market indexes, and stocks.

Derivative is a financial instrument whose value is based on or value is denved from
one or more underlying assets. The under’ lying asset may be a share, stock market iridex,-a

- commeodity, an interest rate or a currency.

When the price of asset changes value of derivative will also change.it'is a contract
between two parties where one party agrees to buy or sell any asset at specnﬁed dates and rate,

_. Derivative is similar to insurance. Insurance protects agamst specific risk like fire, flood
achent whereas derivatives protects from market risks.

Key Points

® A derivative is a contract between’'two or more part:es whose value is based on an
agreed-upon underlying finaricial asset, index, or security. :

s Futures contracts, forward contracts, options; swaps, and warrants are commonly '

used derivatives.

¢ Derivatives can be used to either mitigate risk (hedging) or assume risk with the expec-
tation of commeénsurate reward (speculat:on} .

=t

Understanding Derivatives _ .

Derivatives are secondary securities whose value is solely based {derived} on the value of

the primary security-that they are linked to—called the underlying. Typically, derivatives are

-considered advanced investing.

There are two classes of derivative products: "Jock” and "option." Lock products {e.g.
swaps, futures, or forwards) bind the respective parl:ies_'from the outset to thg agreed-upon
terms ‘over the life of the contract.

Option products (e.g. stock options), on “the other hand, offer the holder the nght but
not the ‘obligation, to buy or sell the underlying asset or security at-a specific price on or
before the option's expiration date.

Stock Exchange

Notes
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_ While a.derivative's value is based on an asset, ownership of a derivative doesn't mean
ownership of the asset. Futures contracts, forward. contracts, _options, swaps, and warrants are
commonly used denvatwes :

"Futures Contracts
A futures contract, for example; is a derivative because its value is affected by the perfor-
-mance of the underlying asset. A futures contract is a contract to buy or sell a commaodity .
or security at a predetermined price and at a preset date’in the future. -

Futures contracts are standardized by specific quantity sizes and expiration dates. Futures
.contracts can be used with commodities, such as oil and wheat, and ptec:lous metals such
as gold and silver. .

Equity Options

An equity or stock option is a type of derivative because its value is "derived” from that of
the underlying stock. Options come in forms: calls and puts: A call option gives the holder
the right to buy the underlying stock at a preset price.(called the strike price} and by a pre-
determined date outlined in the contract (called the expiration date).

“ N

A put option gives the holder the right to sell the stock at the preset price and date outlined
in the contract. There's an upfront cost to an option called the option premium. -

The risk-reward equation is often thought to be the basis for investment philosophy and
. derivatives can be used to either mitigate risk (hedgmg), or they can be used for speculation
where the level of risk versus reward would be con31dered

For example, a trader may attempt to profit from an antmpated drop in an index's price,

~ such as the S&P 500, by selling (or going "short") the related futures contract. Derivatives
used as‘a hedge allow the risks associated with the underlying assets price to be trans-
ferred between the parties involved in the contract.

‘Derivative Exchanges and Regulations : . s

Some derivatives are traded on national securities exchanges and are regulated by the U.S.
Securities and Exchange Commission (SEC). Other derivatives are traded over-the-counter.
(OTC) which involve individually negotiated agreements betwem parties.

Futures

‘Most derivatives are traded on exchanges.' Commodity futures, for example, trade on a
futures exchange, which'is a marketplace in which various commodities are bought and
sold. Brokers and commercial traders are members of the exchange and need to be regis-
tered with the National Futures Association (NFA) and the Commodity Futures Trading

Comrruss:on (CFTC). :

The CFTC regulates the futures markets and is a federal agency that is charged with regu

lating the markets so that the markets function in a fair manner. The oversight can include -

preventing fraud, abusive trading practices, and regulating brokerage firms.
l

Options

Options contracts are traded on the Chlcago Board Options Exchange (CBOE), which is the
world's largest ophons market. The members of these exchanges are regulated by the SEC
which monitors the markets to ensure they are functioning properly and falrly

OTC Transactions

It's important to note that regulations can vary somewhat, depen'ding on the product and
its exchange. In the currency market, for example, the trades are done via over-the-counter
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(OT C), which is between brokers and banks versus a formal exchange Two parties, such as

a corporation and a bank, rmght agree to exchange a currency for another at a specific rate
in the future,

.Banks and brokers ate regulated by the SEC. However, investors need to be aware of the
risks .with OTC markets since the transactions do not have a central marketplace nor the
same level of regulatory oversight as those h'ansactlons‘ done via-a national exchange.1

Two-Party Derivatives
1
. A commodity futures contract is a contract to buy or sell a predetermined amount of a
commiodity. at a preset price on a date in the future,
* Commodity futures are often used to hedge or protect investors and businesses from ad-
verse movements in the price of the commodity.

¢ For example, commeodity derivatives are used by farmers and millers to provide a degree
of "insurance.” The farmer enters the contract to lock in an acceptable price for the com-
modity, and the miller enters the contract to lock in a guaranteed supply of the commodity,

s Although both the farmer and- the miller have reduced risk by hedgmg, both remain ex-
=+ posed to the risks that prices will change. :

'Example of Commodity Derivative - ' -.
 For example, while the farmer is assured of a specified price for the commodlty, prices could rise

(due to, for instance, a shortage because of weather-related events) and’the farmer will end up
losing any additional income that could have been earned. .

" Likewise, prices for the co:mnodlty could drop, and- the miller wxll have, to pay more for
the commodity than he otherwise would have

For example, let's assume that in Apnl 2020 the farmer enters a futures contract with a miller
to sell 5,000 bushels of wheat at $4.404 per bushel in July. On the expiration date in July 2017,
the market price of wheat falls to $4.350, but the miller has to buy at the contract price of $4.404,
which is higher than the prevailing market price of $4.350. Instead of paying $21,750 (4-350 x 5,000),
the miller will’ pay $22,020 {4.404 x 5,000), while the farmer recoups a hlgher-than—market price:

‘However, had the price risen to $5 per bushei; the miller's hedge would've allowed the wheat
to be purchased at a $4.404 contract price versus the $5 prevailing price at the July expiration date.
The farmer, on the other hand, would've sold the’ wheat at a lower price than the $5 prevailing
market price. . .

Benefits of Derivatives .

Let's use the story of a fictional farm to explore the mechanics of several varieties of derivatives.

‘Gail, the owner of Healthy Hen Farms, is worried about the recent fluctuations in chicken prices
-or volatility within the chickén market due to reports of bird flu, - -

~ Gail wants to protect her business against another spell of bad news, So she riieets w1th an
investor who enters into a futures’ contract with her.

The investor agrees to pay $30 per bird when,the birds, are ready for slaughter in six months' -

time, regardless of the market price. If-at that time, the price is above $30, the investor will get

the benefit as they will be able to buy the birds for less than the farket cost and sell them on the *
_market at a higher price for a profit. If the price falls-below $30, Gail will- get the benefit because

she will be able to sell her bll’dS for more than the current market price, or more than what she
would .get for the birds in thé open market.

3
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By entermg into a futures contract, Gail is protectéd from price changes in the market, as she has,
"locked in a price of $30 per bird: She may lose out if the price flies up to $60 per bird on a mad

cow scare, but she will be protected if the price falls to $10 on news of a bird flu outbreak. By

hedging with a futires contract, Gail is able to focus on her business and limit her worry about
" price fluctuations.

I¥'s important to remeémber that when companies hedge, they're not speculém‘ng on the price
of the commodity. Instead;.the hedge is merely a way for each party to manage risk.-Each party
_has their profit or margin built-into their pnce, and the hedge helps to protect those’ proﬁts from
being eliminated by market thoves in the price of the commodity.

. Whether the.price of the commodlty moves higher or lower than the futures contract price'
by expiry, both parties hedged their profits on the transaction by entering into the contract with
each other. : ' :

Derivative Swap

- Derivatives can also be used with interest-rate products. Interest rate denvahves are most often
used to hedge against interest rate risk. =

Interest rate risk can occur when a change in interest rates causes the value of the underlying
asset's price to change.

Loans, for.example, can be issued as fixed-rate loans, (same ‘inferest rate through the life of
the loan), while others might be issued as variable-rate loans, meaning the rate fluctuates based
on interest ratés in the market. Some companies might want their loans switched from a variable
rate to a'fixed 'rate.

For example, if a company has a rea]ly low rate, théy tmght want to lock it in to protect
them in case rates rise in the future. .

. Other companies might have debt with a-high fixed-rate versus the current market and want
: to switch or swap that fixed-rate for the current, lower variable rate in the market. The exchange
can be done via an interest-rate swap in which the two parties exchange their payments so that
one party receives the floatmg rate and the other party the flxed rate,

‘Example of Interest Rate Swap _ .
Continuing our example of Healthy Hen Farms, let's say that Gail-has decided that it's timé to
take Healthy Hen Farms to the next level. She has already acquired-all the ‘smaller farms near
her and wants to open her own processing. .plant. She tries to get more fmancmg, but the lender,
‘Lenny, rejects her. ’

Lenny's reason for deny'mg ﬁnancmg is that Gail financed her takeovers of the other farms.

through a massive variable-rate loan, and’ Lermy is woiried that if interest rates- rise, she won't
+be able to pay her-debts.

He tells Gail that he will only lend to her if she can convert the loan to a fixed-rate loan
Unfortunately, her other lenders refuse to change her current loan terms because they are hopmg
interest rates will increase, too. .

Gail gets a lucky break wheri she meets Sam, the owner of a chain of restaurants. Sam has
a fixed-rate loan about the same size as Gail's, and he wants to convert it to a variable-rate loan
because he hopes interest rates will decline in the future.

For similar reasons, Sam's lenders won't change the terms of the loan. Gail and Sam decxde
to swap loans. They work out a deal in which Gail's payments go toward Sam’s loan, and his
payments go toward Gail's loan. Although the names on the loans haven't changed their contract
; alows them both to get the type of loan they want.
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The transaction is a bit risky for both of them because if one of them defaults or goes bankrupt,
the other will be snapped back into their old loan, which may require payment for which either

Gail or Sam may be unprepared. However, it aliows them to modify their loans to meet their |

‘individual needs..
Credit Denvaﬁve

Mo

A credit derivative is a contract between two parties and allows a credltor or lender to
transfer the risk of default to a third party. The contraét transfers the credlt risk that the
borrower might not pay back the loan.

Hoewever, the loan remains on the lénder's books, but the risk is transferred to another
party. Lenders, such as banks, use credit derivatives to remove or.reduce the risk of loan
defaults from their overall loan portfolio and in exchange, pay an upfront fee, called a
prermurn

Example of Credit Derivative

Lenny, Gail's banker, ponies up the additional capital at a favorable interest rate and Gail
goes away happy. Lenny is pleased as well because his money is out there getting a return,
but he is also a little worried that Sam or ‘Gail may fail in their businesses.

"To make matters worse, Lennys friend Dale comes to him’asking for money to start his
own film company. Lenny knows Dale has a lot of collateral and that the loan would be
at a higher interest rate because of the more volatile nature of the movie industry, so he's
kicking himself for loanmg all of his capital to Gail. :

Fortunately for Lenny, denvahves offer another solution, Lermy spins Gail's loan into a
credit derivative and sells it to a speculator ata discount to the true value. Although Lenny

_ doesn't see the full return on the loan, he gets his capital back and can issue it out again

to his friend Dale. Lenny likes this system so much that he continues to spin out his loans
as credit derivatives, taking modest returns in exchange for less risk of default and more

hqulchty : )

Options Contracts

Years later,'HealthSr Hen Farms is a publicly-traded corporation (HEN) and is America's

-largest poultry producer. Gail and Sam are both looking forward to Tetirement.

Over the years, Sam bought quite a few shares of HEN. In fact, he has more than $100, 000
invested in the company.

Sam is getting nervous because he is womed that another shock, perhaps another outbreak |

of bird flu, might wipe out a huge chunk of his retu'ement money. Sam starts lookmg for
someone to take the risk off his shoulders. Lenny is now a financier extraordmalre and
active writer or seller of options, agrees to gwe him a hand. '

Lenny outlines a deal—called a put option~in which Sam pays Lenny a fee-or premium-—for

the right (but not the obligation) to sell Lerny the HEN shares in a year's time at their cur-

- tent price of $25 per share. f the share prices plummet, Lenny protects Sam from the loss

of his retirement savings..

Healthy Hen Farms remains stable until Sam and Gaﬂ have both pulled their money out for
retirement. Leriny profits from the fees and his boommg trade as a financier: Lenny is OK
because he has been colIectmg the fees and can handle the risk.”

. The Bottom Line

This tale illustrates how derivatives can move rigk (and the accompanyinig rewards) from the risk-

Stock Exchange

Notes
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" averse to the risk seekers. Alithough Warren Buffett once called derivatives "financial weapons of
mass destruction,” derivatives can be very useful tools, provided they are used. properly.2

Like all other financial instruments, derivatives have their own set of pros and cons, but they

’ also'liold uriique potential to enhance the functionality of the overall financial system.

2)

i)
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Derivatives are of two categories

Exchange traded
Over the counter

Exchange traded derivatives, as the name signifies are ttaded through orggnized exchang-
es around the world. These instruments can be bought and sold through these exchanges, .

.just like the stock market » :

Over the counter (popularly known as OTC) derivatives are not traded through the ex-
changes: They are not standardized and have varied features: Some of the popular OTC
instruments are forwards, swaps, swaptions etc. Derivatives are used by investors for the
following purposes: ' "

To provide leverage (or gearing), such that a small movement in the underlying value can
cause a large difference in the value of the derivative

To speculate and make a profit if the value of the underlying asset moves the way they ex-
pect (e.g., moves in a given direction, stays in or out of a specified range, reaches a certain
level) ' '

To hedge or mitigate risk in the underlying, by entering into a derivative contract whose
value moves in-the opposite direction to their underlying position and cancels part or all
of it out ) '

To obtain exposure to the’ underlying where it is not possible to trade in the underlying
{e.g., weather derivatives) : - . . ’
To crqaie option abﬂity where the value of the derivative is linked to a specific condition or
event (e.g. the underlying reaching a specific price level).

Objectives

Hedging

"
. -

~ Derivatives allow risk related to the price of the underlying asset to be tr;ns_fé'rred from one

party to another. &

For example, a wheat farmer and a miller could sign & dérivative contract to exchange a
specified amount of cash for a specified amount of wheat in the future. Both parties have .
reduced a future risk: for the wheat farmer, the uncertainty of the price, and for the miller,
the availability of wheat. i

Business purposes

Derivatives can serve legitimate business purposes. For eéxample, a corporation borrows a
large sum of money at a specific interest rate. The rate of interest on the loan resets every six
months. The corporation is concerned that the rate of interest may be much higher in six

months, .

+

- The' corporation could buy a forward rate agreement (FRA), which is a contract to pa)} a

fixed rate of interest six months after purchases on a notional amount of money. If the in-
terest rate after six months is above the contract rate, the seller will pay the difference to the

corporation, or FRA buyer.
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If the rate is lower, the corporahon will pay the dlfference to the seller. The purchase of the Notes -
FRA serves to reduce the uncertainty concerning the rate increase and stablhze earnings.

_ iii) Speculation and arbitrage
1 Derivatives can be used to acquire risk, rather than to hedge against risk.

”

Thus, some individuals and institutions will enter into a derivative contract to speculate on
the value of the underlying asset, betting that the party seeking insurance will be wrong

k about the future value of the underlying asset. : N
. Speculators look to buy an asset in the future at a low pn::e according to a derivative con-
v tract when the future market price is high, or to sell an asset in the future at a hxgh price

. accordmg to a derivative contract when the future market price is low.

o . !

Benefits of derivatives o7 . . » L
.1~ They help‘in transferring risks from risk adverse people to risk oriented people.
2. They help in the discovery of future ds well as current prices.
3. They catalyze entrepreneunal activity., )
4. They increase the volume traded in markets because of participation of risk adverse people

in greater nurnbers

5 They increase savmgs and mvestment in the long run.

\ — . - : - : . f

2.8 TYPES OF DERIVATIVES Co ' i .
1 FORWARDS .
i 2. FUTURES
I- OPTIONS -
| * a. CALL OPTION
B b. PUT OPTION -
4. SWAPS :
1. FORWARDS :

] A forward ‘contract is an agreement between two partles - a buyer and a seller to purchase or
" sell something at a later date at a price agreed-upon today A forward contract is a customized
i céntraét between two entities, where settlement takes place on a specific date in the future at
| today's pre-agreed price.
! Any type of contractual agreement that calls for the future purchase of a good or service at
| a price agreed upon today and without ‘the right of cancellahon is a forward contract.

LY

I—‘eatures of fonvards , : ' ’

¢ They are bilateral conu-acts in which all conlract details such as dehvery date, price and
quantity are negotlated bilaterally by the parties to the contact .

]

+

|
% ¢ Each contact is custom designed ' ' \ . ' : . i
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“future at.a specified price at a particular time.

. o The contract has to be settled by delivery by delivery of assets Limitations Since these are’
customised contracts it cannot be traded in stock exchange Rlsk is more because there is
possibility of default from any party

2. FUTURES

A Future' is a contract to buy or sell the underlymg asset for a specific price at a pre-determined
time, If you buy a futures contract, it means that you promise to pay the price of the asset at a
specxhed time,

1f you sell a future; you effectwely make a promise to transfer the’ asset to the buyer of the

They are'contracts to buy or sell an asset on or before a future date at a price specified today.
A futures contract differs from a forward contract in that the futures contract is a standardized
contract written by a cléaring house that operates an exchange where the contract can be bought

.and sold;-the forward contract is a non-standardized contract written by the parties themselves.

Clearing corporation prowdes guarantees for the contract by takmg cash or assets as securities
wh.lch is called as margin money

' 3, OPTIONS

Options are contracts that give the owner the nght but not the obligation, to buy or sell an asset

. liké stock, commedity, currency, index, or debt, at a specified price during a specified' period of

time. The price at which the sale takes place is known as the strike price, and is specified at the
time the parties enter into the option. The option contract also specifies a maturity date.

Each option has a buyer, called the holder, and a seller, known as the writer. In the case
of a security that cannot be delivered such as an index, the contract is settled in cash. For the
holder, the potential loss is Tlimited to the pnce paid to acquire the option. When an optmn is not
exercised, it expires.

+
e
we

Types

Calil Optwn .

The buyer of 'a Call option has a rlght to buy a certain quantity of the underlying asset; at a
specified price on or before a given date in the future, he’however has no obligation whatsoever
to carry out this right. A customer will buy a call-option when he believes that underlymg asset
price will move higher -

Put optzon

The buyer of‘a “Put .option has the right to sell a certain quantity of an underlying asset, at a
specified price on or ‘before a given date in the future, he however has no obligation whatsoever to
carry out this nght A person buys a put opnon when he believes that asset price will become low

+ European option - an option that can be exercised at any time after the’ expiration date.

e American option - an option that may be exercised on any trading day on or before expiry
date. -
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s Bermudan option -~ an option that may b be exercised only on spemﬁed dates on or before | Notes’
expiration. :
[ Benefits of options , o . BRI i

* They are means of insurance against adverse price movement

l * [t provide high-leverage as with a small investment in form of premium

bl

+- Trading optigns are cheaper in stock exchange

Key Differences

The major difference between an option and forwards or futures is that the Oph:n holder has
no.obligation to trade, whereas both futures and forwards are legally binding agreements. Also, y

~ - futures differ from forwards in that they are standardized and the parties meet through an open
public' exchange, while futures are private agreements between two parties and their terms are
therefore not.public.

Optlons can be standardized and traded through an exchange or they can be privately bought
or sold, with terms crafted to Suit the needs of the parties involved.

4. SWAPS

Swaps are cor:tracts to exchange cash (flows) on or before a specified future date based on the
underlying value of currencies exchange rates, bonds/interest rates, commodities exchange, stocks
or other assets. It is an agreement betweéen two or more counterparhes to exchange sets of cash
flows over a period in the future. d . ] _ .

4
A swap is nothing but a barter or exchange A swap is the exchange of one set of cash
. flows for another. It is a contract between two parties in which the first party promises to make
a payment to the second and the second party promlses to'make a payment to the first. Both
payments take plaoe on specified dates.

h __ o

\
SUMMARY ,
. 'I'he stock. exchange is an orgamsed and centralised market for the purchase and sale of
industrial and financial securities of all descnpt}ﬂns, viz,, Stock‘s, Shares, Debentures ete, It | +
'is a marrket for transactions in old securities.
¢ Practically, it is a place where the buyer of a security may find a seller who is ready to sell . ' -

* his holdings at a fair and reasonable price provided the security has been listed.

*  According to the Securities Contracts (Regulations) Act of 1956, a stock exchange i is ‘an as-
sociation, organisation or body of individuals, whéther incorporated or not, established for
the purpose of ass:stmg, regulatmg and controllmg busmess in buying, selling and dealing
in securities’. e

* e Stock Exchange market is a vital component of a stock market It facilitates the transaction .
between traders of financial instruments and targeted buyers.
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. . ‘
Asstock exchange in indla adheres to a set of rules and regulations dmected by Securities
and Bxchange Board of India or SEBL The said authoritative body functions to protect the.
intetest of investors and aims to promote the stock market of India. ~ .

A stock exchange is an important factor in the capital market. Itis a secure place where trad- )
ing is done in a systematic way. Here, the securities are bought and sold as per well-struc-
tured rules and regulations. '

Securities mentioned here includes debenture and share issued By aJx public company that -
is correctly listed at the stock exchange, debenture and bonds issued by the government
bodies, mummpal and public bodies.

Typically bonds are traded Over-the-Coumer (OTC), but a few corporate ‘bonds are sold
in a stock exchange. It.can enforce rules and regulatlon on the brokers and firms that are
enrolled with them. .

In other words, a stock exchange is a forum where securities like bonds and stocks are

“purchased and traded. This can be both an online I:radmg pIatform and offline (physmal

location}.

After the new issue or the original issué of securities is complete; securities becore second-
hand and are traded (i.. bought and sold) at the floor of the stock exchange-through bro-
kers and other intermediaries.

The literal mearting of stock exchange is an exchange of stock (or shares and other securi-
ties) between buyers and sellers.

Under the Securities Contract (Regulation) Act, 1956, the term stock exchange is deﬁned
“as an association, organisation or body of individuals- whether incorporated or not-es-

! 'tabhshed for the purpose of asmstmg, regulating and controlling the business in buylng, :

selling and dealmg in securities.”

The trading platform of a stock exchange is accessible only to trading members They play a
significant role in the secondary market by bringing together the buyers and the sellers. The
brokers give buy/sell orders either on their own account or on behalf of clients. As these
buy and sell order matches, the trades are executed.

The exchange can admit a broker as its member only on the basis of the terms specified in
the Securities Contracts (Regulation) Act, 1956, the SEBI Act 1992, the rules, circulars, no-
tifications, guidelines, and the byelaws, rules and regulations of the concerned exchange.
No stock broker or sub- broker is allowed to buy, sell or deal in securities, unless he or she
holds a certificate of registration from the SEBI

Meinbers of London Stock Exchange: The members of London Stock Exchange are divided
into two classes: (i} Jobbers, and (ii) Brokers. -

" Every member of the exchange has to express clearly whether he would act as a Jobber or

as a Broker at the time of his admission. He, however, cannot change his position during
the course of the year.

Ma)or stock exchanges in Ind:a There are two major types of Stock Exc:hanges in India,
namely the - Bombay Stock Exchange (BSE): This particular stock exchange was estab-

lished in 1875 in Mumbeai at Dalal Street. It renowried as the oldest stock exchange not just

in Asia and is the ‘World's 10th largest Stock Exchange’.

The estimated market capltallsahon of Bombay Stock Exchange as of April stands at $4.9
Trillion and has around 6000 companies publicly listed under it. The performance of BSE
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is measured by the Sensex, and it reached its ail- hme high in June in 2019, when it touched
40312 07 '

Secunhes and Exchange Board of India (SEBI) was initially constituted on 12th April, 1988
as a non-statutory body through a resolution of the Government for dealing with all mat-
ters relating to the development and regulation of securities market and investor protechcm

and to adwces the Government on all these matiers. '

. The need for manpower is also determined on the basis of work-load analysis, wherein the

company tries to calculate the number of persons requlred for various jobs with reference
toa planned output after giving weightage to factors such as absenteeism, idle time, etc,

/
% ' ' ' -
KEY WORDS " L

anary market' This market creates securities and acts as a platform where firms float

‘their new stock options and bonds for the general public to acquire. It is where compames

enlist their shares for the first time. _ -
Secondary market: The secondary market is also known as the stock market; it acts as a

trading platform for investors. Here, investors tfade in securities without involving the |

companies who issued them i in the first’ place with the help of brokers. This market is fur-

.ther broken down into - auction market and dealer market

Constitution: It is an association of members which maybe a voluntary and non-proﬁt

;association or company Iumted by shares or guarantee.

Memberslup Membershlp is a ‘must’ for transacting business since non-members are not
allowed to enter the stock-exchange. Membership is strictly limited, i.e., no one is allowed

to be a member unless there is'a vacancy,

Management‘ The general adnumstratlon of a stock exchange is administered by a com-

mittee of management and is called by different names in different exchanges. The selected
Executive Committee of different stock exchanges carries on management of their day-to-

-day activities through sub-committees such as Listing Committee, Defaitlters’ Committee,

Arbitration Committee, etc. A ]obber is an independent déalér in securities, i.e., he deals in
securities in his own account. He has nio direct contact with the intending purchaser and

- seller.

‘Authorised Clerks:A member of the stock exchange can appoint authorised clerks or assis-

tants to assist him. The authorised clerks are mercly employees of the members, and cannot

do business in theu OWN name. ;

*. Brokers and Jobbers:A broker is a commission agent who buys and sells securities on be-

half of non-members. He executes the order of his clients and earns conmnssmn from them.

‘Stock Exchange
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( pREVIEW'QUESTIONS-

" Define stock Exr;hangé . State its ﬁlajor'functions.

what is online trading ? state its advantages-.

‘What are the different types of speculation or speculators.
Differentiate between speculation and investment
Describe duties of a stock broker
Explain settlement cycle

Whatis SENSEX? : e A

What do you mean by Depository Participant? B
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tures Trading Act of 1921, Declared unconstitutional in Hill v." Wallace 259 U.S. 44 (1922),
the Grain Futures Act of 1922 and Board of Trade of City of Chicago v. Olsen 262 US. 1

{1923).

Cronon, William. Pncmg the Future: Grain. Nature's' Metropohs Chicago- and the Great
West. University.of C}ucago, 1991. pp.109-133
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3.0 LEARNING OBJECTIVES

After reading this chapter students will be able to: : ' ‘ -
® Understand the concept and function of stock Exchange )
*  Discuss the power and function of SEBI .
o Know the concept of NSDL and CDSL
¢  Explain the conéept of Derivativés

3.1 INTRODUCTION

Stock trading refers to the buying and selling of shares in a particular company; if you own the _
stock, you own a piece of the company. )

A stock market, equity market, or share market is the aggregation of buyers and sellers of
stocks (also called shares), which represent ownership claims on businesses; these may include
securities listed on a public stock exchange, as well as stock that is only.traded privately, such as
shares of private companies which are sold to, investors through equity crowdfunding platforms.
Investment in the stock market is most often done via stockbrokerages and electronic trading
platforms. Investment is usually made with an investment strategy in mind.
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Stocks can be, categorized by the country where: the company is domiciled. For example, Nestlé
and Novartis are domiciled in Switzerland and traded on the SIX Swiss Exchange; so they may be
considered as part of the Swiss stock market, although the stocks may also be traded on exchanges
4in other countries, for example, as American tepositary reoeipts (ADRs) on-U.S. stock markets.

The " total ‘market capltahzatxon of equity backed securities. worldwide rose from US$2.5
grillion in 1980 to US$68.65 trillion at the end of 2018. As of December 31; 2019, the total market

capitalization of all stocks worldwide was approximately US$7075 tnlhon ”

.As of 2016, there -are 60 stock exchanges.in the world. Of these, thefe are 16- -exchanges

" with a market capitalization of $1 trillion or more, and they account for 87% of global market

capitalization. Apart from the Australian Securities Exchange, these 16 exchanges are all in either
North America, Europe, or Asia,

By country, the largest stack markets as of ]anuary 2020 are in- the United States of America

' (about 54.5%), followed by Japan (about 7.7%) and the United’ Kingdom (about 5.1%).

Ed

3.2 STOCK MARKET_

A stock market, equity market, or share market is the aggregation of buyers and sellers of stocks
(also called shares), which represent ownership claims on businesses; these may include securities

. listed on a publlc stock exchange, as well as stock that is only traded privately, such as shares of

private companies which are sold to investors through equity crowdfunding platforms. Investment’
in the stock market is most often done via stockbrokefages and electronic trading platforms.
Investment is usually 'made with an investment strategy in mmd :

Stocks can be categorized by the country where the company is domiciled. For example,
Nestié and Novartis are domiciled in Switzerland and traded on the SIX Swiss Exchange, so they
may be considered as part of the Swiss stock market, although the stocks miay also be traded on
exchanges in other countries, for example, as American deposltary receipts {ADRs) on U S. stock
markets,

Trading in Stock Market
Definition

Itis'a place where shares of pubic listed companies are traded. The primary market is where
companies float shares to the general public in an initial public offering (IPO) to raise capital.

Desmphon

Once new securities have been sold in the primary market, they are traded in the secondary

‘miarket —where one investor buys shares from- another mvestor at the prevaﬂmg market price or

at whatever price both the buyer-and seller agree upon.
The secondary market or the stock exchanges are regulated by:the regulatory authority. In

India, the. secondary. and primary markets are governed by the Security and Exchange Board of

India (SEBI)

A stock exchange facilitates stock brokers to trade company stocks and other secuntxes A
stock may be bought or sold only if it is listed .on an exchange.

Thus, it is the meeting place of the stock buyers and sellers..India’s premier stock exchanges
are the Bombay Stock Exchange and the National Stock Exchange. Stock trading refers to the
buying and selling of shares in a particular company; if you own the stock, you own a piece of
the company. . K

[
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Before selling the securities through stock exchange; the companies have to get their securities -
listed in the stock exchange. The name of the company is included in listed securities only when

stock exchange authorities- are salisfied with the financial -soundness and other aspects of the
company. -

Previously the buying and selling of securities was done in trading floor of stock exchange;
today it is executed through computer. - '
Size of the markets ] .

% \ i -

The total market capitalization of equity backed .securities, worldwide rose from US$2.5
trillion in 1980 to US$68.65 trillion at the end ‘of 2018. As of December 31; 2019, the total market
capitalization- of all stocks worldwide was approximately US$70.75 trillion.

As of 2016, there are 60 stock exchanges in the world. Of these, there are 16 exchanges |

with a market capitalization of $1 trillion or more, and they account for 87% of global market
capitalization. Apart from the Australian Securities Exchange, thesé 16 exchanges-are all in either
North America, Europe, or Asia. . ' .

. By country, the largest stock markets'as of January 2020 are in the United States of America
(about 54.5%); followed by Japan {abqut_?.?%) and the United Kingdom- (about 5.1%).

3 . O

Stock exchange N

A stock exchange is an exchange-(or boursé) where_stockbrokers and traders can buy and “sell
shares (equity stock), bonds, and other securities. Many large companies have their stocks listed
on a stock exchange. This makes the stock more liquid and ‘thus more attractive to many investors.
The exchange may also act as a guarantor of settlement. These and other stocks inay also be traded
"over the counter” (OTC), that is, through a dealer. Some large companies will have their stock
listed on more than one exchange in different countries, so as to atiract infernational investors.

Stock exchanges may also cover. other types of securitiés, such as fixed-interest securities
(bonds) or (less. frequently) derivatives, which are more likely to be traded OTC.

Trade in stock markets means the transfer (in exchange for money) of a stock or security
from a seller to a buyer. This requires these two parties to agree on a price. Equities {stocks or
shares) confer an ownership interest ina parﬁcular company. ' :

Participants 'in the stock market _-r'ange from small individual stock: investors to larger
investors, who can be based anywhere in the world, and may include banks, insurance companies,
pension funds and hedge funds. Their buy or sell orders may be executed on their behalf by a
stock exchange trader. (.

‘Some exchanges are.physical locations where. transactions are carried out on a trading
floor, by a method known as open outcry. This method is used in_ some stock exchanges and
commodities exchanges, and involves traders shouting bid and offer prices. The other-type of
stock exchange has a network of computers where trades are made electronically. An example of
such an exchange is the NASDAQ. : . )

A potential buyer bids a specific price for a stock, and a potential seller asks a specific price
for the same stock. Buying or selling at the Market megns you will accept any ask price or bid
price for the stock, When the bid and ask prices match, a sale takes place, on-a first-come, first-
served basis if there are multiple bidders at a given price. o

The purpose of a stock exchange is to facilitate the exchange of securities between buyers
and sellers, thus providing a marketplace. The exchanges provide real-time trading information

’

r
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- Market Participants

on the listed securities, facilitating price discovery. = - .
'The New York Stock Exchange (NYSE) is a physical exchange, with a hybrid market for .
placing orders electronically from any location as well as on the trading floor. Orders executed

| -on the trading floor enter by way of exchange members and flow down to a floor broker, who

submits the order electronically to the floor trading post for the Designated market maker ("DMM")
for that stock to trade the order.

"The DMM's job is to maintain a two-sided market, making orders to buy and sell the
security when there are no other buyers or sellers. If a bid-ask spread exists, no trade immediately
takes place - in this case the DMM may use their own resources (money or stock) to close the
difference. Once a.trade has been made, the details are reported on the "tape" and sent back to
the brokerage’ firm, which-then notifies the investor who placed the order. Computers play an

. important role, especially for program trading;

The NASDAQ is an electronic exchange, where all of the trading is done over a computer
network. The process is similar to the New York Stock Exchange. One or more NASDAQ market
makers will always provide a bid and ask the price at which they- will always purchase or sell
'their' stock. .

The Paris Bourse, now part of Euronext, is an order-driven, electronic stock exchange. It
was automated in the late 1980s. Prior to the 1980s, it consisted of an open outcr;' exchange.
Stockbrokers met on the trading floor of the Palais Brongniart, In 1986, the CATS trading system
was introduced, and the order matching system was fully autornated.

People trading stock will prefer to trade on the most popular exchange since this gives the
largest number of potential counter parties (buyers for a'seller, sellers for a buyer) and probably
the best price, However, there have always been alternatives such as brokers trying to bring parties
together to trade outside the exchange. : ' .

Some third markets that were. popular are: Instinet, and later Island- and Archipelago (the
latter two have since been acquired by Nasdaq and NYSE; respectively). One advantage is that this
avoids the commissions of the exchange. However, it also has problems such as adverse selection.
Financial regulators have probed dark pools. '

Market participants include individual retail investors, institutional investors (€.g., pension funds,
insurance companies, mutual funds, index funds, exchange-traded funds, hedge funds, investor
groups, banks and various other financial institutions), and also publicly traded corporations
trading ifi their own shares. Robo-advisofs, which automate investment for individuals are also _
major participants,

]

Demographics of market participation

Indirect vs. Direct Investment

Indirect investment involves owning shares indirectly, such as via a mutual fund or ah
exchange traded fund. Direct investment involves direct ownership of shares.

Direct ownership of stock by individuals rose slightly from 17.8% in 1992 to 17.9% in
2007, with the median value of these holdings rising from $14,778 to $17,000. Indirect
participation in the form of retirement accounts rose from 39.3% in 1992 to 52.6% in 2007,
with thi median value of these accounts?n_ore than doubling from $22,000 to $45,000 in that

time,

L) L]

Rydqvist, Spizman, and Strebulaev attribute the differential growth in direct and indirect
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holdings to differences in the way each are taxed in the United States. Investments in Notes
, pension funds and 401ks, the two most common vehicles of indirect participation, are taxed '
only when funds are withdrawn from the accounts.

Conversely, the money used to directly purchase stock is subject to taxation as are any
dividends or capital gains they generate for the holder. In this way the current tax code
incentivizes individuals to invest indirectly.

i

Parﬁcipaﬁor-r by income and wealth strata
& Rates of participation and the value of holdings differ significantly across strata of income.

In the bottdm quintile of income, 5.5% of households directly own stock and 10.7% hold
stocks indirectly in the form of retirement accounts. .

* The top decile of income has a direct participation rate of 47.5% and an indifect participation
" rate in the form of retirement accounts of 89.6%.

* The médian value of directly owned stock in the bottom quintile of income is $4 000 and
is $78,600 in the top decile of income as of 2007, The median value of indirectly held stock
inf the form of retifement accounts for the same two groups in the same year is $6,300 and
$214,800 Tespectively.

» Since the Great Recession of 2008 households in the bottom half of the income distribution
have lessened their participation rate both directly and indirectly from 53.2% in 2007 to
48.8% in.2013, while over the samé period households in the top decile of the income
distribution slightly increased participation 91.7% to 92. 1%. .

. ® The mean value of direct and indirect holdings at the bottom half of the income distribution
moved slightly downward from $53, 800 in 2007 to $53,600 i in 2013. In the top decile, mean
value of all holdings fell from $982,000 to $969,300 in the same time. The mean value of all
stock holdings across the entire income distribution is valued at $269,900 as of 2013.

ALY

| Participition by race and gender ~ : _

| » The racial composition of stock market ownership shows households headed by whites are

‘ . nearly four and six times as likely to directly own stocks than households headed by blacks |
and Hispanics respectively.

' * As of 2011-the national rate of direct participation was 19.6%, for white houscholds the

5 participation rate was 24.5%, for black households it was 6 4% and for Hispanic housgholds

| it was 4.3%.

e Indifect participation in the form of 401k ownership shows a similar pattern w1th a national
_participation rate of 42.1%, arate of 46.4% for white households, 31.7% for black households,
and 25.8% for Hispanic households.

‘e Households'headed by ‘married couples participated at rates above the national averages
with 25.6% participating directly and 53.4% participating indirectly through a retirement
account. 14.7% of households headed by men participated in the market directly and 33.4%
owned stock through a retirement account. 12.6% of female-headed households directly
owned stock arid 28.7% owned stock indirectly. .

Determinants and poésible explanations'of stock market participation -

e In a 2003 paper. by Vissing-Jergensen’ attempts to explain disproportionate rates of

parhmpatlon along wealth and income groups as a function of fixed costs associated with .-
investing. :

o Her research concludes that a fixed cost of $200 per year is sufficient to explain why nearly
. half of all US. households do not participate in the market.
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¢ Participation rates have been shown to strongly correlate with education levels, promoting
the hypothesis that information and transaction costs of market parm:lpatmn are better
absorbed by more educated households. N :

. Behavroral economists Harrison Hong, Jeffrey KubLk and Jererny * Stem suggest that
sociability qnd participation rates of communities have a statistically s1gmf1cant impact on
. anindividual's decision to participate in the market.

® Their research indicates that social individuals living in states with higher than average .
participation rates are 5% more likely to participate than individuals that do not share those
characteristics.

* This phenomenon a'le;,o explainéd in cost terms. Knowledge of ma_rket mr_\cti_oning diffuses
through communities and consequently lowers transaction costs associated with investing,

History

The term bourse is derived from the 13th-century inn named “Huis ter Beurze" {center) in
' Bruges From predominantly Dutch-speaking cities of the Low Countries (like Bruges and
Antwerp), the term 'beurs’ spread to other European states where it was corrupted into
“‘bourse’, 'borsa’, 'bolsa’, 'borse’, et .
Early hlstory

In 12th-century France, the .courtiers_ de change ‘were conr.'erned w1th managing and
regulating the debts of agricultural commiunities on behalf of the banks. Because these men-
also traded with debts, they could be called the first brokers.

The Italian historian Lodovico Gmcaardun described how, in late 13th—century Bruges,
commodity traders gathered outdoors at a market square containing an inn owned by a
family called Van der Beurze, and m1409theybecame the "Brugse Beurse“ mstlmhonalmng
what had been, until then, an informal meeting..

The idea quickly spread around Flanders and neighboring countries and "Beurzen” soon .
opened in Ghent and Rotterdamn. International traders, and specially the Italian bankers,
present in Bruges since the early 13th-century, took back the word in their countries to
define the place for stock market exchange: first the Italians (Borsa), but soon also'the -
French (Bourse),, the Germans (borse), Russians (blrza}, Czechs (burza),. Swedes (bbdrs),
Danes and Norwegians (bers). . o

In most languages the word comades with that for money bag, dating back to the Lat-m )
bursa, from which obviously also derives the name of the Van der Beurse family.

In the middlé of the 13th century, Venettan bankers began to tradein government securities.
In1351 the Venetian govemment outlawed spreading rumors intended to lower the price
of government funds. Bankers in Pisa, Verona, Genoa and Florence also began trading in
government securities during the 14th century:

This was only- possible because these were mdependent c;ty-states not ruled by a duke
but a council of influential citizens. Italian oompames were also the first to issue shares.
Companies i in England and the Low Countries followed in the 16th century.

Around this time, a, joint stock company—one whose stock is owned jointly by the
shareholders —emerged and became important for colonization of what Europeans called
the "New World".

Birth of forinal stock markets : : Y

Replica of an East Indiaman of the Dutch East India Company/ Umted East Indies Company
{VOC). The Dutch East India Company was the first corporation to be listed on an official

-
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stock exchange. in1611, the world's first stock exchange (in its modern sense) was launched No.tes

by the VOC in Amsterdam. In Robert Shillers own words, the VOC was "the first real -
" important stock” in the history of finance. : ‘ ‘

H One of the oldest known stock certificates, issued by the VOC chamber of Enkhuizen, dated

9 Sep 1606, The first formal stock market in its modern sense - as one of the indispensable

"k elements of modem capitalism - was a pioneering innovation’ by the VOC managers and
shareholders in the early 1600s. ’ -

A 17th-century engraving depicting the Amsterdam-Stock Exchange (Amsterdam's old
bourse, a.k.a. Beurs van Hendrick de Keyser in Dutch), built by Hendrick'de Keyser (c.
1612). ° ' .

The Amsterdam Stock Exchange was the world's first official (formal) stock exchange when’ .
it began trading the VOC's freely transferable securities, including bonds and shares of
stock.

Courtyard of the Amsterdam Stock Exchange (Beurs van Hendrick de Keyser) by Emanuel e
de Witte, 1653. The Amsterdam Stock Exchange is said to have been the first stock exchange
to introduce continuous trade in the early 17th century. ’ .

The process of buying and selling the VOC's shares; on the Amsterdam Stock Exchange; -
became the basis of the world's first official {formal) stock market. (...) This enigmatic
business [i¢. the inner workings of the stock exchange in Amnsterdam, primarily the practice
of VOC and WIC stock trading] which is at once the fairest and miost deceitful in Europe,

_ the noblest and the most infamous in the world, the finest and the most vulgar on earth. It - _
" is a quintessence of academic learning and a paragon of frandulence; it is a touchstone for |1 =« ’ :
" the intelligent and a tombstone for the audacious, a treasury of usefulness and a source of

disaster,' () f ) . A
The stock market — the daytime adventure serial of the well-to-do =~ would not be the
. stock market if it did not have its ups and dowris. {...)-And it has many other distinctive :
characteristics. ' ’ w .

Apart from the economic advantages and disadvantages of stock exchanges — theadvantage
that they provide a free flow of capital to finance industrial expansion, for instance, and the
disadvantage that they provide an all too convenient way for the unlucky, the imprudent,
and the gullible to lose-their money — their development has’ created a whole pattern_
of social behavior, complete with citstoms, language, and predictable responses to given
events, . .

> What is truly extraordinary is the speed .with which. this pattern emerged full blown
following the establishment, in 1611, of the world's first important stock exchange' — a
roofless courtyard in Amsterdam — and the degree to which it persists (with variations, it
is true) on the New York Stock Exchange in the nineteen-sixties. J ) ’ v
Present-day stock trading in the United States — a l_)ewildeﬁn‘gly vast enterprise; involving
millions of miles of private telegraph wires, computers thatcan read and copy the Manhattan .
Telephone Directory in three minutes, and over twenty million stockholder participants — 2
would seem to be a far cry from a handful of seventeenth-century Dutchmen haggling in .
_ the rain. ' . - o :
'But the field marks are much the same. The first stock exchange was, inadvertently, a',
laboratory in which new human reactions-were revealed. By the same token, the' New N
York Stock Exchange is also a sociological test tube, forever contributing to the human
t species' sélf-understanding. The behaviour of the pioneering Dutch stock traders is ably
documented in a book entitled “Confusion of Confusions,” written by a plunger on thIe
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Importance,

Amsterdam market named Joseph de la Vega; Originall)-! published in 1688, (...)

Business ventures with muitiple shareholders became popular with commenda contracts
in medieval [taly (Greif, 2006, p. 286), and Matmendier {2009) provides evidence that
shareholder companies date back to ancient Rome.

Yet the title of the woild's first stock market deservedly goes to that of seventeenth-century

.Amsterdam, where an active secondary market in company shares emerged. The two

major companies were the Dutch East India Company and the Dutch West India Company,
fourided in 1602 and 1621.

Other companies existed, but they were not as large and colr;sti_tut_ed'a small portion of the
stock market. :

In the 17th and .18th centuries, the Dutch pioneered several ﬁna‘ncnal innovations that
helped lay the foundations of the modern financial system. While the Italian city-states
produced the first transferable government bonds, they did not develop the other ingredient

_necessary to produce a fully fledged capital market: the stock market. In the early 1600s the

Dutch East India Company (VOC} became the first company in history to issue bonds and
shares of stock to the general public.

As Edward Stringham (2015) notes, "companies with transferable -shares date back
to classu:al Rome, but these were usually not enduring endeavors and no considerable
secondary market existed {Neal, 1997, p. 61)."

F'T'he Dutch East India Company (founded in the year of 1602) was also the first joint-stock

company to get a fixed capital stock and as a result, continuous trade in company stock
occurred on the Amsterdam Exchange. Soon thereafter, a lively trade in various derivatives,
among which options and repos, emerged on the Amsterdam market.

Dutch traders also pioneered short sellmg a practice which was banned by the Dutch
authorities as early as 1610. Amsterdam-based businessman Joseph de la Vega's Confusion |
de Confusiones (1688) was the earliest known book about stock trading and first book ‘on
the inner workings of the stock market (including the stock exchange).

Crowd gathering on Wall Street (New York City) after the 1929 crash, one of the worst stock
market crashes in history. There are now stock markets in v:rtual]y every.developed and
most developing economies, with the world's largest markets being in the United States,
United Kingdom, Japan, India, China, Canada, Gerrnany (Frankfurt Stock Exchange),
France, South Korea and the Netherlands.

Even in the days before perestroika, socialism was never a monolith. Within the Communist
countries, the spectrum of socialism ranged from the quasi-market, quasi-syndicalist
system of Yugoslavia to the centralized totalitarianism of neighboring Albania,

One time I asked Professor von Mises, the great expert on the economics of socialism, at
what point on this spectrum of statism would he designate a country as "socialist” or not.
At that Hime, I wasn't sure that any definite criterion existed to make that sort of clear-.

cut judgment. And so I was pleasantly surprised at the clarity and decisiveness of Mises's
ANSWET.

"A stock market," he answered promptly. "A stock market is crucial to the existence of
capitalism and private property,

For it _means that there is a' functioning market in the exchange of- private titles to the
fneans of production. Theré can be no genuine private ownership of capltal without a stock
market: there can be no true socialism if such a market is allowed to exist."




Function and'l’urpose-

See Stock market cycles.

L™
-

The stock market is one of the most important ways for companies to raise money, along
with debt markets which are generally more imposing but do not trade publicly. This
allows businesses to be publicly traded, and raise additional financial cap:ta] for expansion
'by selling shares of ownership of the company in a public market.

The liquidity that an exchange affords. the investors enablés: their holders to ‘quickly and
easily sell securities. This is an attractive feature of investing i in stocks, compared to other
less liquid investments such as property and other immoveable assets.

History has shown that the price of stocks and other assets is an impottant part of the
dynamics of economic activity, and can influence or be an indicator of social mood. An
economy where the stock’ market is on the rise is considered to.be an up-and-coming
economy. The stock market is often considered the primary, indicator of a country's
economic strength and development

Rising share prices, for instance, tend to be associated with increased business investment
and vice versa. Share prices also affect the wealth of households and their consumption.

Therefore, central banks tend to keep an eye on the contral and behavior of the stock market.
‘and, in general, on the smooth operation of fmancxal system functions. Financial stability is

the raison o' étre of central banks.

Exchanges also act as the clearinghouse for each transachon, meaning that they ¢ collect and-
deliver the shares, and guarantee payment to the seller of a security. This eliminates the-
risk to an individual buyer or seller that the counterparty could default on the transaction.

The smooth functioning of all these activities facilitates economic growth in that lower
costs and enterprise risks promote the production of goods and services as well as possibly
employment In this way, the financial system is assumed to contribute to increased
prosperity, although sofme controversy exists as to whether the optimal financial system is
bank-based or market-based.

Recent events such as the Global Fmanqal Cnsrs have. prompted a heightened degree of
scrutiny of the impact of the structure of stock markets (called market microstructure), in
particular to the stability of the financial system and the transmission of systemic risk.

Behavior. of stock prices

Changes in stock prices are mostly caused by external factors such as socioeconomic
conditions, inflation, exchange rates. Intellectual capltal does not affect a company stock's
current earnings. Intellectual capital contributes :to .a stock's return growth. When a
government adds a lot of money to the economy, then the economy will do pretty well,

The efficierit-market hypothesis (EMH) is a hypothesis in financial economics that states
that asset prices reflect all available information at the current time.
The ‘hard' efficient-market hypothesis does not explain the cause of events such as the crash

in 1987, when the Dow Jones Industrial Average plummeted 22.6 percent—the Iargest-ever
one-day fall in the United States.[55]

This event demonstrated that share prices can fall dramatlcally even though no generally

.agreed upon definite cause has been found: a thorough search failed-to detect any

‘reasonable’ development that might have accounted for the crash,

+

{Note that such events are predicted to occur strictly by randorriness, although very rarely.)
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It seems also to be true more generally that many price movements (beyond those which
are predicted to occur ‘randomly’) are not occasioned by new information; a study of the
fifty largest one-day share price movements in the United States in the post-war.perio::l ’
seems to confirm this. N -

A 'soft' EMH has emerged which does not require that prices remain at oy near equilibrium,
but only that market participants cannot systematically profit from any momentary ‘'market
anomaly',

Moreover, while EMH predicts that all price movement (in the absence of change’in
fundamental information) is random (ie. non-trending), many studies have shown
a marked tendency for the stock market to trend over time periods of weeks or longer.

_ Various ‘explanations for such large and apparently non-random price movements have

been promulgated.

For instance, some research has shown that changes in estimated risk, and the use of.

" certain strategies, such as stop-loss limits and value at risk limits, theoretically could cause

financial markets to overreact. Biit the best explanation seems to'be that the distribution of
stock market prices is non-Gaussian (in which case EMH, in any of its current forms, would
not be strictly applicable).

Other research has shown that psychological factors may result in exaggerated (statistically
anomalous) stock price movements {contrary to EMH which assumes such behaviors
‘cancel out’). Psychological research has demonstrated that people are predisposed to
'seeing’ patterns, and often will perceive a pattern in what is, in fact, just noise, e.g. seeing
famikiar shapes in clouds or ink blots. )

In the present context, this means that a succession of good news items about a company
may lead investors to overreact positively, driving the price up. A-period of good retizrns
also boosts the investors' self-confidence, reducing their (psychological) risk threshold.

Another phenomenon —also from psychology — that works against an objective assessment
is group thinking. As social animals, it is not easy to stick to an opinion that differs markedly
from that of a majority of the group. ' :

An'example with which one may be familiar is the reluctance to enter a restaurant that is
empty; people generally prefer to have their opinion validated by those of others in the
group. ' - '
In one paper the authors draw an analogy with gambling. In normal, times the market
behaves like a game of roulette; the probabilities are knowri and largely independent of the
investment decisions of the different players.

In times of market stress, however, the game becomes more like poker (l'ierding behavior
takes over). The players now.must give heavy weight to the psychology of other investors
and how they are likely to react psychologically.

In the period running up to the 1987 crash, less than 1 percent of the analysts
recommendations had beer. to sell (and even during the 2000-2002 bear market, the average
did not rise above 5%} ' .

In the run-up to 2000, the media amplified the general euphoria, with reports of rapidly
rising share prices and the notion that large sums of money could be quickly earned in the
so-called new economy stock market. ' '

Stock markeéts play an essential role in growing industries that ultimately affect the economy
through transferring available funds from units that have excess funds (savings) to those
who are suffering from funds deficit (borrowings).




Trading in Stock Market

. Iri other words, capital markets facilitate funds moxiément between the above-mentioned
units. This process leads to the enhancement of available financial resources which in turn . Notes
affects the economic growth positively. .

¢ Economic and financial theories argue that stock prices are affected by macroeconomic

trends. Macroeconomic trends include such as changes in GDP, unemployment rates,
' nanonal income, price. indices, output, consumption, unemployment, inflation, saving,
’ mvestment, energy, international trade, immigration, productivity,.aging, populahons,
innovations, international finance. increasing’corporate profit, increasing profit margins,
higher concentration of business; lower company income, less vigorous activity, less
progress, lower investment rates, lower productivity growth, less employee share of
corporate revenues, decreasing Worker to Beneficiary ratio (year 1960 511, year 2009 31,
-year 2030 2.2:1), increasing female to male ratio college graduates.

* Many different academic researchers have stated that companies with low P/E ratios and
smaller-sized companies have a tendency to outperform the market. Research has shown
that mid-sized companies outperform large cap companies, and smaller companies have
higher returns historically. " ’

Irrational behavior '

Sometimes, the market seems to react irrationally to economic or financial news, even.
if that news is likely to have no real effect on the fundamental value of securities itself.

However, this market behaviour may be more apparent than real, since often such news
was anticipated, and a counter reaction may occur if the news is better (or worse) than

expected. ~ '
Therefore, the stock market may be swayed in either direction by press releases, rumors,
‘euphoria and mass panic. .

Over the short-term, stocks and other securities can be battered or buoyed by any number
of fast marketchanging events, making the stock market behavior difficult to predict.
Emotions can drive prices up and down, people are generally not as rational as they think,
and the reasons for buying and selling are generally accepted. ™ °

Behaviorists argue that investors often behave irrationally when making ‘investment

decisions thereby incorrectly pricing securities, which causes market inefficiencies, which,

in turn, are opportunities to make money.

However, the whole notion of EMH is that these non-rational reactions to information
.t cancel out, leaving the prices of stocks rationally determined. . *

The Dow Jones Industrial Average biggest gain in one day was 956.‘42 poinks or 11%.

3.3 STOCK EXCHANGE

A stock exchange is an iristitution which provides a platform for buying and selling of existing

. securities. As a market, the stock exchange facilitates the exchange of a security (share, debenture
etc.) into money and vice versa. Stock exchanges help companies raise finance, provide liquidity and
safety of investment to the investors and enhance the credit worthiness of individual companies.

Meaning of Stock Exchange

According to Securities Contracts {Regulation) Act 1956, stock exchange means any body of
individuals, whether-incorporated or not, constituted for the purpose of assisting, regulating or
contro]lmg the business of buying and selling or dealing in securities.
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The efficient functioning of a stock exchapge creates a conducive climate for an active and growing
primary market for new issues, An active and healthy secondary market in existing securities leads
to positive environment-among investors.

The following are some of the important functions of a stock exchange.

1.

Providing Liquidity and Marketability to Existing Securities: The basic function of a stock
exchange is the creation of a continuous market where securities are bought and sold. It
gives invistors the chance to disinvest and reinvest. This provides both hqmdlty and easy
marketability to already existing securities in the market,

Pricing of Securities: Share prices on a stock exchange are determined by the forces ‘of
demand and’'supply. A stock exchange is'a mechanism of constant valuation through
which the prices of securities are determined. Such a valuation provides important instant
information to both buyers and sellers in the market.

Safety of Transaction: The membership of a stock exchange is ivellregulated and its dealings
are well defined according to the existing legal framework. This ensures that the investing
public gets a safe and fair deal on the market.

L

‘Contributes to Economic Growth: A stock exchange is a market in which existing securities,
are resold or traded. Through this process of disinvestment and reinvestment savings get

channelised into their most productive investment avenugs. This leads to capital formation
and economic growth, ,

Spreading of Equ:ty Cult: The stock exchange can play a vital role in ensuring wider share
ownerslup by regulating new issues, better lradmgpractlcu and taking’ effective steps in
educatmg the public about investments.

Providing Scope for Speculation: The stock exchange provides sufficient scope within
the provisions of law for speculative activity in a restricted and controlled manner. It.
is generally accepted that a certain degree of healthy speculation is necessary to ensure
liquidity and price continuity in the stock market. -

History of the Stock Market in India

The history of the stock market in India goes.back to the end of the eighteenth century
when long-term negotiable securities were first issued. In 1850 the Companies Act was
introduced for'the first time bringing with it the feature of limited liability and generating
investor interest in corporate securities. The first stock exchange in India was set-up in
1875 as The Native Share and Stock Brokers Association in Bombay. Today it is known as_
the Bombay 'Stock Exchange (BSE). Thl§ was followed by the development of exchanges .
in Ahmedabait (1894), Calcutta(1908) and Madras(1937). It is interesting to note that stock
exchanges were first set up in major centers of trade and commerce. Until the early 1990s,
the Indian secondary market comprised reglona] stock exchanges with BSE heading the

, list. After the reforms of 1991, the Indian secondary market acquued a three tier form This

consists of

. Reglon_al Stock Exchanges

» National Stock Exchange (NSE)
« Over the Counter Exchange of India (OTCEI) ‘
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Trading and Settlement Procedure : - ' Notes

Trading in securities is now executed through an on-line, screen-based electronic trading system,
Simply put, all buying and selling of shares and debentures are done through a computer terminal.
- There was a time when in the open outcry system, securities were bought and sold on the floor
of the stock exchange.” Under this auction system, deals were struck among brokers, prices were .
shouted out and the shares soid to the highest bidder. - ' : ’ '

However, now almost all exchanges have gone electronic and trading is done in the broker’s
office through a computer terminal, A stock exchange has its main computer system with many
terminals spread across the country. Trading in securities is done through brokers who are members

" of the stock exchange. Trading has shifted from the stock market floor to the brokers office, -

Every broker has to have access to a computef terminal that is connected to the main stock
exchange. In this screen-based trading, a member logs'on to thesite and any information about
the sharé;. {company, member, etc.) he wishes to buy or sell and the price is fed into the computer.
The software is so designed that the transaction will be éxecuted when a matching order is found

_from a counter party. C ' ’ N

< The whole transaction is carried on the computer screen with-both the parties being able
to see the prices of all shares going up and down at all times during the time that business is
transacted and during business hours of the stock exchange.

The computer in the brokers office is constantly matching the orders at'=._thé best bid and | AN
- offer price. Those that are not matched remain on the screen and are open for future matching |-
during the day.

Electronic trading systems or screen-based trading has certain advantages:

1. Itensures transparency as it allows participants to see the prices of all securities in the
" market while business is being transacted. They are able to see the full market during
real time.. ' ;o
2. " It increases efficiency of information being passed or_i, thus helping in fixing prices
efficiently. The computer screens display information on prices and also capital
market developments that influence share prices. . . g

3. .Itincreases the efficiency of eperations, since there is reduqtio'n in time, cost and risk
of error. : e : o

4. . People from a‘Il over the country and e.ven abroad who wish to participate in the stock |

" market can'buy or sell securities through brokers or members without knowing each ,

other. That is, they can sit in the broker’s office, log on to the computer at the same
_ime and buy or.sell securities. This system has enabled a large number of participants .
to trade with each other, thereby improving the liquidity of the market.

5 A ;mgle trading: platform has been provided as business is transacted at the same
time in all the trading centres. - - .
Thus, all the trading centres spread all over the country have been brought onto one
trading platform, i.e., the stock exchange, on the computer.

. Now, screen-based trading or on-line trading is the only way in which you can buy or
sell shares. Shares can be held either in physical form or an electronic book entry form
of holding and transferring shares can also be adopted. This electronic form is called
dematerialised form. L

1

L
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Steps in the Tradmg and Settlement Procedure .

It has been made compulsory to settle all trades w1thm 2 days of the trade date, i.e, ona
T+2 basis, since 2003. Prior to the reforms, securities were bought and sold, i.¢,, traded and
all positions in the stock exchange were settled on a weekly/ fortnightly settlement cycle
whether it was delivery of securities or. payment of cash. This system prevatled for a long
time as it increased the volume of trading on the exchange and provided liquidity to the-
system. .

~

However, since trades were to be settled on spec1ﬁed dates, this gave rise to speculation
and price of shares used to rise and fall suddenly due to trading and defaults by brokers. A
new system, i.e, rolling settlement, was introduced in 2000, so that whenever a trade tock
place it would be settled after some days. ! - -

Since 2003, all shares have to be covered under the rolling settlement system on a T+2
basis, meaning thereby that transactions in securities are settled within 2 days after the
trade date, Since rolling settlement implies fast movement of shanes it requires effectwe
lrnplementatlon of electronic fund transfer and dématerialisation of shares.

The following steps are involved in the screen-based trading for buymg and selling of secunhes

1.

-

If an investor wishes to buy or sefl any security he has to first approach a registered broker
orsub-broker and enter into an agreement with him. The investor has to sign a broker-client
agreement and a client registration form before placing an order to buy or sell securities. He
has also to provide certain other details and information. These include: .

» PAN number (This is mandatory) ) >
¢ Date of birth and address.

» Educational quali.ﬁcati-on and'\occupation.

*  Residential status {Indian/NRI).
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¢ Bank account details.

.* Depository account details.

* Name of any other broker with whom registered.'

_* Client code number in the client registration form.

The broker then opens a trading account il"lb the name of the invest_dr..

The investor has to open a “demat’ account or ‘beneficial owner' (BO) account with a
depository participant (DP) for holding and transferring securities in the demat form. He
will also have to open a bank account for cash transactions in the securities market.

“The investor then places an order with the broker to buy or sell shares. Clear instructions

have to be given about the number of shares and the price at which the shares should be
bought or sold.

The broker will then go ahead withthe deal at the above mentlcmed pnce or the best price
available. An order confirmation’slip is issued to the mvestor by the broker.

The broker then will go on-line and connect to the main stock exchange and match the.
share and best price available. ; :

When the shares can be bought or sold at the price mentioned, it will be commumcated to”
the broker’s terminal and the order will be executed électronically. The broker will issue a
trade confirmation slip to the investor.

After the trade has been executed, within 24 hours the broker issues a Contract Note. This
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note contains details of the number of shares bought or sold, the price, the date and time.of. Notes
deal, and the brokerage charges. This is an important document as it is legally enforceable -
and helps to settle disputes/claims between the investor and the broker, A Umque Order

: Code number is assigned to each transaction by the stock exchange and is printed on the
contract note. .

7:  Now, the investor has to deliver the’ shares sold or pay cash for the shares bought. This
should be done immediately after receiving the contract noté or before the day when the
broker shall make payment or delivery of shares to the exchange. This is called the pay-in .
day. -

8. Cashis paid or securities are delivered on pay'-m day, which is before the T+2day as the
" deal has to be settled and finalised on the T+2 day. The settlement cycle ison T+2 day ona’
rolling settlement basis, w.ef. 1 Aprll 2003.

9. Onthe T+2 day, the exchange will deliver the share or make payment to the other broker
This is called the pay-out'day. The broker then has to make payment to the investor within
24 hours of the payout day since he has already received payment from the exchange.

10. The broker can make delivery of shares in demat form-directly to the investor's demat
account. The investor has to give details of his demat account and instruct his depository
participant to take delivery of securities directly in hisbeneficial owner account.

Dematerialisation and Depositories

All tradmg in securities is now done through computer termmals Since all systems are
computerised, buying and selling of securities are settled through an electronic book entry ,

" form. This is mainly done to eliminate problems like theft, fake/forged transfers, transfer
delays and paperwork assoc:ated with share certificates or debentures held in phys:cal
form. . -

This is a process where securities held by the investor in the physical form are cancelled
and the investor is given an electronic entry or number so thf.it she/he can hold it as-an
electronic balance in an account. This process of holding securities in an electronic form is
called dematerialisation.

For this, the investor has to open a demat account with an orgambatlon called a depository.
In fact, now all Initial Public Offers (IPOs) are issued in dematerialisation form and more
than 9% of the turnover is settled by delivery in the demat form.

The Securities and Exchange Board of India (SEBI) has made it mandatory for the settlement—
procedures to take place in demat form in certain select securities. Holding shares in demat
form is very convenient as it is just like a bank account. .

Physical shares can be converted-into electronic form or electronic holdings can be

reconverted into physical certificates (rématerialisation). Dematerialisation enables shares

s . to be transferred to some other account just like cash and ensures settlement of all trades
~* through asingle. account in shares.

These demat securities can even be, pledged or hypothecated to get loans. There is no
danger of loss, theft or forgery of share certificates. It is the broker’s responsibility to credit
- the investor’s account with the correct number of shares, .
Working of the Demat System

1. A depository participant (DF), either a bank, broker, or financial services company, may be

~
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Notes ‘identified.
" 2. An account opemng form and documentation (PAN card details, photograph, power of
attomey) may be completed. . .
3. The physical certificate is to be given to the DP along with a dematerialisation request form.
4. If shares are applied in a public offer, simple details of DP and demat account are to be
given and the shares on allotment would automatically be credited to the demat account.
5. "I shares are t6 be sold through a broker, the DP is to be instructed to debit the account with
the number of shares.
The broker then gives instruction to his DP for delivery of the shares to the stock exchinge.
7. ‘The broker then receives payment and pay the person for the shares sold.
All these transactions are to be completed within 2 days, i.e,, delivery of shares and payment
received from the buyer is on a T+2 basis, settlement period. .
. '| Depository
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Just like a bank keeéps money in safe custody for customers, a depository also i is like a
bank and keeps securities in electronic form on behalf of the investor. In the deposmary
a securities account can be opened, all shares can be deposnted ‘they can be withdrawn/
sold at any time and instruction to deliver or receive shares on behalf of the investor can be
given. Itis a technology driven electronic storage system. It has no paper work relating to
share certificates, transfer, forms, etc. All transactions of tlie investors.are settled
with greater speed, efficiency and use as all securities are entered in a book entry mode.

In India, there are two depositories. National Securities' Depositories Limited (NSDL) is
the first and largest depository presently operational in India. It was promoted as a joint
venture of the TDBL, UTI, and the National Stock Exchange. . -

The Central Depository Services Limited (CDSL) is the second deposntory to commence
operations and was promoted by the Bombay Stock Exchange and the Bank of India.

Both these national level depositories operate through intermediaries who are e]ectmmcally
connected-to the depcsitory and serve as contact points with the investors and are called
dep051t0ry parhapants .

‘The depaository pamapant (DP) serves as an intermediary between the investor and the
Depository {NSDL or CSDL) who is authorised to maintain the accounts of dematenahsed
shares. .

Financial mshtutlons, ‘banks, clearing corporations, stock brokers and nonbanking finance
corporations are permitted to become depository participants. If the investor is buying and
Selling the securities through the broker or the bank or a'non-banking finance corporation,
it acts asa DP for the investor and complete the formalities. :

1 i

National Stock Exchange of India (NSE)

The National Stock Exchange is the latest most modern and technology driven exchange It was
incorporated in 1992 ‘and was recognised as a stock exchange in April 1993, It started operations
" in 1994, with trading on the wholesale debt market segment.

Subsequently, it launched the capltal market segment in November 1994 as a trading platform
for equities and the futures and options segment in June 2000 for various derivative instruments.
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'NSE has set up a nationwide fully automated screen based trading system. The NSE was set.
up by leading financial institutions, banks, insurance companies and other financial intermediaries.
It is managed by ‘professionals, who do net directly or indirectly trade on the exchange, The trading
rights are with the trading members who offer their services to the investors, The Board of NSE
comprises senior executives from promoter institutions and eminent professwnals without having
any representatlon from trading members. :

‘Objectives of NSE

_NSE was set up with the following objectives:
Establishing a nationwidé trading facility for all types of securities.
& b, .Ensuring equal access ‘to”investors all over the country through an appropnate
' communication network.

' ¢ Providing a fair, efficient and transparent securities market using electronic trading

system. .
d. Enabling shorter settlement cycles and book eﬁtry settlements,
e  Meeting international benchmarks and standards. »

Within a span of ten years, NSE has been able to achieve its ob}ectwes for which it was set
up. It has been p!aymg a leadmg role as a change agent in transforming the Indian capltal market.

mhaes for bettel: market’ mpresgntaﬁon n the: Indzan mgkets ’the BSE SF.NSEX and
NSE NIFI‘Y lﬁ'lp()l'tﬂnt mdzcem SR

US

. NASDAQ C‘omposzte Index %the market:cz plh%isa
2 for stocks hstea in the NASDAQ stock’ market :

NSE has been able to take the stock market to the door step of the investors.

It has ensured. that technology has been hamessed to deliver the services to the investors
across the country at the lowest cost.

. It has provided a natiori wide screen based automated trading system with a high’ degree
of transparency and equal access to investors irrespective of geographical location. *

Notes
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Market Segments of NSE

The Exchange prowdes trading in the following two segments.

(i Whole Sale Debt Market Segment: This segment provides a tradmg platform for a wide
* -range of fixed income securities that include central government securities, treasury bills,
state development loans; bonds issued by public sector undertakings, floating rate bonds,
zero_coupon bonds, index bonds, commercial paper, certificate of deposit, corporate
debentures and mutual funds.

(i) Capital Market Segment: The capital market segment of NSE prowdes an efficient and
‘transparent platform for trading in equity, preference, debentures, exchange traded funds
as well as retail Goverranent securities. . i :

Over the Counter Exchange of India (OTCEI)

The OTCEI is a.company incorporated under the Companies Act 1956. It was set-up to provide
small and medium companies an access to the capital market for raising finance in a cost effective
manner. It was also meant to provide investors with a convenient, transparent and efficient avenue
for capital market investment. It is fully computensed transparent, single window exchange whxch

.commenced trading in 1992..

This exchange is established on the ]mes of NASDAQ {Natlonal Association of Securities’

Dealers Automated Quotations) the OTC exchange in USA. It has been promoted by UTI, ICICI,
-IDBL, IFCT, LIC, GIC, SBI Capital markets and Can Bank Financial Services.

Ovér the counter market may be defined as a place where buyers seeksel]ers and vice-versa
and then attempt to arrange terms and conditions for purchase/sale acceptable to both the parties.
It is a negotiated market place that exists any where as opposed to the auction market. place,

' represented by the activity on securities exchanges..

" Thus, in the OTC exchange, tradmg takes place when a buyer or seller walks up to an OTCEI
counter, taps on the computer screen, finds quotes andeffects a purchase or sale depending on
whether the prices meet their targets. There is no parhcular market place in the geographical sense.

The ob]ectwes of OTCE! are to provide qmcker liquidity to securities at afixed and fair price,

| llquldlty for less traded securities or that of small companies, a simplified process of buying and
* selling.and easy ‘and cheaper means of making:public sale of new issues. However, the OTCEI

has now been withdrawn.

Advantages of OTC Market '

1. It provides a trading platform to smaller and less liquid companies as they are not ehglble
" for listing on'a regular exchange

Z  Itisacost effective method for corporates as there is alower cost of new issues and lower
expenses of servicing the investors. .

3. Famﬂyfoncems and closely held companies can go public through OTC.
4 Dealers can operate both in new issues and secondary market at their option.

5. Itgives greater freedom of choice to investors to choose stocks by dealers for market making-
in both primary and secondary markets. .

It is a transparent system of trading with no problem of bad or shott deliveries.

_Information flows are free and more direct from market nwkers to customers since there is
close contact between them.
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3.4 THE TRADING PROCEDURE _ - Notes

The Trading procedure involves the followir;g steps:
1. Selection of a broker:

The buying and selling of securities can only be done through SEBI registered brokers who
are members of the Stock Exchange. The broker can be an individual, partnership firms or
corporate bodies. So the first step is to select a broker who will buy/sell securities on behalf
of the investor or speculator. .

2. Opening Demat Account with Deposito;y

Demat {(Dematerialized) account refer to an account whxch an Indian citizen must open
with the depository participant {banks or stock brokers) to trade in listed securities in
electronic form.

Second step in tradmg procedure is to open a Demat account. The securities are held in the
electronic form by a depository.

Deposﬂory is an institution or an orgamzanon which holds securities (e.g. Shares,
Debentures, Bonds, Mutual (Funds, etc.) At present in India there are two depositories:
NSDL (National Securities Depository Ltd.) and CDSL (Central Depository Services Ltd.} | -~

There is no direct contact between depository and investor: Depository interacts with
investors through depository participants only.

Depository participant will mamtam securities account balances of investor and intimate
investor about the status of their holdings from time to time.

3. . Placingthe Order: e g

After opening the Demat Account, the investor can place the order. The order can be placed
to the broker either {DP)} personally or tljlrough phone, email, etc.

4.  Executing the Ordern:

As per the Instructions of the investor, the broker executes the order i.e. he buys or sells

the securities. Broker prepares a contract note for the order executed. The contract note

contains the name and the price of securities, name of parhes and brokerage (commission)
 charged by him. Contract note is sigtied by the broker. * i

s, Settlemenl:

This means actual transfer of securities. This is the Jast stage in the trading of securities
done by the broker on behalf of their clients. There can bé two types of settlement.

(a) On the, -Spot ‘settlement: .

'

It means settlement is done immediately and-on spot settlement follows. T + 2 rolling
settlement. This means any trade takmg place on Monday gets settled by Wednesday
(b) Forward: settlement: e #~
. It means settlernent will take place on some future date; It canbe T ¢ + 5 or.T # 7, etc, All-
. trading in stock exchanges takes place between 9.55 am and 330§ pm. Monday to Friday.

Entities Involved In The Trading And Settlement Cycle . ' o
- Clearing Corporation -
An organization associated with an exchange to handle the confirmation, se'ttlemem and delivery

»
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of transactions, fulfilling the main obligation of ensuring transactions are made in a prompt and’
efficient manner. They are also referred to as "clearing firms” or "clearing hous&s".\

The first clearing corporation in India is National Securities Clearing Corporation Ltd '(NSECL),
a wholly owned subsidiary of NSE.

‘Clearing Members ' .

-

An exchange member ‘that is permitted to clear trades directly with the clearinghouse, and which
can accept trades for other clearing members and non-clearing member.The clearing member is
responsible for, matching 'the buy orders with the sall-orders to make sure that the transactions
‘are settled in return of commission. ~ i

‘

Custodians

They are the clearing inembers-and not trading members. They settle trades on behalf of trading
members, when particular trade is assigned to them for settlement. The custodian is required to
confirm whether he is going to settle that trade or riot. If they confirm to settle that trade, then

the clearing corporation assigns that particular obligation to them,

Clearing Banks . .
Clearing banks are-a.key link between the clearing members and the clearing corporation in the
settlement of funds. Every clearing member is required to open a- dedicated clearing account. with

one of the designated clearing .banks. Based on the clearing member's obligagioh as determined

 through clearing, the clearing member makes funds available in the clearing account for the pay-

in, and receivesfunds in the case of.a payout,

3.5 DEPOSITORIES
{ *

A depository holds the securities in a dematerialized form for the investors in their beneficiary
accounts. Each clearing member is required to maintain a clearing pool account with the depositories.
. ' ' £ - ' . .

Theyare required to make available thé required securities in the designated account on
settlemient day. _

The depository runs an electronic file to transfer the securities from' the accounts of the
custodians/clearing member to that of the NSCCL {and vice versa) as per the schedule of allocation
of the securities, ~, ~ <
bl

; ' '
Depository services in the Indian Stock Market

The depository services originated recently in the Indian Stock market. Now-a- days on-line (serip
less or paperless)'trading in the shares of any company is compulsory. To make it a stccess. some
new trading mechanism is needed. :

-

Depository service is the name of:that mechanism which makes possible the on-line trading

- in shares.

. Through. this system transfer of ownership in shares take place by means of book entry

* without the physical delivery of shares.
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When a person wants to deal in shares of any company he/she has to open an account with
the depository through a depository participant. Hence, there are four players who participate in
this system. These are the following:

@

B

The Depository -’ g

‘The Depository Participant o . N

The Investor
The Issuing Company
The Depository

A depository is an institution which holds the shares of an investor in electronic form. It
facilitates transactions in securities simply by means of book entry: At present, there are
two deposxtory institutions in India: . . - ’

National Securities Depository Limited (NSDL)
Central Depository Services Lirnited (CDSL)
The Dépository Participant

Depository Participant ‘(DP} is 'described as an agent of the depository. They.are the
intermediaries between the depository and the' invesfors. The relationship between the
DPs and the depository is governed by an agreement made between the two under the

Depositories Act.

" Ina strictly legal sense, a DP is an entity who i Is regjstered as such with SEBI under the sub

section 1A of Section 12 of the SEBI Act. As per the provisions of this Act, a DP can offer
deposntoryrelated services only after obtammg a certificate of registration from SEBI. As of
2012, ‘there were 288 DPs of NSDL and 563 DPs of CSDL reglstered wlth SEBL

Role of Depository part_x:cipa}:_ts . s

Similar to brokers, who act on behalf of a client in the stock market, a Depository Participant

is your representative in the depository system.

- Financial Institutiors / Banks / Custodian / Stock Brokers etc. can become DPs provided

they meet the necessary requirements and guidelines prescribed by SEBL. DP
serves.as a link between the investor and the Company through NSDL CDSL for

dematerialisation of shares and other electromc transactions. DP provides various. |.

services with regard to your holdmgs such’as
Maintaining the securities account balances

Enabling surrender (demateriatisation) and withdrawal (remal:enahsataon} of your
securities to and from the depository.

Delivéring and receiving sharés in your account on your instructions. Hence, shares bought

by you on a stock exchange can be teceived directly in your account,and similarly thosé .

sold by you can be delivered on your instructions.

I(eepmg you updated with regard to status of your holdmgs penodlcally

(3) The lnvestor .

&

He is a person who wants to deal in shares and whose name is recorded with a dep051tory
The investor is the real owner of the shares who has lodged them with the depository
through book entry till the day he seils them.,

3
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The Issuing Company ‘
The issuing company is that organisation which issues the securities. The issuing
‘company sends a list of the shareholders to the depositories.
Features,

. Disadvantages

A depository system has the following features:

Day-to-day basis of reconciliation is made by NSDL; .

Securities are divisible and, as such, can be'ti'ahéac'ted by any quartity;

Securities are allotted International Secunty Identification Number {ISIN) by SEBI;
The benefit of depository system is enjoyed by the mvestor{ owner of securities; and

i

CDSL and NSDL are the Depository Partlc:lpanhs to act as agent .

Advantages of deposntones R *

Bad deliveries are almost eliminated. s

The risks associated with physical cernﬁcates such as loss, theft, nutilation of certificate

etc. are eliminated.

It eliminates handling of huge volumes of paper work involved in filling in transfer
deeds and lodging the transfer documents'& Share Certificates with the Company.

There will be immediate transfer and registration of your shares'(at the end of every
settlement cycle, which is 4 working days i.e. T+3) and you need not have to suffer
delays on account of processing time.

It leads 'to faster settlement cycle and faster realisation of sale proceeds.
There will bé a faster disbursement of corporate benefits like Rights, Bonus etc.

The stamp duty on transfer of securities, which is 0.25% of the consideration on transfer
of shares in physical form is not applicable and you may incur expenditure towards

service charges of the Depository Participant.

There could be a reduction in rates of interest on loans granted against pledge of
dematerialised securities by various banks, ;

There could be reduction in brokerage for trading in dematerialised securities.

“There could be reduction in transaction costs in demateriatised securities as compared

to physical securities.
Availability of periodical status report to investors on their holding and transactions.

The Deposifory System is not free from snags. Somie of them are:
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Number of frauds may be increased as there is no physical checking;
Practically, to set up a single depository is not possible;
MDS (Multiple Depository Systern) invites the problems of coordination.

Although the Depository System is not free from snags, even then it is a boom to the
world of capital market. It, no doubt, proves an efficient transfer system and helps
the investors and the company in various forms. It overcomes the problems from bad
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delivery, counterfeit certificates, etc. It also reduceg. various cost and expénses (ie Nofes -
Registration cost). ) o
How do these Depositories work?
The key to exchanging stocks and the most necessary step is to open a. Demat account. What
a Demat account does is strongly related to what a depository does, At the point when you
purchase shares, they are credited to your Demat account and. when you sell the offers, they
are debited from your Demat account.
So, where does a depository account come into the pictur'e?
e.. A Demat account is only a middle person and it i5 CDSL and NSDL which actually
hold your shares. So, when you open a Demat account to purchase shares, the shares
are held by the depositories.
s Another significant function that depositories perform is when orgamz.ahons need to
appropriate dividends to their shareholders. Organizations will require data on its
investors and this is when the share depositories prove to be useful.
.+ Earlier, before deposnor:es, when you purchased shares from another person or sold
to somebody, you needed to move share certificates. Presently, it is only. a simple
record move between two Demat accounts. o
Function of Depository ~
One of the main function of the Depository is to tranisfer the ownership of shares from one” |
investor's account to another: investor's account whenever the trade takes place. It helps o
in reducing the paper work involved in trade, expedites the transfer and reduces the risk |
associated with physical shares such as damaged, theft, interceptions and subsequent misuse |
of the certificates or fake securities. 4 '
Another important function of depository is that it eliminate the risk associated with holding
the securities in a physical form like loss,damage,theft or delay in deliveries etc.
What do these depositories offer?
Depositories offer the following services: "
¢ Maintenance of Démat accounts. v
¢ " Dematerialization and dematerialization. )
¢ Trade settlement. . '
' - .
¢ Liquidity to markets. -
¢ Share transfers. .
L]
¢ Market and off-market transfers.
» Eliminate the risk of holding a physical asset. .
o Provide safekeeping.
» Nomination/transmission. . -
} " " |
Clearing and Settlement - ’ S . |
7
Settlement Agencies: . -l
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a)

b)

108 WF Self-Instructional Material

| ‘Process of Trading/Clearing an9 Settlement

of a stock exchange Clearing and settlement of trades and risk management are its central functions.

Cleanng Members: They are respons1ble for settling their obligations as detertmned by the

"NSCCL.

Custodians: Custodian is a.clearing member but not a tradmg member. He settles trades
assigned fo him by trading mernbers.

Clearing Banks: Clearing banks are a key link between'the clearing members and NSCCL

. for funds settlement,

Depos:tones The depository runs an electronic file to transfer the securities from accounts
of the custodians/clearing member ta that of NSCCL. As per the schedule of allocahon of

securities' determined by the NSCCL, the depositories transfer the securities on'the pay-out
. day from the account of the NSCCL to those of members/custodians. " .

Professional Clearing Member: NSCCL admits special category, of members namely,

professional clearing members. Professional Clearing Member (PCM) may clear and settle
trades executed for their clients (individuals, institutions etc.).

A PCM has no h-admg rights but has only clearing rights, i.e. he just clears the trades of his
associate trading members and institutional clients.

Step 1. Trade details from Exchangé to NSCCL (real-time and end of day trade file).

"Step 2. NSCCL notifies the consummated trade details to CMs/custodians who affirm

back. Baséd on the affirmatlon, NSCCL apphes multilateral netting and detertmnes
obligations,

Step 3. Download of obligation and pay-in ddvice of funds/ secufities.
Step 4. Instructions to clearing banks to make funds available by pay-in time.
Step 5. Instructions to depositories to make securities available by pay-in-time.

Step 6. Pay-in of securities (NSCCL advises depository to debit pool account of citstodians /
, CMs and credit its account and depository does it).,

Step 7. Pay-in of funds (NSCCL advises Clearing Banks to debit account of custodians/

CMs and credit its account and clearing bank does it). a
Step8.. Pay-out of securities (NSCCL advises depository to credit pool account of
custodians/CMs and debit its account and deposxtory does 1t)

Step 9. Pay—out of funds (NSCCL advises Clearing Banks to credit acéount of custodians/
CMs and.debit its account and clearing bank does 1t)

Step 10. Depository informs custodians/CMs through DPs.

* Step 11. Cleanrlxg Banks inform custodians/CMs

The core processes involved in clearing and 'settlement include:

Trade Recording: The key details about the trades are recorded to prowde the basis for
settlement. These details are automatically recorded in the electronic trading system of the
exchanges.

Trade Confirmation: Tracles that are meant for settlement by the custodians are indicated
with a custodian participant code, and the same is subject to confirmation by the respective



-

custodlan The custodian is required to conﬁrm the settlement of these trades on T+1 day
by the cut-off time of 1:00 pm. .

¢)  Determination of Obligation: The next step is the determination of what the counterparties
owe, and what the counterparties are due to receive on the settlement date.

The NSCCL interposes itself as a central counterparty between the counter-paxties fo trade
and net the, positions so that a member has a security-wise net obhgahon to receive or
deliver a secunry, and has to either pay or receive funds. RN

The settlement pmcess begms as'soon as the members’ obligations are determined through.

the clearmg process. The settlément process is carried out by the clearing corporatlon with

. the help of clearing banks and depositories. The clearing corporation provides a major link
between the clearing banks and the depositories. This link ensures The actual movement of
funds as well as securities on the prescribed pay-in and pay-out day.

' d) Pay-iri of Funds and Securities: This requires the members to bring in their funds/securities

to the-clearing corporation. The CMs make the securities available in the designated '

accounts with the two'depositories (the CM pool account in the case of the N5DL, and the
_designated settlement accounts in the case of CDSL). The depositories move the securities
availabl€ in the pool accounts to the pool account of the clearing corporation.

Likewise, the CMs with funds obligations' rhake the funds available in the designated
accounts with the clearing banks.

The clearing corporation sends electronic instructions to the clearing banks to debit the
designated CMs’ accounts to the extent of the payment obligations. The banks process
these instructions, debit the accounts of the CMs, and credit the accounts of the clearing
corporation. This constitutes the pay-in of funds and securities. f

e}  Pay-out of Funds and Securities: After procéssing for shortages of funds/securities and
arranging for the movement of funds from surplus banks to deficit banks through RBI
clearing, the clearing corporation sends electronic instructions to the depositories/ clearing
banks to release the pay-out of securities/funds.

The depositories and clearing banks debit the accounts of the clearing corporation and
credit the accounts of CMs This constitutes the pay-out of funds and securities.

Rolling settlement

Rolling settlement is a system to settle share transactions in predefined nurp.ber or days. It is a
mechanism of settling trades done on a stock exchange on the Day Day of Trade (T) plus "X"

Jtrading days. "X" trading days could be any number of days like 1,2,3.4 or 5 days. So, if we say
‘the rolling settlemént for a transaction is T+2 then it means that the transaction will be settled in

TODAY + Next 2 Days: In other words, in T+2 enwronment a trade done on T day is settled on
the 3rd working day excludmg the T day. .

Investors and Speculators

»

“The main function of the stock exchange is to provide facilities to its members i.e the buyers and

sellers to transact their business and to settle the transactions. The buyers and sellers are classified
into two categories. )

i Investors ) '

II.  Speculators

l
#
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Investors

»

The investors buy the securities with a view to invest their savings in profitable income earning
securities. They generally retain the seturities for a considerable length of time. They are assured
of a profit in cash. They are also called genuine investors. '

[
Speculators

The speculators buy ‘securities with a hope to sell them at a 1::rofit, in future. They do not retain
their holdings for a longer period. They buy the securities with the object of selling them and
not to retain them. They are interested only in price differentials. They are not genuine investors.

I_fl reality, there is no.pure speculator or an investor. Each investor is speculator to some extent,
Similarly, every speculator is an investor, to certain extent. Hence, the difference between the

. two is a matter of degree only.

3.6 OPERATORS AT STOCK EXCHANGE

Members of stock exchange

(a) Jobbers : \

A jobber is a slang term for a market maker on the London Stock Exchange. prior to October
1986. Jobbers, also-called "stockjobbers,” ac_téd as market makers. They held shares on their own °
books and created market liquidity by buying and selling securities, and matching investors' buy

,and sell orders through their brokers, who were not allowed to make markes.

The term "jobber" is also used to describe a small-scale wholesaler or middleman in.the
retail goods trade. ’

Jobbers are security merchants dealing in shares, debentures as independent operators.
They buy and sell securities on their own behalf and try to eamn through price changes. Jobbers
cannot'deal on behalf of public and are barred from taking commission. In India, they are called
Taraniwalas. '

Key Points
P * Ajobber, also known as a stockjobber, was a market maker on the Londen Stock Exchange.

o Jobbers held shares on their own accounts and help boost market liquidity by matching
investors' buy and sell orders through their brokers. ’ ’

o The term jobber was used prior to October 1986, but little is known of their actual activities
as they kept few records. s '

e Jobbers left few records of their affairs and neither journalists nor other observers retained
much in the way of detailed accountings of their work. - -

» The jobber systern evolved intoa recognizably modern form during the course of the 13th
century, as the range of securities types broadened. '

Understanding Jobbers .
s Little is known about jobbers’ activities because they kept few records, but in the early 19th
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century, London had hundreds of jobbing firms. Jobbers' numbers declined dramatically Notes
over the cotirse of the 20th cen}ury until they ceased to exist in October 1986.

¢ Thismonthwaswhenthe"BigBang,”a major shift in the LondonStock Exchange's operations,
occurred. London's financial sector, was suddenly deregulated, fixed- commissions were
replaced by negotiated commissiéns, and electronic trading was implemented.

* Jobbers left few records of their affairs and neither ]oumahsts nor other observers retained
much in"the way of detailed accountings of their work. Histories of banks, stockbroking'
firms, and other concermns have been and wﬂl contmue to be the bas:s of any historical
record relating to ]obbers

* The Centre for Metropohtan History has compiled an archive of interviews with former
jobbers which serves as a permanent record of the last half-century. of a distinctive part of )
the financial life of London ' ) _ ) .

Spemal Cons1derat10ns

+ & The ]obber $ystem evolved into a recogmzably modern form during the course of the 19th
century, as the range of securities types broadened.

e At leh_st half the members of the London Stock Exchange began to specialize in making a
continuous market in one of the leading types of these securities. -

* The distinction between these market-makers, or jobbers, and the brokers who dealt with
them on behalf of the public was a clear-cut one but was essentially based on custom and
tradition until 1909 wheri a single capacity was formally embodied in the London Stock
Excharige rules. ' .

* By 1914, over 600 jobbing firms were in existence; along with many one-man jobbing
operations.

* Those numbers stead:ly declined as the institutional investor supplanted the private one,
and the scale of réquired jobbing capital increased dramahcally '

v e By the eve of "Big Bang,” there were only five major jobbing firms on the floor of the London
Stock Exchange, though this numerical decline did not necessanly denote a declme in the ,
marketabl.hty provided by the system. .

(h) Brokers

~ ‘Brokers are commission agents, who act as intermediaries between buyers and sellers of securities.
They do'not purchase or sell securities on their behalf. They bring together the buyers and sellers
.and ‘help them in making a deal. "Brokers charge a commission from both the parties for their .
service. Brokers are experts in estimating trends of price and can effectively advice their clients in
‘getting a fmltful gain. Brokers get orders' from investing - pubhc and execute the orders through
Jobbers and they are entitled to a prescribed sale of brokerage

* A stockbroker is a- p;'ofess:unal trader who buys and sells shares on behalf of clients. The
stockbroker may also be known as a registered-r:epre‘seritgtive or an investment advisor.

¢ Most stockbrokers work for a brokerage firm and handle transactions for a number of
_individual and institutional customers. Stockbrokers are often paid on a comumission basis
although compensation methods vary by employer.

¢ Brokerage firms and broker-dealers are also sometimes referred to as stockbrokers. This
includes both full-service brokers and discount brokers, who execute -trades but do not
offer individualized investing advice. -0

[
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Most online brokers are discount brokers, at least at thelr basic levels of service, in which
trades are executed for free or for a small set-price cormission. Many online brokers now
offer premium-level services with higher fees.

>

Key points

A stockbroker or broker buys and sells stocks at the dn'ectlon of clients.

Maost buy and sell orders are now made through online-discount brokers. This automated
process reduces fees.

Wea!thy individuals and msurutlons continue to use full-service brokers, who offer advice .
and portfolio management services as well as completing transactions.

1
Understanding the Role of a Stockbroker

Buying or selling stocks requires. access to one of the major exchanges 'such as the New York
Stack Exchange (NYSE)-or the NASDAQ. To trade on these exchanges you must be a mermnber
of the exchange or belong to a member firme. Member firms and many of the individuals who
work for them are licensed as brokers or broker-dealers by the Financial Industry Regulatory
Authority (FINRA).

While it is possible for an individual investor to buy stock shares directly from the company
that i lssues them, it is much simpler to work with a stockbroker

Until recent years, it was prohibitively expensive to geét access to the stock markets It was
cost-effective only for high net-worth investors or for large institutional investors, such as
the managers of pension funds. They used full-service brokers and could pay hundreds of
dollars for executing a trade. ‘

However, the rise of the internet and related advances i technology paved the way for
discount brokers to provide online services with cheap, fast, and automated access to the
markets. More recently, apps like Robinhood and SoFi have. catered o micro-investors,
allowing even fractional share purchases. Most accounts in the markets today are managed
by the acc0unt owners and held by discount brokers,

Brokers who are employed by d;scount broker firms may work as over-the-phone agents
available to answer brief questions, or as branch officers in a physical location. They also-
may consult with clients subscribing to prermum tiers of the online broker..

Mobile phone apps like Robinhood and SoFi cater to micro-investors, allowmg even
fractional share purchases.

A comparatively smaller number of stockbrokers work for investment banks or specialized
brokerage firms. These companies handle large and specialized orders for institutional
clients and high-net-worth individuals.

Another recent development in broker sérvices is the introduction of roboadvisers,
algorithmic investment management carried out via web or mobile app interface. There is
minimat individual interacticn, keeping fees low.

Educational Requirements for Stockbrokers.

A bachelor's degree in finance or business administration is typically required for
stockbrokers. A strong understanding of financial laws and regulations, accounting
methods, principles of economics and currency, financial planning and financial forecasting *
all are useful for workmg in the field.

Most successful stock!::rokers have exceptional interpersonal skills and are able to maintain
strong sales relationships. . > 1
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Licensing Requirements for Stoqkbrokers, ‘ T : Notes
»  Every country has its own credentialing requirements for stockbrokers. ’

* Inthe US, registered brokers must hold the FINRA Series 7 and Series 63 or 66 licenses,
- and be sponsored by a registéred.investment firm. Floor brokers in the U.5: must also be
members of the stock exchange where they work. : \

* In Canada, would-be stockbrokersshould be currently employed by a brokerage firm ' | . B
and are required to complete the Canadian Securities Course'(CSC), Conduct and Practices '
. Handbook (CPH), and the 90-day Investment Advisor Training Program (IATP).

¢ In Hong Kong, applicants must be working for a licensed brokerage firm and pass three <
exams from the Hong Kong Securities Instituté (HKSI). Those who pass the exam must still |’ _ l '
- be approved by the financial regulatory body to receive a license. : '

* In Singapore, becoming a trading representahve requires passing four exams, Modules
1A, 5, 6, and 6A, administered by-the Institute of Banking and Finance. The Monetary
‘Authority of Singapore (MAS) and the Singapore Exchange (SGX) have licensing authority.

s ¢ In the United I(mgclom, stockbroking is heavily regulated and brokers must achieve
’ qualifications from the Financial Conduct Authority (FCA). Precise qualifications depend
on the specific duties required of the broker as well as the employer.

.* Global credentials are also becoming increasingly sought-after as signals of legitimacy and .
financial acumen. Examples include the certified financial planner (CFP) and chartered
financial analyst (CFA) designations.

¥
Seculation

.Speculation refers to the buying and selling of securities in the hope of making a profit from expected
change in'the price of securities. Those who engage in such activity are known as ‘speculators’.

The motive is to take maximum advantage from fluctuations in the market A speculator may
buy securities in expectation of rise in price.- v

If his expectation comes true, he sells the securities for-a higher.price and makes a profit,
Similarly a speculator may expect a price to fall and sell securities at the current high price to
buy again when Prices decline. He'will make a profit if prices decline as expected. |

What isaSpecuIatdr : . T . -

A speculator utlllzes .strategies and typically a shorter time frame in an attempt to_outperform
traditional longer-term investors. Speculators take on risk, especially with respect to anticipating
future pricé movements, in the hope of making gains that are large enough to offset’the risk.

I

I

| Speculators that take on excessive risk, typically don't last long. Speculators exert control

‘ over long-term risks by emp]oymg various strategies such as position sizing, stop loss orders,
and morutonng the statistics of their trading performance. Speculators are typically sophisticated
risk- takmg mdmduals -with expertise in the markets in which they are tradmg

, Basics' of Speculators

: Speculators attempt to predict price changes and extract profit from the price moves in an asset.

| They may utilize leverage to magnify returns (and losses) a!though this is a personal choice of _

the individual. : . . s

There are different types of speculators in a market: For example, individual traders can be

il
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speculators, if they purchase a[ﬁnanc:al mstrument‘for short periods of time with intentions of

profiting from its price changes .

[
Market makers can also be considered speculators because they take the opposite position to

market participants and profit from the difference in bid and ask spreads. Prop shops or proprietary
trading firms can also be cons1dered speculators because they use leverage to purchase securities
and make, profits from changes in their price.

Normally, speculators opérate in a shorter time frame than a traditional investor. For example,
a person may call themself anrmvestor if they buy 20 strong ‘companies and plan to hold those
stocks for at least 10 years, assummg the compames continue to perform well.

A speculator, ‘on the other hand may use all their portfolio capital-to buy five Stocks,
or several futures contracts, expectmg them to rise over the next few days, weeks, or months.
Speculators typically utilize tradmg strategies that tell them when to buy, when to sell {at a loss
or profit), and how big of a posmon fo take. -

|
Principles Behind Speculatmn

* Speculation somehmes gets confused with gambling, There is an important distinction,
though. If a trader is uSmg untested methods to trade, often based on hunches or feelings,

itis lughly llkely theyI are gambling,.

e uf gambling, the trader is likely to lose over the long-rin. Profitable speculation takes a lot
of work, but with proper strategies, it is possible to gain a reliable edge in the marketplace ,

. Profitable speculators look for repeating patterns in the marketplace. They look for-
comunonalities between many rising and falling prices, inan attemnpt to use that mformat:on
to profit from future ups and downs in price. -

‘# [t is detailed work, and because prices are always movmg and there are nearly infinite --

variables to consider, each speculator often develops their own unique way of trading. -
i

Key Peints i . 1
* Speculators are sophi;sh'cated investors or traders who purchase assets for short periods of
; time and employ strategies in order to profit from changes in its price.

s Speculators are 1mportant to markets because they bring liquidity and assume market risk.
Conversely, they can 'also have a negative impact on markets, when their trading actions

resultina speculatwé bubble that drives up an asset's price to unsustainable levels.

!
Speculators' Impact on the Market

"
¢ If a speculator beheves that a particular asset is going to increase in value, they may choose
to purchase as much of the asset as possible. This activity, based on'the percewed increase

in demand, drives up the price of the particular asset.

» If this activity is seerl1 across the market as a positive sign, it may cause other traders to
purchase the asset as well, further elevating the price. This can result in a speculatwe
bubble, where the speculator activity has driven the price of an asset above its true value.

# The same can be seelen in reverse. If a speculator believes.a downward trend is on the
horizon, or that an asset is currently overpriced, they sell as much of the asset as possible
while prices are higher. This act begins to lower the price of the asset. If other traders act
similarly, the price will continue to fall until the activity in the market stabilizes.

*  Inthis way, even many investors become speculators from time to time. They get caught up

J
[‘
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in the frenzy of the big ups and down. While they may have initiated their position with the
intention of being long-term investors, if they start to buy and sell solely because they think

other people are buymg or selling, they have entered the realm speculation —possibly even .

gambling, if they are unsure of what they are doing - as opposed to investing.

The benefits of speculation are:

(i) It leads to smooth change and prevents wide fluctuations in security prices at different’

times and places.

(ii) Speculative actwlty and the resulting effect in lhe pnces of securities prowded a gulda.nce
to the public about the market situation.

There are four types of spéculators who are active on the stock exchanges in India. Traders engaged

in speculative activity in the stock market are identified by different names based on the type of

activity they iri general employ in. The eminent among them are bears, bulls, lame duck and stag.

1. . Bull (Tejiwala}) .
A trader who awaits a rise in price of securities is referred as a bull.in anticipation of rise in
price he make purchases with intention of selling them in fiititre. The bulls will be able to
make profit only if the pnces rise as predicted, otherwise they suffer loss.
22 Bear( Mandiwala) * : ) . ,

; A bear is a skeptic who expects a decline of securities. He will sell the shares in expectation
of fall in price , to buy them in future in cheaper price. the bear speculator tends to force
doven the prices of securities. A bear is a pessimistic speculator.

3. Lame Duck: '4_
A lafpe duck is a bear who is involved in a short sale butis not able to meet his commitment
to deliver the securities sold by him due to hike in prices of securities subsequent to the short
sale. When a bear has made contracts to sell and find s it difficult to meet his commitment
due to non availability of securities , he is called as lame duck.
4, Stag
- P

A stag is a trader who applies for,shares in the new issués market just like a genuine

investor. A stag is an optimist iike the bull. He expects 2 hike in the prices of securities that

"he has applied for. He predicts that when the new shares are listed in the stock exchange
for trading, they would be quoted at a premmm, above | their issue price. A stag is a cautious
speculator in the stock exchange He is also called a premium hunter.

L

WHO 1§ STOCK BROKER? ” -

A stockblroker is a regulated professional individual, usuaily associated with a brokerage firm
or broker-dealer, who buys and sells’ stocks and other securities for both retail and mshtuhonal
clients, through a stock exch.ange or over the counter, in return for a fee or commission:

A stockbroker invests in the stock market for individuals or corporations. Only. members

of the stock ekchange can conduct transactions, so whenever individuals of corporations want to

buy or sell stocks they must go through'a brokerage house.
Stockbrokers often advice and counsel their clients on- appropnate mvestments Brokers

I
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explain the workings of the stock exchange to their clients and gather information from them
about their needs and ﬁnanml ability, and then détermine the best investments for them. The
broker thén sends the order out to the floor of the securities exchange by computer or by phone.

Duties of Stock Brokers |

of. .
Stock brokers take on a tremendous amount-of responsibility. Not only are they responsible for
managing their client’s money, but they must stay up-to-date on the latest tax laws, market research”
and financial news to prov:df their client with the best return.

o -

Customer Service P .
r :

Since ‘customers rely heavily on their stock broker to deal with their investments, brokers miust

help.maintain a level of: trust and security by contacting their customers weekly or monthly to

update them on their portfoho or new, investment opportunities.

Disclosure and Advisement i

- Brokers are required to dlsclose all informatien related to any investment recommendation -~

including risks. Brokers must be honest with their clients and cannot provide false, misleading
or exaggerated statements, I .

i

Trade Execution

A stock broker. initiates trades buys,and sells - on behalf of their client. This is typically done
electronically, but some brokers execute trades by phone or in-person on a physical trading floor.
Trades depend on what the stock broker feels is necessary for their client’s portfolio at the time
their investments are analyzed

Client Recommendations !
1
It is imperative that 4 stock broker fully understand his customer’s investment goals, financial

situation and her risk tolerance When researching and recominending investments for his client, a

. stock broker must do so based on his customer’s needs by selecting mvestments that are suitable

"

for her portfolio.

For example, a stock broker would not recomimend a high-risk stock for a client with a
low-risk portfolio. |

1

Fiduciary Duty and Fair Deéling

Stock brokers earn a living through commissions;.therefore, there is a risk for conflict between a
stock.broker’s interest and the interests. of his clients. .The broker, however, has a fiduciary duty
to put the needs of his chents above his own.

A stock broker is also sub]ect to the rules created by regulatory agencies, such as the Financial
Industry Regulatory Authonty These regulatory agencies require all stock brokers to be honest,
trade fair and enly make trac;les that meet the needs of the client - not themselves.

BROKER CHARGES f - L

A fee charged by an agent, or agent's company to facilitate transactions between 'I'Juyers and sellers.
The brokerage fee is charged ‘for services such as negotiations, sales, purchases; delivery or advice
on the transaction,’ Comm15511()n charged by the broker is also known as brokerage.

The two depositories in India are e}

* National Securities Depository Ltd. (NSDL)
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* Central Depository Services {India) Ltd. (CDSL)

. 37 NATIONAL SECURITY DEPOSITORY LIMITED (NSDL).

The advent of automated trading in India brought with it several associated benefits such as
transparency in trading and equal- opportunity for market players all over the country but the
problems related to settlement of trades such as high instances of bad deliveries and long settlement
cycles continued.

As an answer to these settlement problems and in order to provide a safe and gfﬁéie:-:t system
of trading and settlement, National Securities Depository Ltd. was inaugurated in November 1996.

NSDL was set up with an initial capital of INR one billion (USD 28 million), promoted
by Industrial Developme'nt Bank of India (IDBI), Unit- Trust of India. (UTI) and National Stock
Exchange of India Ltd. (NSEIL),

Subsequently, State Bank of Ind:a, Oriental Bank of Commerce, Citibank NA, Standard
Chartered Bank, HDFC Bank Limited, The Hongkong and Shanghai Banking Corporation Limited,
Deutsche Bank, Dena Bank and Canara Bank have- became a shareholder of NSDL.

An investor who buys securities from exchanges connected to NSDL may receive his delivery
in the dematerialised form'as dematerialised securities can be delivered in the physical segment
at the option of the seller.

Therefore, those investors who buy securities from these exchanges should necessarily open
a, deposxtory account to take delivery of demat securities. Also, SEBI has made it compuisory for

all categories of investors to settle trades in dernat form with respect to a select list of scrips since .

January 4, 1999. Therefore, investors trading in these scrips will necessarily need a depository
account to settle their trades. The list of scrips is being continuously expanded by.SEBI.

Therefore, every “vestor who trades in securities may have to open a deposxtory account.
NSDL, .the ‘first and largest depository in Indla, established in. August 1996.and promoted by
institutions of national stature responsable for economic development of the.country has since
established ‘a national infrastructure of international standards that handles most of the securities
held.and settied in dematerialised form in'the Indian capital ‘market.

.In the dep051t0ry_ system, the ownership and transfer of securities takes place by means of

electronic book entries. At the outset,'this system rids the capital market of the dangers
related to handling of paper

.

Benefils

+ Elimination of all risks associated with pliysical certificates - Dealing in physical securities
have associated security risks of theft of stocks, mutilation of certificates, loss of certificates
during. movements through and {rom the registrars, thus exposing the investor to the
cost of obtaining duplicate cerh.ﬁcates etc. This problem does not arise in the deposnory
environment.

* Elimination of bad deliveries - In the dépositpry environment, once holdings of: an

risk of transfer and face uncertainty of the.quality of assets purchased. In a depository
environment good money certainly begets good quality of assets.

investor are dematerialised, the question of bad. delivery does not arise i.e. they.cannot’
be held "under objection”. In the physical environment, buyer was required to take the

Trading in Stock Market
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No stamp duty for tiransfer of ar'iy kind of securities in the depository: This waiver.
extends to equity sfua.res, debt instruments and units of mutual funds.

Immediate fransfer ]_and'registration of securities - In the depository environiment, once
the securities are credited to the investors account on pay out, he becomes the legal owner -
of the securities. I '

There is no furth'er‘ need to send it to'the company's registrar { for registration.

Havmg purchased secunhes in the physical environment, the investor has to send it to the
company's reglstrar 50 that the change of ownership can be reglstered This process usually
takes around three to ‘four months and is rarely completed within ‘the statutory framework
of two months thus exposmg the investor to opportunity cost of delay in transfer and to
risk of loss in transit. |

- To overcome this, the' normally accepted practice is to hold the securities in street names i.e.

not to register the hénge of ownership. However, if the investors miss a book closure the
securities are not goocl for dehvery and the mvestor would also stand to loose his corporate
entitlements. i
Faster settlement cycle - The settlement cycle follow rolling settlement on T+2 basis i.e. the
settlement of trades will be on the 2nd working day from the trade day. This will enable

Faster turnover of stock and more liquidity with the investor.. .

Faster disbursement of non-cash corporate benefits like nghts, bonus, etc. - NSDL provides *
for direct credit of non-cash corporate entitlements 'to an investors account, thereby
ensuring faster dlsbursement and avoiding risk of loss of certificates in transit,

Reduction in brok age by many brokers for trading in dematerialised securities Brokers
provide this benefit to investors as dealing in dematerialised securities reduces their back
office cost of handllmg paper and also eliminates the risk of being the introducing broker

Reduction in handllng of huge volumes of paper

Periodic status reports to investors on their holdings and transactions, leading to better
controls. |

Elimination of problems related to change of address of investor - In case of change of.
address, investo are saved from undergoing the entire change procedure with each
company or reg1strar Investors have to only inform their DP with all relevant documents
and the required lchanges are effected in the database of all the companies, where the

investor is a regist : holder of securities.

| . . . PR
‘Elimination of probl_e;ms related to transmission of demat shares - In case of dematerialised
_holdings, the process of transmission is more convenient as the transmission formalities for

all securities held in a demat account can be completed by submitting documents to the DP

‘whereas, i in case of physrcal securities the surviving joint holder(s)/legal heirs/nominee,

has to correspond mdependently with each company in which shares are held.

Elimination of prloblems relatéd to selling -securities ‘on behalf of a minor A natural
guardian is not required to take court approval for selling demat securities on behalf of a
minor.

Ease-in portfolio momtormg since statement of account gives'a consohdated position of
investments in all mstruments . -,

¥ _ | .
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Legal aspects of NSDL .

Participants of NSDL

NSDL performs its functions through its participants. The following are some of the
important NSDL participants: '

IIT Trust, Corporation Services, Global Trust Bank, -HDFC Bank, Cit}} Bank Custodial
services, Morgan Stanley Custodial Services, Reliance Share and Stock brocking, Janata

Sahakari Bank, Industrial Development Bank of India, State Bank of India, Standard
Chartered National Securities Clearing Corporahon, Deutsche Bank.

-

W

NSDL was established by passing of the Depositories Act, 199, but w1th retrospective

effect from September 1995 Compames Act and Securities Contact Regulatlon Act were

amended sultably to facilitate the operations of NSDL.
Section ZZA of the Indian Securities Contract Regulations Act dealing with restrictions on

" transfer of shares was deleted. Sections 108 and 111 of the Indian Companies Act were
amended to dispense with transfer forms and other formalities relating to the physical

transfer of shares. The statements issued by the depository are considered valid documents

of title. ’ .
b
b

- Aspect of safety and se.ci.lrity

[ el

E

An entity can be made operational as a DP only after reglstrahon by SEBI, which is based -

on.the recommendation from NSDL and SEBls own, independent-evaluation. SEBI has
prescribed criteria for becoming a DP in the regulahons . L

Depository Participants are allowed to effect any debit'and credit to an acco'upi only on the
basis of valid instruction from the client.

Every day, there is'a system driven mandatory reconciliation between DF and NSDL.

There are periodic inspections into the activities of both DP and R&T agent by NSDL. This®
also mcludes records based on which the debit/credit are effected

The data mterchange between NSDL and its business partners is protected by, protection
measures of international standards such as encryption hardware lock. The ‘protection
measures adopted by NSDL are more than what is prescribed in the SEB! Regulations.

All transactions are recorded at NSDL Central System and in the databases maintained by
buisiness parmfzrs

All mvestors have a right to receive their statement of accounts penodlcally from the DP.
Every month NSDL forwards statement of account to a random sample of investors as a
counter check. P

In the depository, the depository holds the investor accounts on trust. Therefore, if the DP
goes bankrupt the creditors of the DP will have no access to the holdings in the name of
the clients of the DP. These mvestors can transfer their holdings to an account held with
another DP.

Certification in Depository Operatioﬁs - NSDL has introduced a Certification Programme- ‘

in Depository Operations, and it has been made compulsory for all DPs to appoint a person

Tradilng in S_toc__k__-.Mérket
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qualified in this certifiégtion in each of its branches. This way, NSDL wants to ensure

' that each branch of a DP that services investors has atleast one person who has thorough

knowledge about depository system

Transactions of the NDSL

As we have seen already, the transactions of the stock market are divided into two cal:egones

New issues and
Secondary market transactions
New issues

Generally, the investor has the option 'to receive the shares either in physical form or
in the electronic mode. When shares are allotted to the investor, he should specify his
choice clearly. If he wishes to hold sectirities in the electroruc form, he should specify the
depository participant to which, the allotted shares are to be delivered.

Shares will be allotted according to SEBIs guidelines but the despatch of shares to the
depository participant will take ‘Place according to the instructions of, the investor.
Nowadays, SEBI has made it mandatory for the companies to have new issues in the
dematerialised form by book entries in the pass book. Transactions in Demat are not subject.
to stamp duty.

Secondary market

The trading procedures for the secondary market transactions are.the same but the
settlement and clearing procedures are different. It may so happen that the seller opts
to deliver the shares from the depository while the buyer wishes to take del:very in the’
physucal form and vicé versa.

That i is, the seller has the shares in the physical mode while the buyer prefers the electronic
mode. When both, the buyer and the seller prefer the electronic mode, the transaction
would be smooth.

Value added Services Offered by NSDL

Basic Services .

The basnc services of NSDL include services to brokers, banks, investors and other agencies which
issue securities, and participate in the Indian financial market. Ln order to avail these services, an
investor has to open a depository account ‘with DPs. The deposltory account is of three types -
beneﬁmary account, clearing member account and intermediary account.

Dematmahsatmn

The process by which a physical security certificate is converted into electronic balances,

To begin with, an investor is required to deface the certificates and surrender them to the

. DPs.

Next, the DPs sends the relevant certificates to the concerned authority of NSDL.

Once the authorised issuer verifies the claim, the confirmation is made and the securities
are submitted in the depasitory account of the investor. e
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Rematenahsahon . . -~ Notes.

* The process by which the securities are held in electronic form, are converted into physical
certificates.

¢ To begin with, an investor is required to submita rematerialisation request to the concerned

. DPs. - ' -
¢ The DPs block the specific holding of the investor which has been subrmtted for
" rematerialisation. . - R

¢ The DPs send the service request to, the NSDL and the concerned issuer for confirmation.

®* Once con.ﬁrmed, the issuer blocks the balance submitted for rematerialisation and the
' NSDL is updated with the same information and the transaction is processed.

1

Market Transfer

As an investor, you can pﬁrchase/ sell the securities held by you in the dematerialized format.

Off-Market Transfer

Any trade which does not settle via the clearing house is an Off-Market Trade. They include
delivery of securitiés from sub-brokers or trade-for-trade transaction.

Inter-depository transfer . .

An mter—deposuory transfer is a transfer of secunhes in the form of one account in one depos:tory .

to-an account in another depository. . -
Transmission

Tt is the devolution. of the shares to another instead of self. This is operation by law under cases
of death, succession, bankruptcy, marriage or inheritarice.

Corporate actions :

| These are the benefits in the form of ESOPs, dividends, bonus etc. which are given by corporates '
- to the investors. '

Valué Added Services

~ *  Automatic De!jve‘l_-y-_out Instructions: i you need to move your securities from CM Pool -
Account.to CM Delivery Account automatically, you need a series of instructions for the |
same. Such instructions on your.behalf have to be authorised by the clearing corporation.
This facilitates the clearing corporation to execute all the auto-transactions on your behalf,

* Dividend Distribution: Dividend distribution is only given in the form of dividends to the .
shareholder as a form of corporate cash benefits.

¢ Lending and:Borrowing: This is applicable only to intermediaries approved and authonsed
under the Securities Lenclmg Schene, 1997 with SEBI Also, the intermediary reql.ures the
‘approval of NSDL as well.

|
|
& Public Issue: The Securities and Exchange Board of India have issued a statement that al

respective trades of pubhc shares will be held only in demat form.
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* SMS Alerts: NSDL also offers SMS alerts for all' demat account holders with respect to all

transactions, alerts and notifications free of cost.
=

' NSDL CAS (Consolidate Account Statement)

This is -4 singlestatement which has the details of all your investments in the security market.
It contains ‘the following information of - equity share investment, mutual funds, bonds and
debentures, government bords and certificates and money market instruments like treasury bills.
This statement also heIps an investor to electronically access their investment portfolio.

i.

.NSDL e-ervices: E-services by NSDL faahtates faster execution of transactions. The

various e-services are:

Speed-e: A smart transaction facility which enables an investor to directly upload delivery
instruction on SPEED-e website via a smart card or e-token. Its aim is to reduce the overall
turnaround time.

IDeAS (Internet-based Demat Account Statement): With this facility'-you can view the
‘balances and l'ransactlons which have been executed onlme in the demat account with a

x

delay, of maximum 30 minutes. ' »

.STeADY (Securities Tradmg Information easy Access and DeliverY): Specific to contract

notes, brokers can electronically del_ivérfsquit contract notes to custodians/ fund
managers and it also allows for modification of the contract notes. *

Depository Account Validation (DAN)' Under this faaht';, you as investor can validate/
authenticate identities such as client ID, DP ID, PAN and other basic details via the on.hne

. platform.

SPICE {Submission of Power of attorney based Instructions for Clients Eleétronica]ly): J

. With this service, Clearing Members can submit auto pay-in instructions to participants

(where Clients maintain demat accounts) on SPEED-e facility to debit from their respective
demat accounts of the Clients and credit their Clearing Member (CM) Pool Accounts. These
clearing membets have authorized Power of Attorney to conduct on behalf of the Clearing
Member,

‘SIMPLE (Submission of Instruction through Mobile Phone Logm Fasily: If you have *
registered for SPEED-e services, you can issue transfer instructions with the registered
mobile number with NSDL. L

2

Auithorized Banks for NSDL- X

The following are the authorised barks and principal shareholders in NSDL:
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'-'AXIS Bank

Clhbank

Deutsche Bank -

HSBC

State Bank of India
HDFC Bank:

Union Bank of India
Standard Chartered Bank
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-3.8 CENTRAL DEPOSITORY SERVICES LIMI:TED _ N

CSDL is the second Iargest Indian depository based in Mumbai. CDSL was promoted by BSE Ltd.
jointly with leading banks such as State Bank of India; Bank of India, Bank of Baroda, HDFC Bl
Bank, Standard Chartered Bank arid Union Bank of India.

CDSL was set up with the objective of . providing. convenient, dependable and secure
depository services at affordable cost to all market participants. Some of the important milestones
of CDSL systein are:

* CDSL received the certificate of commencement of business from SEBI in February, 19%9.

» Honourablé Union Finance Minister, Shri Yashwant Sinha flagged off the operations of
" CDSL'onJuly 15, 1999. Foa .o

¢ Settlement of trades in the demat mode through BOI Shareholdmg lelted the clearing .
house'of BSE Ltd,, started in July 1999, :

*  All'leading stock exchanges like the BSE Ltd, . (formerly known as Bombay Stock Exchange
Ltd.), National Stock Exchange and MCX Stock Exchange Limited -have established
connecuwty with CDSL.

oo

Beneﬁts ’

Dematenahsahon of securities with CDSL offers numerous benefits to the issuer of securities.
Some of the benefits are: .

¢ [n the demat form transfer of securities takes place at CDSL and if the entire issue of a
" security is held in demat form, the issuer can save, considerable time and money being
incurred on its share department / RTA.

* Dematted securities are not subject to loss, theft, mutilation or misuse by.faking or forging
certificates, thereby saving companies from lengthy correspondence, litigation and
complaint handling. It will therefore eliminate instances of bad delivery. ]

'« All non-cash corporate actions such as rights, bonus, subdivision of holdings, conversion ,
of securities, issuing securities on mergers/amalgamations and in initial public offerings
(IPO) can be handled in demat form without any hassles in the shortest possible time and
at very low cost. . ' -

* With the CDSL's centrahsed database, the issuer can get upto-the -moment information on
any changes in its holdmg pattérn of a security. Thus, the company effectively monitors the
change in holding and is alert to any undue threat.

. ( ‘
¢ CDSL has acquired state-of-the-art equipment mcludmg the HP 64 Bit Enterpnse server

system (super computer technology with the robustness of enterprise class), which is the
highest performing RISC/UNIX server system available in the marketplace.
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+ This system is connected to a near fault tolerant storage system from EMC2 Corporation.
This is the world's best storage system and the first of its kind to be installed in Iridia, nay
Asia.

¢ The software developed has all the security features conforming to world standards. The
software facilitates a robust accountmg and transaction management system.

* CDSL'ssystem is based on a ceéntralised database with on-line connectivity with Deposxtory
Participants'(DPs) who provide on-line services to investors. All data pertaining to investor
holdings are stored at CDSL. CDSL has also established extensive back up systems, where
a back up of the data is also stored at a remote site.

#  CDSL ensures the security and integrity of all data by. protecting it from any misuse or
manipulation by unauthorised users as all communications between CDSL and its users
is encrypted. There is no dial-up access for any user and only authorised users can access
the system.

+ & The hardware, software and connectivity systems are reviewed continuously to strengthen
the systems & procedures and to comply with the stringent international standards.

Differences between CDSL and NSDL

* Stock Exchange: CDSL works for BSE and NSDL works for NSE; the trades can utilize both
.of the depositories for exchanging and settlement of securities.

le . * Promoters: Another contrast between the two is their promoters. NSDL is backed by
IDBI Bank Ltd., the Unit trust-of India, and NSE. CDSL is promoted su'nply by BSE as of
« December 2019;

s Establishment year: NSDL was established in 1996 and CDSL. was established in 1999,

¢ Demat Account number format: There is a distinction between CDSL and NSDL Demat
account number. Demat accounts held with CDSL have 16 numieric digits in them and
NSDL Demat accounts have two alphanumeric digits-'IN' and 14 humeric digits.

¢ Several depositories: CDSL has 599 depository participants registered with ‘itself and
NSDL has 278 depository participants registered on its system This is according to the
latest numbers

3.9 DEMATERIALISATION

Dematerialisation is /the process by which a client can get physical certificates ‘converted into
electronic balances. It (“Demat” in shoit form) signifies conversion of a share certificate from its
physical form to electronic form. The terr Demat, in India, refers to a dematerialised account for
individual Indian citizéns to trade in listed stocks or debentures, as required by The Securities
Exchange Board of India (SEBI)..In a Demat account, shares and: ‘securities are held electromcally
instead of the investor taking physical possession of certificates.

An investor will have to first open an account with a Depository Participant and then request
for the dematerialisation of his share certificates through the Depository Participant so that the
dematerialised: holdings can be credited into that account. This is very similar to opening a Bank
Account. The Demat account number is quoted for all transactions to enable electromc settlements
of trades to take place.

An mvgstor intending to dem x:rtialise its securities needs to'have an account with a DP:
The client has to deface and surrender the certificates registered in its name to the DP. After

128 1) Self-Instructional Material

1




- ’ . ¥

-—

intimating NSDL electronically, the DP sends the securities. to the concerned Issuer/ R&T agent.

NSDL in turn informs the Issuer/ R&T agent electronically, ﬁsing NSDL Depository system, about -

the request for dematerialisafion.
, b
. If the Issuer/ R&T agent finds the certificates in order, it registers NSDL as the holder of the

securities (the investor will be the beneficial owner) and communicates to NSDL the confirmation of

request electronically, On receiving such confirmation, NSDL. credits the securities in the depository.
account of the Investor with the DP, . . '

Indi‘a has adopted this system of electronic book keeping thereby eliminating the need for
paper and shares or securities are held in electronic form. Before the introduction of the depository
~ system by the Depository Act, 1996, the process of sale, purchase and transfer of shares was

:

difficult and there was a high risk of loss.

.
Features .
* Holdings in only those securities that are admitted for dematerialisation by NSDL can be
" dematerialised. B .
.¢ Only those’holdings that are registered in the name of the account holder can be
dematerialised. ' . : - ’

® Narnes of the holders of the securities should match with the names given for the demat -

account.

* If the same set of joint holders-held securities in different sequence of names, thesé joint

bolders by using Traﬁsposi!;ion cum Demat facility can dematerialise the securities in the

* same account even though share certificates are in differént sequence of names, e.g., If there

are two share certificates one in the name of X first and Y second and another in the name

. of Y first and X second, then these shares can be demateriatised in the depository.account

¢~ which is in any name combination of X and Y.i.e., either X first and Y second or Y first and

X second. Separate accounts need not be opened to demat each share cettificate. If shares

are in the name combinations of X and Y, it cannot be dematerialised into the account of
either X or Y alone. '

* Check the demat performance of the companies whose shares are to be given for
dematerialisation.

¢ Demat requests received from client (registered owner) with naine not matching exactly
with the name appearing on the certificates merely on account of initials not being spelt
-out fully or put after or prior to the surname, can be p_fucessed,‘ provided the si'gnattire of
the client on the Dematerialisation Request Form {DRF) tallies with the specimen signature
available with the Issuers or its R & T agent.

“®. A client may, in'the normal course, receive demat confirmation in about 30 days from the,

date of submission of demat request to the DP,

® There are special processes for Securities issuied by Government of India and simultaneous
transmission and demat.

How Does the Depository System Operate? $

* The ;peraﬁorls in the Depository System involve the. participation of Aa Depositcry,.

Depository Participants (DP), Company/Registrars and Investors.
* The company is also called the Issuer. A ,Deposiioryais an organisation that facilitates

”~

o
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a DP of his choice.

holding of securities in the electronic form and enables DPs to provide services to investors
relating t6 transaction in securities.

o There are two depositories in India, namely NSDL and CDSL. As per SEBI guideline, the
minimum net worth stipulated for a depository is Rs. 100 crores. NSDL (National Securities'
Depository Limited) was established in August 1996 and is the first depository in India.
CDSL (Central Depository Securities Limited) is the other depository and was established

Lt in1999. ¥ ’ B .

* A Depository Participant is the agent of the Depository and is the medium through which
the shares are held in the electronic form. : .

o They are also the representatives of the investor, providing the link between the investor
and the company through the Depository.

o A DP can be a financial organisation like — banks, brokers, financial institutions, custodians,
etc., acting as an agent of the Depository to make its services available to the investors.

» “The Depository system functions very much like the banking systemn. A bank holds funds in
accounts whereas a Depository holds securities in accounts for its clients. A bank transfers.
funds between accounts whereas a Depository transfers securities between accounts. )

o Inboth the systems, the transfer of funds or securities happens without the actual handling
of funds or securities. Both the banks and the Depository are accountable for safe keeping
of funds and securities respectively:

*

Opening a Demat Account:

. ¥ .

In order to start dealing in securities in electronic form, qn'e needs to open a demat account with

An investor is allowed to open more than one account with existing DP or with different

DPs. A maximum of three persons are allowed to open a joint demat account in their names.
There i5 no stipulated minimum balance of securities to be kept in a demat account.

Following is the procedure of opening a Démat account:

1. Choose a DP. b

2. Fill up an account'opening form provided by DP, and sign an agreement with DP in‘a
standard format prescribed by the depository. -

b

3 DP provides the investor with a copy of the agreement and schedule of charges for his
future refefence. ’

DP opens the account and provides the investor with a unique account number, also known
as Beneficiary Owner Identification Number (BOID).
L

Demat Conversion Process: .

Converting physical records of investments into electronic records is called dematerialising securities.
An investor having securities in physical form must get them dematerialised; if he intends to sell
them. In order to dematerialise physical securities investors must fill in a'DRF (Demat Request
Form) which is available with the DP and submit the same along with physical certificates. Every
security has an ISIN (Intérnational Securities Identification Number). Separate DRFs must be filled
for each ISIN Number. ’
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The complete process of dematerialisation is as follows:, B ' Notes
A # 1.  Surrender of certlﬁcates by-the investor for dematenahsahon to the depository participant. . *
l 2! Depository parhmpant intimates Depository of the request through the system.
) 3. Dépository participant submits the certificates to the regi_s.rrar of the Issuer Comparty.
Registrar confirms the dematerialisation 1 requiest from depository. )
After dematerialising the certificates, Registrar updates accounts and informs dep031tory of
the complehon of dematenahsahon ' ; '
6. Depository uipdates ifs accounts and informs the depository participant.
.Depository participant updates the demat account of the i.rwest‘or.'

Advantages o o N
There are several benefits associated with the Demat system:
» Itisasafe and convenient way to hold securities. |
¢ It ensures immediate transfer of securities. There is no stamp duty on transfer of securities.

/. ® Risks associated with physical certificates such as bad delwery, fake seamhes, delays,
thefts, ete. are eliminated. - .

. There is a major reduction in paperwork involved in transfer of securities, and reduction in
 transaction cost, etc. No odd Jot problem exists; even‘one share can be sold. ' .

* » -Change in address recorded with DP and gets registered with all comparﬁes; in which
investor holds securities eliminating the need to correspond with each of them separately.
¢ Transmission of securities is done by DP eIiminafing correspondence with companies.
*" Automatic credit into demat account of shares; ansmg out of bonus/ spht/consohdahon/
v mergeretc. can take place. -

" ® Holding investmients in equity and debt instruments in a single account is possible. Besides
" the above benefits, there are some additional advantages listed as below:

Benefit.to the Company:

The depository system helps in reducing the cost of new ‘issues due to lower printing and
distribution costs. It increases the efficiency of the registrars and transfer agents and the Secretarials
Department of the company. It prowdes better facilities for communication and timely services
w1th shareholders, mvestors, etc, . . .

N

B"'I‘leflf to the Investors: C o v

The deposltory system reduces nsks involved. in holding. physncal certificates,. e.g., loss, theft

-natilation, forgery, etc: It ensures transfer settlements and reduces delay in registration of shares.

It ensures faster communication to investors. It helps avoid bad delivery problems due to signature

differences, etc. It ensures faster payment on sale of shares. No stamp duty is paid on transfer of
. shares. It provxdes more acceptabrl:ty and liquidity of secunnes
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It reduces rlsks of delayed settlement It ensures greater profit due to i increase in volume of trading.
It eliminates chances of forgery, bad delivery. Tt increases efflaency of lradmg, profitability and
confldence in investors.

Disadvanta_ges ‘of the Demat System:

The disadvantages of dematerialization of securities can be surnmarized as follows:
‘Trading in securities may become uncontrolled in case of dematerialized securities.'

It is compulsory for the capital market regulator to keep a close watch on the trading in
dematerialized securities and to check that lradmg does not act as a detriment to investors

The role of key market players in case of clematenahze_d securities, such as stock-brokers,
needs to be supervised as they have the capability of manipulating the market.

Multiple regulatory frameworks havé to be followed, including the Depositories Act,
Regulations and the various By-Laws of various depositoriés.

, Additionally, agreements are entered at various levels in the process of dematerialization®
Investors may find the process complicated.

’ ‘ '

h

SUMMARY ° -

. ] T
A stock exchange facilitates stock brokers to trade company stocks and other securities.
A stock may be bought or sold only if it is listed'on an exchange. Thus, it is the meeting
place of the stock buyers and sellers. India's premier stock exchanges are the Bombay Stock
Exchange and the National Stock Exchange . oL

The secondary market or the stock exchanges are regulated by the regulatory authority. -
In India, the secondary and primary markets are governed by the Security and Exchange
Board of Indla (SEBI).

The Secunhes and Exchange Board of India was established by the Government of India
on 12 April 1988 as an interim administrative body to promote orderly and healthy growth’
of securities market and for investor protection, It was to function under the overall
administrative control of the Ministry of Finance of the Government of India.

The SEBI was given a statutory status on 30 January 1992 through an ordinance. The
ordinance was later replaced by an Act of Parhament known as the Securities and Exchange .

. Board of India Act, 1992,

Reasons for the Establishment of SEBI The capital market has witnessed a tremendous
growth during 1980’s, characterised particularly by the increasing participation of the
public. This ever expanding investors population and market capitalisation led to a
variety of malpractices on the part of companies, brokers, merchant bankers, investment
‘tonsultants and others involved in th? securities market.

The glaring examples of these malpractices include existence of self -styled merchant
bankers unofficial private placements, rigging of prices, unofficial premium on new issues,
nonadherence of provisions of the Companies Act, violation of rules and regulations of *
stock exchanges and listing requirements, delay in delivery of shares étc. These malpractices.
_and unfair trading practices have eroded investor confidence and multiplied. investor
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grievances. The Government and the stock exchanges were rather helpless in redressing the I

investor’s problems because of lack of proper penal provisioits in the existing legislation. In

view of the above, the Government of India decided to sét-up a separate regulatory body"

known asSecurities and Exchange Board of India,

‘The basic purpose of SEBI is to create an environment to facilitate efficient mobilisation and
allocation of resources through the securities markets. It alo aims to stimulate competition
and encourage innovation. This environment includes rules and regulations, institutions
and their interrelationships, instruments, practices, ihfi'_a_s_t}uctmeand policy framework.

Before selling the securities tﬁrough stock, exeharige, the companies have to get their

securities listed in the stock exchange. The name-of the company is included in listed
securities only when stock exchange adthorities are satisfjed with the financial soundness
and other aspects of the company. . -

The buying and selling of securities can only be done through SEBI registered brokers who -
-are members of the Stock Exchange. The broker can be an individual, partnership firms ot”

corporate bodies. So the first step is to select a broker who will buy/seli securities on behalf
of the investor or speculator. g -

."'—_ ———— e . . 4 = . . . )

* Demat (Dematerialized) account refer to an’ agcount which an Indian citizen must open s
-orsstock brokers) to trade in listed securities’in, |+ ** "¢
- electronic forin. Second'step in trading procedure is to open a Demat account, S

.with the depository participant (banks

~

The sécurities are held in the electronic form by a depository. Depository is an institution |
or an organization which holds securities (e.g. Shares, Debentures, Bonds, Mutual {Funds,-

etc.) At present in India there are two depositories: NSDL (National Securities Depository

Ltd.y and CDSL (Central Depository Services Ltd).

- ""-_Deposi_t_ory participant will maintain securities account balances of investor and intim‘at_e .
investor about the status of their holdings from time to time.

NSDL.;;erformsl its functions through its participants. The following are some of the |

important NSDL participants: . " .
The basic services of NSDL incluae services to brokers, banks, investors and c;ther agencies
which issue securities, and participate in the Indian financial market. In order to avail these
services, an investor has to open a depository account with DPs, The depository account is
of three types - beneficiary account, clearing member account and intermiediary account.

CDSL works for BSE and NSDL works for NSE; the trades can utilize both of the depositories |

for exchanging and settlement of securities. Another contrast betweén the two. is their
promoters. NSDL is backed by IDBI Bank Ltd., the Utit.trust of India, and NSE. CDSL is
promoted simply by BSE as of December 2019, NSDL was established in 1996 and CDSL
was established in 1999, '

T
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) KEY WORDS S
Stock l'rad,ilx;g:‘lt refers to the buying and sélling of sha{és in a particular company; if you
own the stock, you own a piece of the company. '

Dematerialisaﬁm;: The process by which a physical security certificate is converted into
electronic balances. ’

Rematerialisation: The process by which the securities are held in electronic form, are
converted into physical certificates.
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Market Transfer: As an investor, you can purchase/sell the securities held by you in the

- dematerialized format. -

Off-Market Transfer: Any trade which does not settle via the clearing house is an Off-
Market Trade. They include delivery of securities from sub-brokers or trade-for-trade
transaction. ’
Int_er—depoéitory transfer: An inter-depository transfer isa transfer of securities in the form
of one account in one depository to an accountin another depository.

Transmission: It is the devolution of the shares to another instead of self. This is operation
by law under cases of death, stccession, bankruptcy, marriage or inheritance.

Corporate actions: These are the benefits in the form of ESOPs, dividends, bonus etc. which
are given by corporates to the investors.

Bulls. and ‘Bears: The term does not refer to animals but to. market sentiment ‘of the
investors. A Bullish phase refers to a period of opturusm and a Bearish phase toa penod of
perssimism on the Bou:ses

Badla: This refers to a carry forward system of settlement, parhcularly at the BSE. lt isa
facility that allows the post'ponement of the dehvery or payment of a transaction from one
settlement period to another.. '

0dd lot tradmg: Trading in mulhples of 100 stocks or less.

‘Penny Stocks: These are securities that have no value on the stock exchange but whdse
trading contributes to speculatlon :

‘ ( pmzvnsw QUESTIONS

Explam the entities or players involved in clearing mechanism. - /
Explain the clearing and settlement process )
Explain the rolé/ functions of NSDL and CDSL

Benefits of dematerialization or depositary system. . '

i

FURTHER READINGS

Mukund Sharma , H.R. Appanaiah Stock and Cornmodlty Market Himalayan Publication
International Financial Management.

.Dr.Preeti Singh Stock and Commodity Market- ‘Himalayan Publication International
Financial Management khan, Indian Financial System 6th edition , Tata McGraw Hill

Garner, Carley. A Trader's First Book on Commodities.-(New Jersey:-FT Press, 2010):
Futures Trading Act 0f 1921, Declared unconstitutional in Hill v. Wallace 253 U.S. 44 (1922),
-the Grain Futures Act of 1922 and Board of Trade of City of Chlcago v. Olsen-262 US. 1,
(1923), :

Cronon, Wllham Pricing the Future: Grain. Nature's Metropohs Chicago and the Great -

West. University of Chlcago, 1991 pp.109-133



Commodity Market

COMMODITIES MARKET

Notes

Structure

‘40 Learning Objectives

41 Introduction .

‘42 -Commmodity Market .
43 Transactions in Commodity Market '

44 Participants ih Commodity Derivative market

4.5 Types of Commodity Derivatives

46 Efficiency in Commodity future markets *

4.7 'Govemning Body * . ]
48 Major Commodity Exchanges in india_- ’ :
49 Commodity Exchange - A Reference to the Indian Scenario

Summary

Key Words -

Review Questions

Further Readings

4.0 LEARNING OBJECTIVES

" After reading this chapter students will be able to: - . N
¢ Understand the meaning of Commodity market
*  Describe the concept"_l':al{sacﬁons in Commodity Market
- ¢  Know the various kinds of Commodity Derivatives
o Know the major commodity exchanges in India . ™

i

41 INTRODUCTION o .

A commodity market is a marKet that trades in the primary economic sector rather than manufactured
products, such as cocoa, fruit and sugar. Hard commodities are mined, such as gold ‘and oil Futures
contracts are the oldest way of investing in commodities.

Futures are secured by physical assets. Commodity markets can include physical trading
and derivatives trading using spot prices, forwards, futures, and options on futures. Farmers
have used a simple form of derivative trading in the commodlty market. for centuries for price
risk management, :
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A financial denvahve is a financial instrument whose value is derived from a commodity termed -

Notes,
an underlier: Derivatives are either exchange-traded or over-thecounter (OT Q).

An increasing number of derivatives aré traded via clearing houses some with central
counterparty clearmg, which provide clearmg and settlement services on a_futures exchange, as
wéll as off-exchange in the OTC market, » . =

Derivatives such as futures contracts, Swaps (1970s-), Exchange-traded Commodities (ETC) _ a

(2003-), forward contracts have become the primary trading instruments in commodity markets.
Futures are traded on regulated commodities exchanges. ~

Gver-thecounter (OTC) contracts are "privately negotiated bilateral contracts entered into
" between the contrachng parhes directly". .

Exchange-traded funds (ETFs) began to feature commoclmes in 2003. Gold ETFs dre based” *
4 n “electronic gold" that does not entail the ownership of physmal bullion, with its added costs
of insurance and storage in repositories such as the. London bullion market.

~  According to the World Gold Council, ETFs allow investors to be exposed to the gold market
without the risk of price volatility associated with gold as a physical commodity.

g

History v

Commaodity-based money and commodity- markets in a crude early form are believed to have
originated in Sumer between 4500 BC and 4000 BC. Sumerians-first used clay.tokens sealed in a .
clay, vessel, then clay writing tablets to represent. the amount—for example, the number ‘of goats,
to be delwered These promises of time and date of delivery resemble futures contract. N

.Early civilizations variously used pigs, rare seashells, or other items as commodity money
Since that time traders have sought ways to simplify and standardize trade contracts.

Gold and silver markets evolved in classical civilizations. At first, the precmus metals were
valued for their beauty and intrinsic worth and were associated with royalty.

In time, they were used for traéir’ig and were exchanged for other goods and commod.i;ies, or
for payments of labor.Gold, measured out, then became money. Gold's scarcity, ‘its unique density
and the way it could be easily, melted, shaped, and measured made it a naturat trading asset.

Beginning in the late 10th century, commodity markets grew as a mechanism for allocat:mg
goods, labor, land and capital across Europe. Between the late 11th and the late 13th century,
English-urbanization, regional specialization, expanded and improved infrastructure, the increased

use of coinage and the proliferation of markets and fairs were eﬁwm

The spread of markets is illustrated by the 1466 installation of reliable scales in the villages
of Sloten and Osdorp so villagers no longer had to travel to Haarleth or Amsterdam to welgh
their locally produced cheese and butter.- :

* The Amsterdam Stock Exchange, often cited as the first stock exchange, originéted_ as a market
for the exchange of commodities. Early trading on the Amsterdam Stock Exchange often involved
the use of very sophisticated contracts, including short sales, forward contracts, and options,

"Trading took place at the Amsterdam Bourse, an open aired venue, which was created as
v a commadity exchange in 1530 and rebuilt in 1608. Commodity exchanges themselves, were a
relatively recent invention, existing in only a handful of cities."

In 1864, in the' United States, wheat, com, cattle, and pigs were widely traded usm.g standard
instruments on the Chicago Board of Trade (CBOT), the world's bldest futures and options exchange.
Other food commodities were added to the Commodity Exchange Act and traded through CBOT

L]
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in the 1930s and 1940s, expa.ndmg the list from/ grams to include nce, mill feeds, butter, eggs, Notes
Irish potatoes-and soybeans.

Successful commodity markéts require broad consensus on product variations to make each
commodity acceptable-for trading, such as the purity_ of ‘gold in bullion. Classical civilizations
built complex global markets trading gold or silver for spices; cloth, wood and’ weapons, most of
which had standards of quahty and timeliness.

, Through the 19th century "the exchanges became effective spokestien for, ard innovators of,
improvements in transportation, warehousmg, and financing, which paved the way to expanded . {-...

" interstate and international trade.” ) ; el o

effectively developed powerfu! financial centers,

Trading commodities goes back to the dawn of human civilization as tribal clans and
newiy estabhshed kmgdoms would barter and trade with one another for food -Supplies, and

|

|

\ “-  Reputation and clearing became central concerns, and states that could handle them most
|

; markats, Exchanges regalate and standardized commodity
| efficient markets.

MOving price
ophdns "and fu £ "of products including gold silver; US. Treasu.ry ~
bonds, and energy products “The Ciucago Mercantile Exchange (CME) Group merged with the
Chzcago Board of Trade (CBOT) in ZW addmg interest rates and equity mdex -products to the

,{NYMEX) the Interconhnental Exchange (ICE}%nate the Space Each exchange offers'a wide
‘range of global benchimarks across ma]or asset classes.

4.2 COMMODITIES MARKET

The term commodityv refers 'ip any material, which can be bought and sold, Commodities in a
market’s context refér to any movable property other than actionable claims, money and securities.
' Commodities represent the fundamental elements of utility for human beings.

Commodity: market refers to markets that trade in primary rather then manufactured
products. Soft commodities are agricultural products such as wheat, coffee, cocoa and sugar. Hard
cormnod:txes are mined, such as (gold, rubber, and 011)

Conunodmes are hard-assets ranging from wheat to gold to ail. The US. government defines
comumodities in the 1936 Commodlty Exchange Actl The Act covers trading in agncultural and.
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r{aturgl resource commodities. Although the Act treats financial products like commodities, it
doesn't consider them to be commodities. The Act also bans trade in onions as a commodity.
Objectively, a'commodities market is a place where selected commodities are traded between
members, based on fixed rules and regulations. In a commodities market, the objectives of tradmg
can be any one of these two:

r

" To take delivery of the commodities in order to actually use them, or- /
"e  To profit from the price movements of the commodlhes e

To regulate the trading 6f commodities, we have many commodity exchanges operatmg in -
the market. Primarily, India has six national commodity exchanges namely,- -

* Multi Commodity Exchange (MCX) : . .
» National Commodity and Derivatives Exchange (NCDEX)T" '
¢ Indian Commodity Exchange (ICEX)

s 'National Multi Commodity Exc’hange (NMCE)

» ACE Derivatives Exchange (ACE)

¢ Universal Commodity Exchange(UCX)

In 2018, the National Stock Exchange (NSE) and the Bombay Stock Exchange (BSE) also
. launched a segment for tradmg in commodities on their exchanges.

Types of Commodities Traded in these Markets

Let’s again take a little detour and visit your local supermarket for a bit. You'll find various kinds
of goods put up for sale there, isn't 1t? You'll see manufactured products,like statxonery items,
utensils and clothes.

And you'll also see stuff that's grown or produoed - like friits and vegetables. Much like
this, the goods traded in the commuodities market can also clearly be classified into one of types
of commaodities - hard commodities and soft commodities.

Hard commodities

Hard commodities include riatural resources like metals and oil reserves that make up the backbone
of a country s economy. Some other examples of hard commodities include gold, silver, iron, steel,
aIurmmum and copper. .

Metals like these often act as key conlnbutmg agents to a country’ s export trade. The need
and availability of these resources can be monitored on a global scale, mainly because the demand
and supply for these hard commodities can be easily gauged or speculated.

Soft Commodities

Soft commodities are basically goods that are grown and nurtured. Think of agtricultural produce,
cattle and other livestock and any other agricultural or allied products. Unlike hard commodities,
it's not easy-to gauge the price movements of these goods mainly because they are influenced by
.a number of factors both local and global,

For instance, crops can be impacted ‘either posmvely or adversely due to seasonal pattems
and weather changes. And there’s no way these things can be predicted aocurately in advance
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' Definition of Commodities Market :
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A commoditiés Market is an organised market that funictions under established rules and regulations.

“This market is the place for the purchase and sale of commoditiés.

J.E Pyle has defined organised market in this way:

Commodlty exchanges are specialised organised markets wl'uch provide a place where their members
buy and sell commodities or contract for future delwery under established rules and regulations. .

The commodities which are generally traded in at the commodlty exchanges include the followmg |

(i) Natural produce of the soil e.g. cotton, ‘wheat, tea, Iute etc,
(ii) Mineral products like copper, gold, mica, lead etc.
_(iii) Some manufactured products like gunny bags, clothing, hides; artificial jams etc.
All types of commodities are not fit for dealings i in the commodity exchanges. .

-The products which possess the follounug characteristics are fit for dealing in commodxes Market

1. Homogeneity‘

The commodity must be homogeneous i.e, all-units of a particular commodity must be
perfectly identical so that all dealers may mean the same commod:ty when they mention it
~ in their dealings.

2. Durability:

It must be durable so as to last for a period of a future contract (ordmanly more than one
year). If it penshes rather quickly, con-tracts for its purchase and sale will be frustrated.

3. Gradability:

The commodity should be such as will lend itself to graclmg If the commodity cannot be
classified into well-known grades, tradmg will be difficult for every time'the quality will
have to be ascertained. «

4. Price Fluctuation:

E
<

There must be frequent fluctuations in ‘the price of the commodity. If there were no pnce'

fluctuations, the speculators would have no intention to speculate i in itatthe exchange

" 5, . Open Supply:
. - The supply of the commodxty should be open and free and should not be monopolized
. by one or a few persons. Agam, the supply of the commodity or its-price must not be
controlled by the Govt.

- Objectiw'.res of Commodity Eichanges

The orgamsed market represents a public organisation consisting of buyers, sellers, producers,
traders and dealerg dealing in one or more commodities which constitute the articles of trade in
the market. The exchange for commodity is’a private association of dealers and is not for making
money or profit or for fixing prices.

Its objectives are to provide an open platform for the interaction of free play of the forces .
. of demand and supply. It only registers the prices reflecting the forces of demand and supply.

Buymg and selling, trading practices and actual working of the organised market are governed
by a code of rules and regulations and these can ensure falr dealings, fair prices and equity.

Cornmodity Market

Notes

B
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Nature of Commod:ty Exchanges

Organised market has the following features

1.  Best facilities available for close and contmuous contact between totaI demand and’ total ..
supply both present and potential.

2. All businesses are governed by rules and negulahons and these rules are stnctly enforced
by the exchange authorities, -

3~ Usua]]y the efchange enjoys internal autonomy and it is self—regulated self-administered
and! ‘self-disciplined autenomous body. At present, almost in all organised markets there
are special legislationis to control the activities of these orgarused markets.

4. Thereis free competition of buyers and sellers. The forward markets for commodities and
securities are also known as two-way auction markets. Open public outcry gives offers and
bids by sellers and buyers. They also use finger signals to declare their prices and amounts. ‘

5. Every forward market has a clearing house organisation to facilitate clearing of all dealings
and their settlement. The clearmg house guarantees payment of dues and taking and giving
of dehvery of commodmes or securities during the settlement period.

6. An ised market acts as a clearing house-of market information, i.e., colléction of
all facts.and figures and regular publicity of all relevant statistical information which
helps:the- tracl\ers to;estlmate and forecast price trends, changes in demand and supply.
Conistant price quotauon services enable people to make théir purchases and sales with
‘certainty and conﬁdence

7. The speculative trader is a necessary and vital part of any broad and stable commaodity or
se~curities market. Speculation is an integral part of market mechanism whether in stock
exchange or in commodity exchar}ge

8. Itisaconvenient central market place: - -

Key Points . ./

* A commodity ma:ket involves buying, sel.hng, or trading a raw product, such as 011 gold,
or coffee.

*s  There are hard comumodities, which are generally natural resources, and soft commod:tles,-
which are hvestock or agricultural goods

”

* Spot COD‘III‘IOdll‘lES markets mvolve 1mmed1ate delivery, wl'ule denvatlves markets etitail
delivery in the future;

* Investors can gain exposure to commedities by mveshng in companies that have exposure
to commodities or investing in commaodities directly via futures contrachs

* ThemajorUS. commodity exchanges are the Chicago Board of Trade, the Chicago Mercantile
Exchange, the New York Board of Trade, and the New York Mercantile Exchange.
d :

¥

Fur_lctions of Commodity Exehanges

L

_Commodjty exchanges are generally “utilised for wholesale dealings in agncultural conunodmes

or the products of some important pnmary industries like lumbering, - S
These exchanges perform the followmg 1mportant functions: S
1 Prov:dmg a Market Place:

A commodity exchange provides a convenient place where the members can meet at fixed




o~ | ' Commodity Market
hours and transact business in a commodity ac_'co;fding to a certain'well established rules " Notes
and regulations. This type of facility is very important for trading in such commodities.- | ~~ ™

as are produced in abundance and cover a very wide field as far as trading therein-is

|
|
|
|
con—cerned: - - i
2., Regulating Trading:-
|

As organised markets commodlty exchanges establish'and enforce rules and regulations
with a view to facilitating trade on sound lines. The rules define the duties of members and .
lay down methods for business transaction.

3. Collecting and Disseminating Market Information:

The buyers and sellers on the commodity exchange enter into deals for settlement in future .
after making an assmment the trends of price and the prospects ‘of a rise or fall in prices
‘of a commodity. The commodity exchange acts as an association of these traders collecting -
the necessary information and the relevant statistical data and pub-lishing it for the benefit

of traders all over the country. .

4. Grading of Commodities:

'Commodlhes which are traded on the commodity exchanges have, to be graded according
to quality. In’this'manner, the dealers can qur.ckly enter into agreements for the purchase
and sale of comrnodities by description. Y .

5.  Settling Disputes through Arbitration: - -
The commodity exchange provides machinery for the arbitration of trade disputes.

Where-to invest in commodities?

There are six major commodity trading exchanges in India as listed below
Multi Comimodity Exchange - MCX

National Commodity and Derivatives Exchange - NCDEX
National Multi Commodity Exchange - NMCE

Indian Comimodity Exchange - ICEX = :
Ace Derivatives Exchange - ACE s
6. The Universal Commodity Exchange - UCX

|
' In 2015, the’ regulatory body of the commodities trading - Forward Market Commission (FMC) [ |
f merged with _the Securities and Exchange Board of India (SEBI). Commodity tradmg in these
| exchanges requires standard agreements as per the instructions so that trades can be executed )
i without visual inspection. In general, commaodities are classified into four types:

~
LU S

1.  Metals < Silver, Gold, Platinum, and Copper
2. Energy - Crude oil, Natural gas, Gasoline, and Heating oil
3. Agriculture - Corn, Bean/s, Rice, Wheat, etc.,
4. Livestock and Meat - Eggs, Pork, Cattle, etc.,

How Commodity Markets Work

Commodities markets allow producers and consumers of commodity products to gain access to them
in a centralized and liquid marketplace. These market actors can also use commodities derivatives
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to hedge future consumption. or productibn:' Sp_emlatérs, investors, and arhitrageurs also play an
active role in these markets. Certain commodities, such as precious metals, have been thought of
to be a good hedge against inflation, and a broad set of commodities as an alternative asset class

.can help diversify a portfolio. Because the prices of commodities tend to move in opposition to°

stocks, some -investors also rely on'comumodities during periods of market volatility.

. 'In the past, commodities trading required significant amounts of time, money; and expertise,
and was primarily limited to professmnal n-aders Today, there are more options for participating

in the cornmadity markets.

Types of Commodity Markets .

Generally speaking, commodities trade either in spot markets or derivatives markets. Spot markets
are ‘also referred-to as “physical markets” or “cash markets” where buyers.and sellers exchange
physical commodltles for immediate dehvery

Denvanves markets involve forwards, futures, and options. Forwards and futures are
derivatives contracts that use the spot market as the underlying asset. These are contracts that
give the owner control of the underlying at some point in the future, for a price agreed upon
today Only when the contracts expire would physical delivery of the commodity or “other asset -
take place, and often traders will roll. aver or c]ose out their contracts in order to avoid making
or taking delivery altogether.

Forwards and futures are g’enerically.me,same,' except that for\&'ards are customizable and-
trade over-the-counter (OTC), whereas futures are standardized and traded on exchanges.

Examples of Commodities Markets- H

The major exchanges in thé US, which trade commodities, are domiciled in C}ucago and,New
York with several exchanges in other locations within 'the country. The Chicago Board of Trade
(CBOT) was established in Chicago in 1848. Commodities traded on the CBOT mclude corn, gold,
silver, soybeans, wheat, oats, rice, and ethanol. The Chicago Mercantile Exchange (CME) trades

. commodities such’as milk, butter, feeder cattle, cattle, pork bellies, lumber, and-lean hogs.

. The New York Board.of Trade (NYBOT) comrmodities' include, coffee €0Coa, orange ]ulce,
sugar, and ethanol trading on its exchange. The New York Mercantile Exchange (NYMEX) trades
commodities on its exchange such as oil, gold, silver, copper, aluminum, palladium, platinum,
heating oil, propane, and electricity. : )

Key commodlty markets in regional centers include the Kansas City Board of Trade (KCBT)
and the Minneapélis Grain Exchange (MGE). These exchanges are primarily focused on agrictlture,
commodities.. The London Metal Exchange and Tokyo Cominodity Exchange are prominent
international commodity exchanges.

Commodities are predominantly traded electronically; however, several USS. exchanges still
use the open outcry method, Commadity tradmg conducted outside the operation of the exchanges

is referred to as the over-the-counter {OTC) market. .
Tl ¢ " ’ LY

‘Electronic Commodities Trading

In traditional stock market exchanges stich as the New York Stock Exchange (NYSE), most trading
activity took place in the trading pits in face- to-face interactions betweén brokers and dealers in
open outcry ‘trading. In 1992 the Financial Information eXchange (FIX) protocol was introduced,
allowing international real-time exchange of information regarding market transactions. The U.S.

¥
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« system t0 a decimal system by April 2001. Metrification, conversion from the imperial systernt of

Securities and Exchange Commission ordered US, stock markets to convert from the fractional

3 measurement to the metrical, increased throughout the 20th century.

. : Eventually FlX-comphant mterfaces were adopted globally by commodlty exchanges using

the FIX Protocol. In 2001 the Clucago Board of Trade and the Chlcago Mercantile Exchange (later
merged into the CME group, the world's largest futures exchange company) launched their FIX-
compliant interface.

By 2011, the alternative tradmg system (ATS) of electronic tradmg featured computers buying

‘and selling without human- dealer intermediation. High-frequency tradmg (HFT) algorithmic

trading, had almost phased out "dinosaur floor-traders”.

- Complekity and Interconnectedness of Glabal Market

N

The robust growth of emerging market economies (EMEs, such as Brazil, Russia, India, and Chma),
beginning in the 1990s, "propelled commodity markets into a supercycle”. The size and diversity
of commodity markets expanded’ internationally, and pension funds and sovereign wealth funds

+, started allocating more_capital:to cominodities, in order to dwersﬁy into an asset class with:less

exposure to currency depreciation..

In 2012, as emerging-market econormes slowed down, commodity prices peaked and started
to decline. From 2005 through 2013, energy and metals' real prices remained well above their
long-terin averages. | In"2012, real food prices were their highest since 1982.

The price of gold bullion fell dramatically on 12 April 2013 and an.alysts frantically sought
explanations. Rumors spread that the European Central Bank (ECB) would force Cyprus to sell
its gold reserves in response to its financial crisis.

Major banks such as Goldman Sachis began immediately to short gold bullion, Investors
scrambled to liquidate their exchange-traded funds (ETFs) and margin call selling accelerated.
George Gero, precious metals commodities expert at the Royal Bank of Canada (RBC) Wealth
Management section reported that he had not seen selling of gold bullion as panicked as this in

" his forty yeats in commodity markets.

The earliest commodity exchange-traded fund (ETFs), such as SPDR Gold Shares NYSE Arca:
GLD and 1Shares Silver Trust NYSE Arca: SLV, actually owned the physical commodities, Similar
to these are. NYSE Arca: PALL (palladmm) and NYSE Arca: PPLT (platmum)

'However, most Exchange Traded Commodities: (ETCs) 1mplernent a futures trading strategy.
At the time Russian Prime Minister Dmitry Medvedev warned that Russia could sink into recession.
He argued that "We liveina dynamlc, fast-developing world.

It is so global and so complex that we sometimes cannot keep up with the changes Analysts
have clau'ned that Russia's economy is overly dependent on commod:hes

ol

. Contracts in the commodlty market ' .

A Spot contract is an agreement where delivery and payment either takes place immediately,

or with a short lag. Physical trading normally involves a visual mspechon and is carned out in .

physical markets such as a farmers market.

, Derivatives markets, on the other hand, reqmre the existence of agreed standards so that
trades can be made without visual inspection. .
_ .

Commodity Market
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_ produced in the US.A. (I'\an.-screengd, stored in silo)".

US soybean futures, for something else, are of not being standard grade if they are "GMO or a
mixture of GMO and Non-GMO No. 2 yellow soybeans of Indiana, Ohio and Michigan origin

-

They are of "deliverable grade” if they are "_Gl_\;lO or a mixture of GMO and Non-GMO No.
2 yeliow soybeans of lowa, Illinois and Wisconsin origin produced in the US.A. (Non-screened,

stored in silo)". Note the distinction between states, and the need to clearly mention their status as.

GMO (genetically modified organism) which makes them unacceptable to most organic food buyers.

Similar specifications apply for cotton, orange juice, cocoa, sugar, wheat, corn, bérley,.pork
bellies, milk, feed stuffs, fruits, 'vegetables, other grains, other beans, hay, other livestock, meats,

 poultry, eggs, or any other commodity which is so traded,

Standardization has also occurred technologically, as thie use of the FIX Protocol by commodities

.exchanges has dllowed trade messages to be sent, received and processed in the same format as

stocks or equities. This process bégan.in 2001 when the Chicago Mercantile Exchange launched a

. FIX—compliant interface that was adopted by comi-rﬁ"idity exchanges around the world.

4.3 TRANSACTIONS IN COMMODITY MARKET °*

Broadly speaking there are two types of fransactions — Cash andFutures. The commedity markets,
therefore, have the characteristics of organised markets. In some commodity: markets only cash
contracts are executed but generally commodity markets are, future markets.

1. Cash Contracts (Physical Market): :

The cash E:onh'acts_for the purchase or sale of commodities are those which call for payment
of the full contract price in cash on delivery. Such contracts are made in the cash or physical
market. In fact they -are also referred to physical contracts in the sense that they deal in
actual or physical products. :

The cash or physical contracts may be subdivided into two subclasses:
() Spot Transactions:..

Spot transactions are thosé'ca_sh contracts which involve the payment for the price by buyer
and the delivery of the specified grade of goods by sellers iminediately. These contracts
relate to the purchase or sale of commodities on spot. The essence of such contracts is'the

ready delivery and acceptance of the delivery of the goods sold.

Spot Market :Market where-bﬁn'\mpdiﬁés are brought and sold in physical form by paying

cash is a spot market. _ R

For example, if you are a farmeér or dealer of Charia and you have physical holding of 10
kg of Chana with you which you want to sell in the market. You can do so by selling your
holdings in either of the three commodities exchanges in India in spot market at the existing
market or spot price. ) vt
(i) Forward Contracts: f( :

Forward dealings are those cash contracts made in the cash or physical market which call
for the delivery of goods and payment of the price after a specified period on a fixed date,
The basic feature common to both the spot contracts and the forward contracts is that they
are made and settled not necessarily in the premises of the commodity exchange. That is to
say, the cash contracts are generally made outside the exchange.

b
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Futures Contracts:
A. futures. contract is a special type of agreement made strictly under the rules of a

commodity which may or may not call for the actual delivery of goods and payment of.

price in cash on a future date.

A futures contract has béen defined “as a contract for the future delivery of some commodity
without reference to specific lots, made under the rules of some commercial body, in a set

form, by which the conditions as to units of amount, the quality and time of dehvery are

stereotyped, and only the determination of the total amounts and the price is left open to
the contracting parties”. . .

Futures Market : The market where the commodities are brought and sold by entering into cotract
to settle the transaction at some future date and at a specific price is called futures market,

This definition brings out the following features of a futures contract:

M

(i)

()

i

.,r

Such contracts are meant exclusively for future settlement through ‘the exact data of
settlemnent is decided by reference to the wishes of the seller and the estabhshed rules of
the commodjty exchange.

Such contracts do not specxfy the parhcu]ar grade of a commodlty but impliediy refer toa
basic grade called the contractl grade accépted as the common grade for all futures dealings.

The details in respect of the unit of amount, the time of settlement, the quality etc. are

" . mentionéd in the rules and regulations and-are common to all such contracts. The

contracting parties have to decide upon the price at which the contract is to be settled
sometime in one of the trading months specified by the exchange :

The meaning of futures will be clear if the following basic features of such contracts are referred to:

Futures contracts are made only in the ring of the commodity exchanges and not outside
the exchanges

Omly members of commodlty exchange can enter into such'a'deal. No outmder can become
a party to a futures agreement.

Such contracts can be made only in mulhples ofa ﬁxed unit of tradmg specified in the rules

© of the exchange. No such contracts can be made in frachons of these units.

The futures contracts are settled only in the trading months adopted by exchange. Every
exchange specifies 3 to 4 months in a year for settlement of such contracts.

The time of delivery is not specified in these contracts. It is left to the choice of the seller
The seller may settle the contract on any day of the tradmg month for which the dehvery
was fixed.” ' :

As per tules of the ex?:hange the contracting parhes have to deposit a certain ps'ercentage

of the contract price with the exchange as “margin money’ whenever they make a futures
contract.

‘Since futures contracts are entered into only under the rules of the commodity exchange

concerned, all disputes between contracting parties are required to be settled through
arbitration by the machmery provided for the purpose. v

"The futures contracts differ from cash contracts not only in respect of the above features -
but also in regard to the basic purposes for which they are. made. AH futures contracts are
‘generally made for the purpose of speculation or hedging.

The general procedure for settlement is the neutralisation of the origiﬁal ‘contract by an

"opposite contract on settletnenit so that only difference between the current and the contract

price is paid.
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- Difference between Forwards and Futures Contract

It is rarely that actual delivery of goods is‘taken'and price paid in settlement of futures
contracts. Cash contracts are made for actual purchase and sale of the commodities. Under
these contracts the commodity is delivered and the price pazd in full, though in some cases
price dlfferences may be paid. )

“The futures market is also called the exchange ma:ket as against physical market ‘which is

another name for cash market.

The futures.trading are the most important feat‘ure of business activity on the cormmodity
exchange. In fact, the commodity éxchanges are organised mamly for futures contracts The
futures contracts are made for speculative ancl hedging purposes

a

'

I-‘orwards Contract: ’ ’ <

Essentia y, OTC contracts involve only the buyer and the seller

Both the' ]T:artles in forwards contract have necessarily to perform the contract.
There is no payment of any initial margins in forwards’ contract.

In forwards contract the maturity and size of the contract may be customised.
Settlement takes place only on the. date of maturity on forwatéls contract.
Credit or Counter—party risk is high in forwards contract. |

Markets for forward contracts are not very liquid.

In forwards contract physical delivery.takes place on the maturity date.

Futures Contract:

1. Fut‘ures contract is traded thmugh an ex-change. Buyer, Seller and Exchange are mvolved
2. Futures contract need not necessanly culminate in delivery of the underlymg
3. To tade in futures contract, one has to become a member of the exchange by paying the
initial margin and maintain a variable margin account too with the Futures Exchange.
4 The maturity and size of contracts are standardtz;ed in futures contract.
* In futures contract settlement isona daﬂy basis on all the outstandmg contracts {marking
to market on a daily basis).
The Futures Exchange takes care of credit or counter-party risk.
Futures contracts are highly liquid and can be closed out easily.
Hardly 2% of the total contracts are deliverec_i and taken delivery of in futures contract.
Derivatives o
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Derivatives are instruments whose value is determined based on the value of an underlying asset.
Forwards, futures and options are some of the well- known ‘derivatives instruments widely used
by the traders in commodities markets. * '
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44 PARTICIPANT S IN COMMODITY DERIVATIVE MARKET

o

1) Hedgers‘ ;.-

They use denvabves ‘miarkets to reduce or eliminate the risk associated with price of a commeodity.

 They trade in the futures market to transfer their risk of movement in prices of the commodity .

they are actually physically dealing. Some of the hedgers are listed below and their ob]ectwe from
trading in this market:-

a) Exporters: People who need protection: agamst hlgher pnces of commodmes contracted
from a future delivery but not yet purchased

b} Importers People whe want to take advantage of lower prices agamst the. commod;t:es
contracted for future delwery but not yet received:

‘c}  Farmers: People who need protection against dechmng prices of crops still inthe ﬁeld or
against the rising prices of purchased inputs such as feed. .

o d) Merchandisers, elevators: People who need protection against lower prices between the
time of purchase or contract of purchase of commodities from the farmer and-the time it is
-sold. ! :

€  Processors: People who need protection agamst the i mcreasmg raw material cost or against
decreasing inventory values -

2) Speculators Lo i . .

Speculators are those who may not have an mterest in 1 the ready contracts, etc. but seean opporturuty
of * price movement favorable to them. They prowde depth and liquidity to the market. They
_ provide a useful economic function and' are mtegral part of the futures the market. It would not be
wrong to say+that in, absence of speculators the market will not hqmd and may at times collapse.

3) Arbitrageurs

Arbitrage refers to the simultaneous- purchase and sale in_two markets so that the selling price
is higher than the. buymg price by more than the transaction cost, resultmg in risk-less profit._

b
*

Advantages of commodity Derivatives .

1) ' Management of risk: This is most important function of'b;smmoaity'- derivatives. Risk .

' management is not about the elimination of risk rather it is about. the management of
risk. Commodity derivatives provide a powerful tool for limiting risks that fan:ners and
organizations face in the ordmary conduct of their businesses. .

2)  Efficiency in tradmg: Commodlty derivatives allow for free trading of risk components
- and that leads to improving market efficiency.

Traders ﬁnd commodlty derivatives to be more attractive instruinent than the underlying

security. This is mainly because of the greater amount of. liquidity in the market offered

_ by derivatives as well as the lJower transaction costs assocmted with l'radmg a commodity

derivative as compared to the costs of trading the underlymg commodlty derivative as
compared to the costs of trading the underlying commodlt'y in cash market

' 3) Speculahon This is not the only nse, and probably not the most. 1mportant use, of
* commodity derivatives. Commodity derivatives are cons1dered to be risky. If not used
property, these can leads to financial destruction in an orgamzahon :

»

2

Commodity Market '

Notes

Self-nstructional Material 1143

i




Commaodity and Stock Market

Notes : 4)

5)

L4

a)

b)

d}

g

144 [l Self-Instructional Materlal

Risks faced by participants in commodity derivatives markets

Commodxl‘y Transactlon Tax

‘transactions have been exempted from any levy.

Price discover: Another important application of commodity derivatives is the price

.discovery which means revealing information about future cash market prices through the

futures market. . P

Price stabilization function: Commodity Derivatives market helps to keep a stabilising
Anfluence on spot prices by reducing the short-term fluctuations. In other words, derivative
reduces both peak and depths and leads to price stabilisation effect in the cash market for
underlying asset.

" Different kinds of risks faced by participants in commodity derivatives markets are:

Credit risk
Market risk
Liquidity risk
Legal risk-
Operational risk
Credit risk: Credit risk on account of defau.lt by counter party: This is very low or almost

‘zeros because the Exchange takes on the responsibility for the performance of contracts.

Market risk: Market risk is the risk of loss on account of adverse movement of price.

Legal risk: Legal risk is that legal ob]echons might be raised; regulatory frameéwork rxught

disallow some activities. .-

Operatmnal risk: O'perahonal risk is the risk arising out of some operational difficulties,
like, failure of elegtricity or connectivity, due to which it becomes difficult to opeérate in the
market.

-
-

-

CIT is apphcable for those dealing in trading of commaodities. It'is introduced to tax the

‘commodity trading in India wheré both parties —buyer & seller of contract—will be taxed

depending on the amount of contract size. CCT will be similar to the securities transaction
tax (STT) levied on the purchase and sale of equities in the stock market. So far, commodity
While'agricultural commodities will be exempted from CTT, non-farm commodities like
gold, silver and non-ferrous metal$ such'as copper and energy products like. crude oil
and natural gas will be taxed. Currently, STT of 0.1%-0.025% is levied on stock market
transactions. STT has been-reduced to Rs: 1-from Rs. 250 per lakh on redemption of.
exchange traded fund / mutual fund from fund houses and to Rs. 1 from'Rs. 100 per lakh |
on redemption of ETF/MF from exchange.

The'tax led many investors to shift to commodity. exchanges as there is nc transaction
charges levied on commodity trading. CTT will be allowed as a deductioh’if the income
from such t-ransachons form part of business income.

CTT shall be levied on non—agncultural coinmedities futures contracts at the same rate as
on equlty futures that is at 0.01% of the price of the trade.

Accordmg to the finance rrumstry estimate, CTT will bring revenues of around Rs.45 billiqn




to government. It is also aimed at bnngmg transparency in the r:ommod:ty exchange

-exchanges.

. 3 B "

¢ IfCTTis imposed, Multi Commodity Exchange, Natlonal Commodities and Derivatives

Exchange, National Multi Commodity Exchange, Indian Commothy Exchange and Ace
Derivatives and Commodjty Exchange would be affected. "

. * CTT is levied on the value of taxable commodmes_ transaction as:
—Sale of an option in good or an option in comumodity derivative
- —5ale of an option in goods or an optiortin cbi'nmodity derivative, where option is exercised

—Sale of any other commodity derivative

option in goods or an option in commodlty derivative and sale of any other commodity.
derivative and 0. 125% for sale of an option in goods or an option in commochty derivative,
where option is exercised. :

o Till now, traders have to pay brokerage oon buying and selling the comrhodities. But from
now on CTT will be charged which will increase the transaction cost of trading in non-
agri commodities. The CTT will be additional burden on trader because they already pay
deposit margin, brokerage, stamp duty and transaction charges. '

~, . S

. 45 TYPES OF COMMODITY DERIVATIVES

Two important types of commodity derivatives are”

L. » Cpmmodity options.
* .Commodity futures. -

-

- for hedging and speculation. The commodlty option holder has the right, but not the
. obligation, to buy (or sell) a specific quantity of a commodity at a specified price on or
before a specified date. Option contracts involve two parties - the seller of the option writes
the option in favor of the buyer {holder) who pays a certain premium to'the seller as a price

* for the option.

There are two basic types of commodity Optwns q call optton and a put option.

e Acal option gives the buyer, the right to buy the asset (commodity) at a given price. This
‘given price” is called “strike price’. For example: A bought a call at a 'strike price,of Rs.500.
On expiry the price of the asset is Rs.450. A will not exercise his call. Because he can buy the
same asset form the market at Rs.450, rather than paying Rs.500 to the seller of the option.

° A put option gives the buyer a rigf{lt to sell the asset at the ‘strike priée’ to the buyer. Here
the buyer-has the right to sell and the ‘seller has the obligation to buy. For example: B

than giving it to the seller of the put option for Rs.600.
(2)  Commodity Futures Conlracts: A futures contract is an agreement for buying or selling

a commodity for a predetermined delivery price at a specific future time. Futures are -

standardized contracts that are traded on organized futures exchanges.

market. However, CTT would raise transachon costs of the conunodltles traded on the '

* CTT is not new. The Finance Act 2008-09 proposed alevy of CTT at 0.017% for sale of an _

iy Commedity Options contracts: Like futures, options are also financial instruments used _

bought a put at a strike price of Rs.600. On expiry the price of the asset is Rs.619.'A wilt not
exercise his put option. Because he can sell the same asset in the market at Rs.619, rather.
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For example, suppose a farmer is expecting his crop of wheat to be ready in two months
time, but is worried that the price of wheat may decline in this period. In order to minimize his
risk, he can enter into a ful-ures contract to sell his crop in two months” time at'a price’ detenmned
now. This way he is ablé to hédge his visk arising from a. p0531ble adverse change in the price
of his commodity.

Futures contracts are products created by exchanges. A fut-uxes contract is an agreement
that requires a party to a agreeing either to sell or.buy something at a designated future date at
a predetermined price. .

As the valie of a futures contract.is derwed from the value of the underlymg instrument
they are commonly called derivative instruments,

The basic ‘economic function of: futures markets is to provide an opportunity for ma.rket

- participants to hedge against the risk of adverse price movement

The futures contracts based on a financial mstrument or. a financial index are known as
financial futures.. Financial futures can be classified as “stock index fuhmes interest rate futures,
and currency futures.

b - i -
Financial futures contracts exist to provide risk management services to participants. Risk

and uncertainty ‘i the form of price volatility and opportumsm are major-factors giving rise.to’

future trading.

-

Futures trading evalved out of autonomous forward contracting by me:chants, dealers and
processors, designed: to increase business efﬁc:lency

Indeed, early. futures. markets ‘were viewed as delivery markets in which transactions were

. “facilitated by the provision of uniform rulés on grade and delivery terms, and the security provided

by the clearing houses in guaranteeing mdwndual contracts.

This evolution from spot, to-forward, to futures contracts suggest a progressive adaptation
of institutions to’more efficient methods of dealing with price risk.

It s frequently argued that a pre-condition for futures trading'is a well developed cash
market and the breakdown of forward contracting.-Futures- markets develop because they are
a more efficient means of transferring those gontract rights attached to price. Spot and forward
contracting may become too costly. ' '

However, these three contractlng modes are not mutually exclusive.ways of t-ransactmg
Indeed, the development of fuhires markets improve the efficiency of spot and possibly of forward

' contracting.

It is perha];s best to view futures markets as ‘side’ markets designed to deal with price
volatility that is poorly handled by spot and forward markets. This transactional superiority of
fumres markets comes mainly from their transaction - cost reducing attributes.

Futures markets, by forming prices relating to forward delwery dates, project their prices into
the future. These prices are used by agents to plan future production to price forward contracts
for the supply of commodities, and to tender for forward contracts.

Agents need not transact on future exchanges to use futures prices in this way, and the

* information contained in such prices is an externality to them.,

-Agents thay also use futures markets in deciding whether to store a com{nodit'y (using the

“forward premium as an indicator of whether storage is expected to be profitable).

In addition, futures markets may help agents to decide the timing of inputs purchases and
of processing activities according to the expected outcome of hedgmg Agents in these latter two

categones are, of course, transistors on futures markets:
¥

-
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s Thus, futures markets perform a forward pncmg function, and in these 3 ways futiires prices
'™ facilitate the allocation of resources between.present and future uses.

4,

L ‘=” =

Commodities suitable for futures trading 2. '

~—

N 1)  The commodity should have a suitable démand and supply conditions.

-

2)  Pricesshould be volatile to necessitate hedging through futures price risk. As a result there
would be a demand for hedging facilities. ‘ '

3)  Prices should be volatile to necessﬁatehedgmg through futures trading i in this case persons
with a spot market comrmu'nent face a pnce risk. As a result there would be a demand for,
hedging facilities.

4) The commodlty should be free from: substantial control from Govt, regulations (or other
: bodies) i imposing resmchons on supply, dlstnbutmn and prices of the commodity.

5} The commodity, should . be homogenous or, alternately it must be possible-to specify .a
21 standard is necessary for the futures exchanges to dea] in standardized contracts. .

6)' The commodity should be storable. In the abserice of this condition arbitrage would not be
possxble and there would be no relationship between spot and flitures.

Feal-ures of commodlty Futures

a‘}’ ‘Trading in futures is necessanly orgamzed under the recogmzed assoc1at10n s0 that such
- ‘trading is conducted with the procedure laid dgwn in the Rules' and’ Bye-laws. of the
assoc:ahon

b)  The units of price quotation and tradmg are fixed contracts, parhes to, the contracls not
being capable of altering these units.

¢)  Thedelivery periods’ are specified.

d) Thesellerina futu:es market has the choice to decide whether to deliver goods agamst

- outstanding sale contracts. In case he decides to deliver goods, he can do so not only at

the location of the Association through which trading is orgamzed but also at a number of.
other pre-speaﬁed delivery centres. ~ .

. 46 EFFICiENCY IN _COMMODI’I"Y FUTURE MARKETS

%

. Efficient futures markets provide a mechanism for managing the risk associated with the uncertainty

ik, future events. The value of futures markels arises from their ability to predict the price of a -

given asset ata speaﬁed future date efficiently and without bias..

A market may be defined as efficient in the- informational Sense 1f\\the prices ¢ of the assets
-traded on that market mstantaneously reflect all- avallable information. %

“ This definition is strong one and in terms,pE weak definition prices will reflect all-available

' information up to the point‘where the cost. of doquiring additional’ information is équal to the -

benefits derived from that information. Efﬁmency wﬂl be achieved thmugh arbltrage between traders,

Market efﬁaency also implies that ‘flitures nw:ket prices are equal to expected future spot |
prices and risk prermum which _may be constant or time varying.

«

* Al the commodities are not suitable for futurés trading. It must fulfill the following characteristics:
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Alternatively, if markets are efficient and if no risk premium is present futures prices will
be unbiased predictors of future spot prices only. Under the conditions of market efficiency and
risk neutrality, we can frame the hypothesis that futures prices provide unbiased forecasts- of
spot prices. The’concept of market efficiency is to be understood while taking time dimensions
into consideration i.e. Markets may be efficient and unbiased in the long run, but may experience
short-run ineffici}encies'and pricing biases, 5 .

The ability of futures markets to predict s;.tbsequent spot pﬁces has been a controversial topic
for a number of years. Empirical evidence to date is mixed; fqr,ari'y given market, some studies
find evidence of efficienty, others of inefficiency:

] ’ )

In part, these apparently conflicting findings reflect ‘differences in the'time periods analyzed
and the methods chosen for testing, A limitation of existing tests is the classification of markets
as either efficient or inefficient with no assessment of the degree to which efficiency is present.

- This topic presents tests for unbiasedness and efficiency across a range of commodity and
financial futures markets, using a cointegration methodology, and develops a measure of relative
efficiency. In general, the findings suggest that spot and futures’ prices are cointegrated with a
slope coefficient that is close to unity; so that the postulated long-run relationship is accepted.

However, there is evidence that the Ior{g-run relationship does not-hold in the short run;
specifically, ‘changes in the spot price are explained by lagged differences in spot and futures
prices as well as by the Basis. This suggests that market inefficiencies exist in-the sense that past

information can be used by agents to predict spot price movements.

‘How “Future Trading” Helps in Improving Agriculture Production in Tndia

There is'a considerable time gap between the time of initial investment-and the receipt of returns-
from the final farm produce. Therefore, a farmer is highly- vulnerable to price fluctuations-as
planning is done at the time of sowing based on the then prevailing prices.

Likewise, purchasers of agricultural commodities for use as inputs in production must make
judgments on their availability and cost at different points of. time during the year. To guard
against price volatility and uncertainty in availability, sellers and buyers often enter into forward
contracts. These.contracts specify the quantity,-quality and .price of the commddity they would
deliver for sale or acquire for purchase at a pre- decided date in the future.

‘Future contracts’ are, thus, standardised contracts to'buy or sell.a quantity of a standard
quality of ‘a commodity. These are traded in exchanges, through brokers, with no.need for the

buyer and seller to meet and negotiate.

An important feature is that 'a contract neéd not be settled by actual delivery. It can be
matched by an offsetting cohtract taken by the buyer or seller, and the two can be squared at
any point at some gain or loss, '

To avoid paying margins, traders can buy an option to offer or acquire a contract atsome
specified future date. If the option is not éxercised, because price movements are contrary to
expectation, the loss is restricted to the premium -paid to hold the option and the transaction
costs of acqitiring it. i

- Role of Futures Market:

Futures trading have an important role in bringing about improvements in agricultural production
system: ' .

i, Futures markets enable the farmers to deliver the’crop ata 9peciﬁed. price at some future .
date. The clearing houses of the commodity exchanges$ guarantee the petformance of these

] v ¢ i




contracts, A farmer, who is uncertain about the prices of his produce, can cover his risk by .
selling a futures contract sometime before the harvest day.

-ii,  The futures prices are readily avaﬂable for the farmers as the commodity exchanges

disseminate prices on a continuous basis through various channels. If the price available .

* in the futures market is not profitable to the farmer, he can change his cropping plan at the
“beginning of production itself.

iii. The futures market provides perfect collateral for the lenders to advance larger loans on
easier terms to the farmers thereby. ensuring a minimum-risk business for both the lender
and the farmer.

iv. Futures market provides a convenient mechanism through which a farmer who wants to
- speculate on commodity but does riot have the sborage capacity can increase his speculative
abil:ly

He can ‘buy a position’ while the crop is growing by buying a futures contract, and at the

+  time of harvesting, can sell his crop in the cash market sunultaneously squaring off his
‘position in the futures market, This way he can gain from any price increase in both the
spot as well as the futures market at the time of harveshng

v. Commodity exchanges assist the producers and consumers in a fau' price dlscovery and
enable them to hedge their price risk.

The pnces disseminate by exchanges are highly reliable and acceptable to both the business
community and the farmers as they are discovered by discounting all mformatlon availableé
at that point of time.
vi.i The qual:ty -and delivery standards imposed by the exchanges in their products act as
" benchmarks and increase quality consciousness among farmers.

Future Trading in'India’

The first futures trade by an Indian FPO took place in 2014 when the Ram Rahim Pragati Producer
Company - 'an enterprise started by 3,000 women belonging to self-help groups in a tribal area
of Madhya Pradesh - hedged soyabean price risk on the National Commeodity and Derivatives
Exchange (NCDEX).

Between April 2016, when NCDEX began making formal efforts to directly engage with
FPOs, and May 2018, FPOs had a miniscule 0.004% share of the agri-futures trade at NCDEX.

More than half of the FPO futures trade of 50.8 crore was in soybeans, while another third was.

i maize. Bihar, Maharashtra and Madhya Pradesh account for 92% of the trade.

The Small farmers often hesitate to trade in the futures market due to their limited capacity
as individuals. Future market is viewed with suspicion and termed as gambling,.

Instead, they depend on traders in traditiénal marketing channels who charge high commissions, .

but provide easy acress to credit and market.

However, FPOs, as aggregates of small farmers, can provide the scale of production needed
if they receive sufficient information and suppeort.

-

Progress

Indian commeodity futures have had a long and chequered history. Until 2003, the futures contract
was being traded only at regional exchanges that specialised in one or a few commodities. In
2003, .the governiment mandated the setting up of nation-wide online commodity exchanges and,
allowed futures in a wide gamut of commodities.
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There are four natxon.al level commodity exchanges, namely, the Multi Commodlty Exchange
(MCX), National Commodities and Derivatives Exchange of India (NCDEX), National Multi

" Commodity Exchange (NMCE) and the Nahonal Board of Trade (NBOT).

The first three exchanges trade in all the permiitted commaodities, while NBOT trades onlyin
soyabean. The forwards Markets Commission (FMC) currently regulate the commodities ‘futures

i3

X

" Exchange-traded commodities (ETCs) '

Exchange-traded commodity is a.term used for co::mnodlty exchange-traded funds {which are
funds) or commocllty exchange-traded notes {which are riotes). These track the performance of an

underlying commodity index including total return indices based on a single: .commodity. They

are similar to ETFs and traded and settled exactly like stock funds. ETCs have market maker
support with guaranteed liquidity, enabling investors to easily invest in commodmes They were
introduced in 2003.

At first, only professional institutional m\restors had access, but on]me excha.nges opened

‘some ETC markets to-almost anyone. ETCs ‘were introduced partly in response to the tight supply

of ‘commodities in 2000, combined with record :low inventories and increasing demand from
emergmg ‘markets such as China: and India.

Prior to the. mtroductlon of ‘ETCs, by the 1990s ETFs pioneered by Barclays Global Investors .
{BGI) revolutionized the mutual funds industry. By the end of December 2009 BGI assets hit an
all-time high of $1 tnlhon .

Gold was the first commodlty to be secuntlsed through an Exchange Traded Fund {ETF) in
the early 1990s, but it was not available for trade until 2003. Thé idea of a Gold ETF was first
officially conceptualised by Benchmark Asset Management Company Private Ltd in India, when

.they filed a proposal with the Securities and Exchange.Board of India in May, 2002.

The first gold exchange-traded fund was Gold Bullion Securities launiched on the ASX in
2003, and the first silver exchange-traded fund was iShares Silver Trust lainched ‘on the NYSE in
2006. As of November 2010 a commodity ETF, namely SPDR Gold- Shares was the second -largest
ETF.by market capltall.zahon )

Generally, commodity ETFs are index funds trackmg non-secunty indices. Because they do
not invest in securities, commodity ETFs are not regulated as investment companies under .the
Investment Company Act of 1940 in the United States, although their public offering is subject
10 SEC review and they need an SEC no-action letter under the Securities Exchange Act of 1934.
They may, however, be subject to regulation by the Commodity Futures Trading Commission.

The earliest commodity ETFs, such as SPDR Gold Shares NYSE Arca: GLD and iShates .
Silver Trust NYSE; Arca: SLV, actually owned the physu:al ‘comimodity. (e.g., gold and silver bars).

Similar to-these are NYSE Arca: PALL {palladium) and NYSE Arca: PPLT {platinum). However, . :

most ETCs implement a futures trading strategy, which may produce quite.different results from
owning the commodity.

5

Commodity ‘ETFs t-rade provide exposure to-an increasing range ‘of commodities and

« commodity indices, including energy, metals; softs and agriculture. Many.commodity funds, such

as ofl roll so-called front-month futures contracts from month to month. This provides exposure
to the commodity but subjects the investor .to risks involved in different pnces along the term
stftcture, such as a high cost to’ roll, .
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‘ETCs in China and India gained in importance due .to those countries’ emergence as
conmnodmes consumers and producers. China accounted for more than 60% of. exchange—traded
commodities in 2009, up from 40% the previous year. The global volume of ETCs increased by a
20% in 2010, and 50% since 2008, to around 2.5 billion million contracts. g

Y

Over-the-counter (OTC) Commodities Denvahves

Over-thecounter (OTC) commodmes derivatives trading ongmal]y involved two parties, without
an exchange. Exchange trading offers greater transparency and regulatory protections. In an OTC
trade, the price is not generally made pubhc .01C commodmes denvahves are higher: risk but
may also lead to higher profits.

Between-2007 and 2010, global physical exports of commodities fell by 2%, while the

- outstanding value of OTC commodities derivatives declined by two—thuds as investors reduced

risk following a five-fold increase in the previous three years. L e

“Money under mana gemenl more than doubled between 2008 and'2010 to nearly $380 billion. *

Inflows into the sector totaled over $60 billion in 2010, the second-highest year on record, down '
from $72 billion the previous year. The bulk of funds went into’ precious metals and energy

. products. The growth in ‘prices of many commodities in. 2010 contnbuted to the increase in the

_swaps, or freight contracts.

" .value of commodities funds under management

Commodities Exchange

I

A commodities exchange is an exchange where various commodities and derivatives are traded:
Most commodity markets across the world trade in agricultural produicts and other raw materials
{like wheat, barley, sugar, maize, cotton, cocoa, coffee, milk products, pork bellies, oil, metals, etc.)
and contracts based on them. These contracts can include spot prices, forwards, futures and options .
on futures. Other sophxshcated products may include interest rates, énvironmental instruments,

b .

N . -

4.7 GOVERNING BODY

The governmg body of the commodxty markets is the 'Fonvard Markets Commission’ (FMC) It
is' the major regulator of product futures markets in India. The body operates under the Ministry
of Fmance and their headquarter's in Mumbm

Explananon i ’ ’ .
» - To increase the regulation of the commodity futures market and to make’it stronger the
FMC was merged with the Securities and Exchange Board of India (SEBI)

F
The commaodity market trades in ‘the primary economic sector like fruits, sugar, cocoa; It
prowdes an open market for demand and supply of goods and it only takes into account
the prices that affect the demand and supply of goods.

"e  The main function of the governing body is to advise the govemment in regards to the
administration of the Forward Contracts and to make recommendahons for i :mprovmg the
systems and-working of forwarding markets.

'
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Need for regulatmg commodity market

The need for regulation arises on accotint of the fact that the benefits of fut'ures markets
accrue.in competitive conditions, The regulation is needed to create competitive conditions.

In the absence of regulation, unscrupulous participants could use these leveraged
contracts for manipulating prices. This could have undesirable influence ‘on the spot prices,
thereby affecting interests of society at large. Regulation is also needed to ensure that the
market has appropmte nsk management system,

The functions of the Forward Markets Commission

a) FMC advises Central Government in respect of grant of recogmtlon or withdrawal of

.recognition of any association.
v

b}. It keeps forward markets under obsei'vatior_l and takes such action in relation to them
as it may conbsider necessary, in exercise of powers assign to it. .

o It coIlects and publishes information relating to trading conditions in respect of goods

' - including information relating to- demand, supply and prices and’submits {o'the .

Government periodical reports on the operations of the Act and working of forward
markets in commeodities.

d) It makes recommendations for improving the orgamzahon and workmg of forwa:d
markets.

€) It undertakes mspecbon of books of accounts and other documents of recogmzed/
registered associations, ~

-

Powers of the Forward Market Commission

The Commission has powers of deeméd civil court for :

(a) Sﬁmmom'ﬁg and enforcing the attendance of any person and examining him on oath;
{b) Requiring the discovery and production of any document;

) Recelvmg evidence on affidavits, and

{(d) ' Requisitioning any public record or copy thereof from any office.

" Regulatory measures iﬁrescribed by Forward Markets. Commission

Forward Markets Commission provides reguiatory overslght in order to ensure financial integrity
(i.e. to prevent systematic risk of default by one major operator or group of operators), market
integrity (i.e. to ensure that futures prices are truly aligned with the prospecllve demand and

-supply conditions) and to protect & promote interest of customers/ non-members.

The Forward Markets Cbm'mission'prescribes fa!fowing regulatory measures:

a)-. Limit on net 'open position as bn the close of an individual operator and at Member
. level to prevent excessive speculation. * .

b)  Circuit-filters or limit on price ﬁuctuahons to ‘aliow cooling of market in the event of
' abrupt upswing or downswing in prices.

. €  Imposition of margins to prevent defaults by Members/ clients. -
. P s - =
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- Physical delivery of contracts and penalty for default/delivery obligations.

Dialy mark to marketing of the contracts

S

Management of commodit‘y exchanges o

These exchanges are managed by the Board of Directors which is composed pnrnanly of the
members of the association. Members of commodity exchanges mcludes

1
2)
3)
%)

5)

Ordinary Members; They are the promoters who have the nght to have own account

‘transa tions without having the right to execute transactions in the trading ring. They

have to place orders with trading members or othérs who have the right to trade in the

-exchange.

Trading Members: These members execute buzy and sell orders in the tradmg ring the
exchange on their account, on account of ordinary members and other clients.

Trading-cum-Clearing Members; They have the nght to participate in clearmg and
settlement in respect of transachons charred out on their dccount and on account of
their clients. :

Institutional Clearing Members: They have the right to paruclpate in cIearmg and

settlement on behalf of other members but do not have the trading nghts

Designated Clearing Bank: It provides bankmg facilities in resPect of payin, pay—out
and other monetary settlements .

Preconditions"for a Successful Commodity Exchange

1)

oy

2)

3)

8
5)

6)

8)

Clear Objectives: A commodity exchange needs a clear plan with a welldefified scope.

The exchange must have a detailed business plan operal-mg budget and strategy to.

engage producnvely with stakeholders.

Good Governance: A commodity exchange must have a well- thought-out governance
structure that emphasizes and responds to membership needs while maintaining an
effective board and advisory structure that upholds- -business standards and meets

.. performance targets

Industry/Stakeholder Buy-m commodity exchange leadersl'up must “meet with
farmers, traders, processors, banks, the Central Bank, Ministry of Agriculture,

Ministry of Finance and donors/ relief agencies to generate support for the exchange.
Enabling Environment/ Infrastructure: The host country needs tohave legislation in

_place that consisteritly addresses agricultural, financial, trade and legal policies.

Well- -Designed Trading and Clearing Systems The exchange must develop a systemn
that is appropnate to the environment in which it is operating,

Clear Rules, Consistent Enforcement: A commodity exchange must have clear,
consistently applied and balanced.rules and regulations de51gned to protect the
integrity of the exchange

Accurate Contracts: The exchange should work with members and the industry to
develop and agreed contract to facilitate trddes and more detailed commodities-
specific contracts that contain standard information on quality standards, analysis,
delivery and weights, demufrage, force majeure and arbitration, among others.

Extensive, Contihuoi:s Education and Tradi!ng: Training and certification of members

Seif-instructional Material
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and brokers is critical to ensuring the integrity of the exchange M

9) " Relevant and Adaptablé: An exchange serves the market. It must therefore constantly
ré-evaluate its performance, regulations, systems and members}up to ensure that it is
delivering value and maintaining its integrity. :

10) Large Volumes of Commodities Traded: To stay vwble, exchanges must attract large
" yolumes of commodity across its trading floor.

4.8 MAJOR COMMODI’I’Y EXCHANGES IN INDIA

There are numercus regional cammod:ty ‘exchanges in India, of which four exchanges are of
national importance, The four exchanges are National commodity & Derivative Exchange Limited
(NCDEX), Mumbai, Multi Commedity Exchange of India Limited ( MCX), Mumbai, National Multi
Commodlty Exchange of India Limited { NMCEIL), Ahmedabad and Indian Commodlty Exchange
(ICEX), New Delhi. Other exchanges are situated in different parts of the country.

Besides in mid-2018, the BSE (Bombay stock exchange) and NSE (National stock exchange)
got SEBI's approval to start dealing in commodities: .

The major commodity exchanges in India in terms of volume of trade are given below:
1)  The Multi Commodity Exchange of India Limited (MCX) .~ .
'2)  National Commeodity and derivatives Exchange (NCDEX)
3) National Muilti Commodity Exchange (NMCE)
4)  Indian Commodity Exchange Limited (CEX) .
5)  ACE Commodity exchange S
1. Mult Commodﬂy Ex:hange uf India Limited (MC.’X}
-Thé Multi Community Exchange of India Limited (MCX), India’s first listed exchange, is a

™ 'state-of-the-art, commodity fitures exchanges that facilitates online trading, and clearing
and settlement of commeodity futures transactions, thereby providing a platform for risk
rnanagement It was established in 2003 and is based in Mumbai. It is regulated by the

FMC. Vision 8: Mssxon of MCX

- . L
Vision . . .

‘We envision a unified- Inchan commodlty market that is driven by market forces and
conhnually provides a level playfield for all stakeholders ranging from the primary
producer to the end-consumer; corrects historical aberrations in the system, leverages.
technology te achjeve exc:eptlonal efficiencies- and ultlrnately lead to'a common world
market. . .

Mission .
The Exchange will continue to minimize the adverse effects of price volatilities; providing
‘commodity ecosystem partmpants‘ with neutral, secure and transparent trade mechanisms;

formulatmg quality parameters and trade regulations in con]unctlon wlth the régulatory
authonty , : )

Features - s Lo

MCX is a state of the art electronic commodlty future exchange with permanent government
recognition.

s MCX qffers mere than 40 commodities across various segments such as bullion, ferrous
and non ferrousmetals , energy and agro commodities.
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It has introduced stand;rdized cummodit)} futures contracts on its platfoi-m. K

" 1t has several strategic alliances with various leading global commodity exchanges.

MCX COMDEX is India’s first and only cormnposite ;:oénmod.ity pric'e"index.

'National Commodity & Derivatives Exchange Limited (NCDEX)

'National Commodities & Derivatives Exchange Limited (NCDEX) is ‘promoted by national-

level institutions. It is a public limited company-: incorporated in April 2003 and is a national |

level technology—dnven Commodity Exchange, with an independent Board of Directors
and driven by professmnals Its promoters m.clude ICICI Bank, LIC NABARD, CANARA
Bank, CRISILetc. - .

It is providing a global commodlty exchange platform for parhapants to trade in a broad
range of commodity derivatives driven by mternat:onal practices, professmnahsm and

transparency.

NCDEX is regulated by SEBI and is subjected to other laws hke the Companies Act, Stamp - I

Contracts Act, Securities Contracts Regulation Act and various other Ieglslahons

NCDEX is in Mumbai and offers facilities to its members in-more than 550 centers
throughout India. NCDEX facilitates the tradmg of 57 commod:tles

Key takeways

~«  NCDEX is a professionally managed onlme muItl co:mnodlty exchange based ‘in-

* India and located in Mumbai.  ~ .
+ It was incorporated as a private limited- company mcorporated in April 2003 under

* - the Companies Act, 1956. It was originally promoted by ICICI Bank , NSE , NABARD

- and LIC

»  tis the country’s second largest commodity exchange which mamly deals in

agncult-ural commodities.

"+ Its' shareholders include national level institutions, -large public sector bank and-

companies. .
*  Itis regulated by the FMC. o B
Facilities provided by NCDEX include : | '
1. NCDEX offers tr‘admg in more than 31 agri& non agn cormnodlhes

2. NCDEX provides an agricultural commodlty index called DHAANYA which is
weighted value index.

3. lthas introduced N-charts - an advanced web based charting tool prowded to users
free of cost, helpmg them in technical analysis. .

4. Launched COMI'RACI( a propnetary electronic warehouse accounhng system °
5. Exchange for physicals - recently announced EFP. (Erchange for Physicals)
National Multi Commodity Exchange {NMCE)

National Multi Commodity Exchange of India Ltd. (NMCE) was promoted by Commodlty '

relevant pubhc institutions, viz., Central Wa:ehousmg Corporation (CWC), National
Agricultural Cooperative Marketing Federation of India (NAFED), Gujarat Agro—lndustnes

Corporation Limited (GAICL), Gujarat State Agricultural Marketing Board {GSAMB), .

National Institute of Agricultural Marketing (NIAM), and Neptune Overseas Limited
(NOL).
While various integral aspects of commedity economy, viz., warchousing, cooperatives,

"
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*  Improving facilities for structured financé

private and public sector marketing of agricultural commodities, research and training

were adequately addressed in structuring the Exchange, finance was still a vital missing

link. Punjab National Bank (PNE) took equity of the Exchange to establish that Linkage. .
Even today, NMCE is the only Exchange in India to have such mvestment and technical

support from the commodity relevant institutions.

Mission
*  Improving efﬁmency of marketmg through online lradmg m dematerialized form
*  Minimization of settlement risks i

'« Improving efficiency of operations by 'providing best infrastructure and latest

technology
. Rahonahzmg the transaction fees to optimum level. .

*  Implementing best quality standards of warehousmg gradmg and tesnng in tune
with trade.practices. :

L)

. ¢  Improving quality of services féndered by suppliers

* - Promoting awareness about on-line features trading services of NMCE across the
length & breadth of the country.

Indian Commodity Exchange Limited (ICEX)

Indian Commodity Exchange Limited is a nation-wide screen based online derivatives
exchange for commodities and has established a reliable, efficient and transparent trading

»

‘platform. 1§ has put in place assaying and. warehousing facilities in order to facilitate

deliveries. Vision & Mission of ICEX .
»  Provide fair, transparent and efficient trading plétform to all participants.
» Meet the international benchmatks for the Indian commodity market.

"

.. Prov:de equal opportmnry and access to investors al over the country through the

modern communication modes.
*  Atiracta wide array of end-users, financial intermediaries and hedgers.
*  Become a major trading hub for most of the commodities.

*  To provide product portfolio to suit the trading community needs in an efficient
manner. - .

ACE Commodity Exchange
Kotak promoted, Ace Derivatives and Commodlty Exchange Limited is a screen based

- online derivatives exchange for commodities.in India. Ace Commodity Exchange earlier
known as Ahmedabad Commodity Exchange has been in existence for more than 5 decades

in commodity business; bringing in the best and transparent business practices in the
Indian commodity space. #

Indian Commodlty Exchange; Gurgaon

This is a screen-based online exchange platform for cotmnodmes, located in Gurgaon. Its
prometers include Reliance exchange Next Limited, MMTC Limited, India Bulls Financial
Services Limited, India Potash and KRIBHCO etc. It deals with commodities such as Gold,
silver, diamond, copper, lead, crude oil ete,




lntemahonal commodxty Exchanges

Futures’ tradmg was evolved due to problems related to the maintenance of a year—round_ .

supply of commodities which are seasonal as is the case of agricultural produce The

" leading commochty futures exchanges in the world are in the United States, Japan, United

Kingdom, Brazil, Australia, Singapore etc.

. Major commodity exchanges of the world are New ‘York Mercantile Exchange, Londen.

Metal Exchange, ChicagoBoard of Trade, Chicago Mercant:le Exchange, Tokyo commodity

.exchange etc.

Working Methodology of Commodity Market v

“Two kinds of trade is practiced in commodmes One is the spot trade, in which cash is paid
against physical goods and the deal is closed.

Second is futures trade. The basics for futures is the warehouse receipt. A person depositsa
certain amount of goods in a warehouse and gets a warehouse receipt. This lets him to ask
for physical delivery of the good from the warehouse.

People trading in commodlty futures nieed not necessarily possess such a receipt to strike a
deal. Anyone can buy or sale a commodity future on an exchange based on his expectation
of future prices realization.

Futures have an expiry date; by when the buyer or seller elther closes his account or gives/
takes delivery of the underlying commodity. The broker keeps an account of all parties

- dealing in the transaction, in which the routine transactional details, due to changes in the
futures price is recorded. Closing off is done by taking an opposite contract so that the net -

outstandmg is nil. u

For commodity futures to work, the seller must be able to deposii/' handover the commoditj; .

at the nearest warehouse and collect the receipt. The buyer should be able to take physical
dehvery at a location of his choice 6n presenting the warehouse receipt. At present, very

" few warehouses provide delivery for specific commoditiés.

Preaently the system of commodity exchange is an online and physncal VlSlt to the market
is not required for speculabon

The entire process involves three stages:

Trading- Involves Order recewing/ matchmg/ reporting/ limit fixation/ Price Fixation is
done at this stage

Clearing- Involves Clearinghouse transactions/ Matching/' Reg'istration/ Price Hmits/
position limits/ Notation/ margining function is done at this stage .

Settlement- Involves Settlement of the transactions is done at this stage.

4 9 COMMODITY EXCHANGE A REFERENCE TO THE INDIAN
SCENARIO -

It is to be nghtly said that India is a COITI.II‘IOdlty based economy since more than 70 %" of the total
populatibn is engaged-in primary sector directly or indirectly. Major industries of the economy like
sugar, textile, metal, energy etc, are based on various commodities. So far the financial returns are

i
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concerned, this sector has also become a good spot for booking good returns ‘comparatively besides
hedging against the inflation, since the returns in precious metals segments can be observed more ;
than that of in equity and debt markets as arg negatively correlated. After gaining the considerable
‘popularity, the major commodity exchanges in India had started the future contracts in various
commodities years back, which can serve preferably to manage the risk that can arises due to
adversity of expected prices of commodities besides the price discovery tool. . -

Notes _

The future contracts dealing in major commodity exchanges are standardize in nature. This
paper will explain the growth of contracts traded in various commodities in one of the major
exchange besides the relationship of commodity contracts with other economic factors; moreover
it will impart a comprehensive view of commodity futures as risk maragement tool. Introduction:

Global Perspective

" An Exchange is an organized market wherein varied-people.gather to trade with various goods

that may be measured under various units of measurement. Such exchanges are regulated and
. | inspected by the respective country/ state. The history of such exchanges may be traced to 14th
~ century to be precise 1200- 1500 BC, as per the writings available of Romans and Phoenicians.

The invention and usage of notes brought about a revolution in the trading and business
and the faster growth. of various markets or so-called exchanges. The humble beginning which
started as fairs in small streets of Europe soon spread to various other regions. Thus Hamburg,
Bremien, New York Exchanges were later set up, which are still tréated as exchanges of significant
importance. ’ d

In the recent past, the origin of organized trading evolved in Chicago, in‘1848. But the origin
may also be traced to Japan, wherein the trading originally started \:'\iith rice receipts rather than

. a physical product. : '
Over a period, such exchanges practices became profitable and encouraged the entry of

various other pro'c_li.lcts in the market. This led to the evolution of various regulatory bodies for
. the regulation of such exchanges across various countries.

Status of Exchanges within our country:

The origin of organized trading may be traced to the 19th century, in 1875. Over a period, such
exchanges practices started in many cities with multiproduct.

. This led to the creation of Forward contract Regulation Act'1952 (FCRA) for the regulation
of such transactions and markets all over India. Initial market operations had too many restrictions
but the same were liberalized after Globalization in 1990 leading to opening the markets-for
multiple products with relaxed norms for trading.

The relaxed norms have led to a sﬁrge in the market, in terms of modern exchanges,
commiodities allowed for derivatives trading and value of futures trading in commodities.

Further development took place with the launch of online commodity exchanges to facilitate better
risk coverage and delivery of comumaodities.

Regulation: of Commotiily Exchanges-. The Legal Framework:

»

Forward Market Commission (FMC); a statutory body was set up under, the Forward Contract
Regulation Act'1952 (FCRA} to regulate the entire process of commodity exchanges initially.
Later, the FMC was merged with.the Security and Exchange Board of India (SEBI) for better and

158 Il Selfinstructionaf Material




-

effective management.

SEBI as a regulator has got immense powers and authority under the Securities Contracts

Regulation Act (SCRA} and is thus.treated as better regulator than FMC, which had very hirnited | .
powers and authority. FMC ohly had the powers to regulate the exchanges whereas SEBI has the .

powers to regulate the brokers also.

The Present Scenario:

India is amongst the top five producers of most of the. Commodities. Further, it is also a major

«consumer of bullion and energy products. Agriculture contributes about 22% GDP of the country’s

economy and employs around 57% of the labor force on a total of 163 million hectors of land.
Agriculture is a very crucial factor in achieving the GDP growth of 810%. This depicts that India
can be promoted as a major Centre for the trading of commodity derivatives. -

* Trends in volume contribution on the three National Exchanges: -

Trends on Multi Commodity Exchange (MCX):-

MCX is the largest commodity exchange'in terms of volumes. It has become the third-largest in
bullion and second-largest in silver futures trading in the world.

-Though there are close to 100 commodities traded on MCX, only 3 / 4 commadities provide for

more than 80 per cent of total bisiness volume, -

The majorly traded commodities are Gold, Silver, Energy and Base Metals. The futures’
trends of these commodities’ are mainly pushed by international futures prices. Major volume
‘contributors amongst Agro based commodities include Gur, Urad, Mentha Oil etc.

Trends on National Commodity & Derivatives Exchange (NCDEX):-

National Commodity & Derivative Exchange (NCDEX) is the second-largest commodity exchange
platform in India after MCX. The significant volume contributors on NCDEX are Agro based

- commodities.

They have a fundamental challenge of small market size, which is making them-susceptible

to market manoeuvrings and over speculation. Almost 60 per cent trade on NCDEX is achieved - | :

from guar seed, Chana and Urad etc,

Trends on National Multi Commodity Exchange (NMCE): _ .
National Multi Commodity Exchange (NMCE) is third national level, futures exchange commodity
market platform, that has been majorly trading in Agro-based: Commodities. Trading on NMCE had
A significant proportion of commodities with large market size as jute rubber ete. Over a period of
fime, the trend has changed and gradually moved towards commodities with a little market size.
:IMajor volume contributors:’
Majorly trade’hias been focused in a.few commodities such as;

¢ Non-Agro Commadities like (bullion, metals and energy etc)

* Agro-based commodities with an insignificant market share like guar, Urad, Mentha etc.

‘India has 4 promising future with regards to the commodities market, Prices of all commodities
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are on a higher side due to the rapid increase in demand for commodities national as well as
internationally. _ . )

ngelopiﬁ'g countries like China are avidly consuming commodities. International commodity
market has become bigger than the stock market. India being one of top producers of large number
of commodities coupled with the fact.that it has a’long history of trading in commodities has a

promising market. o .

The management will assume substantial importance in future with the prometion of free

trade and the removal of trade barriers. Bulk of Indian investors are not aware of the potential

of the organized commodity market.

Bixt overall the entire community of producers, traders, as well as consumers, will be benefited
from it. For this step must be taken to regulate and popularize & showcase the Commodity Market.

SUMMARY

e A commodities Market is an organised market that functions under established rules and
regulations. :

e Cominodities are hard assets Tanging from wheat to gold to 6il. The U.S. government

* defines commodities in the 1936 Commodity Exchange Act.1 The Act covers trading in
agricultural and natural resource commodities. Although the Act treats financial products
Jike commaodities, it doesn't consider them to be commodities. The Act also bans trade in
onions as a commodity.

. Conunodity ex;:]-nanges are specialised organised markets which provide a place where
their members buy and sell commodities or contract for future delivery‘under established
rules and regulations. ; )

¢ The organised market represents a public organisation consisting of buyers, sellers, '
producers, traders and dealers dealing in'one or more commodities which constitute the
articles of trade in the market: The exchange for commodity is a private association of
dealers and is not for making money or profit or for fixing prices.

e 1ts objectives are to provide an open platform for the interaction of free play"qf the forces
of demand and supply. It only registers the prices reflecting the forces of demand and
supply. Buying and selling, trading practices and actual working of the organised market
are governed by a code of rules and regulations and these can ensure fair dealings, fair
prices and equity. : . .

o Every forward market has a clearing house orgarﬁsaﬁon to facilitate clearing of all dealings
and their setlement. The clearing house guarantees payment of dues and taking and giving )
of delivery of commodities or securities during the settlement period. :

.® An organised market acts as a clearing house of market information, i.e., collection of all
facts and figures and regular publicity of all relevant statistical information which helps
the traders to estimate and forecast price trends, changes in demand and supply. Constant

_ price quotation services enable people to make their purchases and sales with certainty and
confidence. . : - :

* The speculative trader is a necessary and vital part of any broad and stable commodity or
. securities market, Speculation is an integral part of market mechanism whether in stock
~ exchange or in commodity exchange.. " ' '
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¢ A commodity exchange provides a convenient place where the members can meet at fixed . Notes

hours and transact business in'a commodity according to a certain’ well established rules '

and regulations. This type of facility is very important for trading in such commodities

B as are produced in abundance and cover a very wide field as far as trading therein is
: concerned. ; o . 3

* As organised markets commodity exchanges establish and enforce rules and regulations
with a view to facilitating trade on sound lines. The rulés define the duties of mem-bers
: -and lay down methods for business transaction. ' ¢

¢ The buyers and sellers on the commodity exchange enter into deals for settlement in future .
after making an assessment the trends of price and the prospects of a rise or.fall in prices 5
of a commodity. The commodity exchange acts as an association of these traders collecting

. the necessary information and the relevant statistical data and publishing it for the benefit
of traders all over the country.: : .

¢ Commodities whif:h are traded on the commodity exchanges have, to be graded according
to quality. In'this manner, the dealers can quickly enter into agreemenits for

-

abc “ _ '
@) KEY WORDS .

" s Cash Contracts {'Physical_ Market): The 'cash coniracts for the purchase or sale of
commodities are those which call for payment of the full con—tract pricé in cash on delivery.
Such contracts are made. in the cash or physical market. In fact they are also referred to
physical contracts in the sense that they deal in actual or physical products. *

. épotTransacﬁons: Spottransactions are those cash contracts which involve the payment for

» the price by buyer and the delivery of the specified grade of goods by sellers immediately. :

These contracts relate to the purchase or sale of com~modities on spot. The essence of such
contracts is the ready.delivery and acceptance of the delivery of the goods sold.

*+ Forward Contracts: Forward dealings are those cash contracts made in the cash or physical.

s - market which call for the delivery of goods and payment of the price after a specified -

 period on a fixed date. The basic feature common to both the spot contracts'and the forward
contracts is that they are made and settled not necessarily in the premises of the commodity
exchange. That is tg say, the cash contracts are generally made gutside the exchange. -

Futures Contracts: A futures contract is a special type of agreement made strictly under -
the rules of a commodity which may or thay not call for the actual delivery of goods and
payment of price in cash on a future date. L, '

¢ Credit risk: Credit risk on account of default by counter party: This is very low or almost
zeros because the Exchange takes on the responsibility for the performance of contracts,

v ® -Market risk: Market risk is the risk of loss on’ account of adverse movement of price,

¢ Legal risk: Legal risk is'that legal obiections might be raised; regulatory framework might
disallow some activities. Lo

* Operational risk: Operational risk is the risk arising out of some operational Elifﬁculties,
like, failure of electricity or connectivity, due to wl'_!ich it becomes difficult to operate in the
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* Discuss the conditions for a successful commodity exchange ¢

4?
{ _pRE'VIEW QUESTIONS

Define ~ommodity market . State its functions.
Distinguish between Forwards and Futures Contract.
What are objectives of conm.'lodity market
Differentiate between p:hysical and futures market
Discuss the organis.aﬁcm structure of a commodity market
Discuss about EMC - functions, powers

/
Write notes on : MCX , NMCE, NCDEX , ICEX ?
Give explana.tory notes on : -
(a) Major commodity exchanges in india
(b) Depositories
{c) Demat

(d) Transactions
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'55.0 LEARNING OBJECTIVES

/
Aﬁer reading fh:s dmpter students will be able to: . ,
i * Understand the Meaning of Forward Market Commission (FMC)
i *  Know the The Role of Forward Market Commission in Indian Commodity Market
E ®  Kriow the patterns of trading
/i *  Discuss the Challenges faced by commodity markets
{ - _Understand the concept of Trading and Settlement in Commodity Market
+ -
3
5.1 INTRODUCT ION
Commodities are an important aspect of most American's daily life. A commodity is a basic good
used in commerce that is mterchangeable with other goods of the same type. Traditional examples
— . ' U Seif-instructional Material I8 163
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of commodities include grains; gold, beef, oil, “and natural gas. '
For investors, commodities can be an 1mportant way to diversify their portfolio beyond

" raditional securities. Because the prices of commodities tend to move in opposition, to stocks,

some investors also rely on commodities during penods of matket volatility. -

In the past, commodities trading required significant amounts of time, money, and expertise, and
was pnmanly limited to professional traders. ‘Today, there are more options for parl:lcupatmg n
the commeodity markets.

Key Points: =

s Commodities that are traded are typically sorted into four categories broad -categories:
metal, energy, livestock and meat, and agticultural.

¢ For investors, commodities can-be an important way to diversify their portfolio beyond
traditional securities L7

¢ In the most basnc sense, commodities are known to be risky investment propositions
because their market (supply and ‘demarnd) is impacted by uncertainties that are difficult
or impossible to predict, such as unusiial weather patterns, epidemics, and disasters both

natural and man-made.

¢ There are a number of ways to invest in commodities, such as futures contracts, ophons,
and exchange—traded funds (E'I'Fs)

T - :
exchang have; merged of gones ‘out of- bug.n
d-ixes,

‘Matal’ Exchange onlv ‘deals with,rriatals.

Special Characteristics. of the Commodities- Market

In the broadest senise, the basic principles of supply and demand are what drive the commodltles

- markets, Changes in supply unpact the demand; low supply equals higher prices..

So, any major dlsrupttons in the supply ‘of 2 commodity, such as a widespread health i issue

« that lmpacts cattle, can lead to a spike in the generally stable and predictable demand for livestock.

Global economic development and technological advances can also impact prices. For example,
the emergence ‘of China and India as- significant manufacturing players (therefore demanding a
higher volume of industrial métals) has contributed-to the declining availability of metals, such
as steel, for the rest of the-world.

-
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Types of Commodities I : ) Notes
Commodities that aré traded are typically sorted into four categories broad catégories: etal,
energy, livestock and meat, and agricultural. - ' '

| Metals . - S T : e
Metals commodities include gold, silver, platini:m, and copper. During ﬁeriods of market volatility '
or bear markets, some investors may decide to invest in precious metals-paf_ticularl)('gold—becausé

*  of its status as a reliable, dependable metal with real, conveyable value. ' '
Investors may also decide to invest in precious metals as a hedge against periods of high
inflation or cutrency devaluation. - o
Livestock and Meat i .
Livestock and meat commodities include lean hogs, pork bellies, live cattle, and feeder cattle.

Agriculture

Agricultural commodities include corn, soybeans, wheat, rice, cocoa, coffee, cotton, and sugar.
In the agricultural sectot, grains can be very volatile. during the summer menths or during any,

- petiod of weather-related transitions. ’ : o .
For investors interested in the agzicullturall sector, population growth-combined with limited
. agricultural supply-can provide opportunities for profiting from rising agricultural commodity prices.

Using Futures to Invest in' Commodities

One ‘way to invest .in- commodities is through a-futures contract. A futures contract is a legal
4 agreement to buy or sell a particular commodity asset at a predetermined price at a specified
time in the future. The buyer of a i’-ptures contract is taking on the obligation to'buy and receive
the underlying commodity when the futures contract expires. T '

The seller of the futures contract is taking on the- obligation to provide and deliverthe
underlying commodify at the cohtract's expiration date. Futures contracts are available for every
category of commodity. Typically, there are two types of investors that participate in the futures
markets. for commedities: commercial or institutional users of the commodities and speculative -
investors. L : ' '

-~

Energy . .. - T

Energy commodities include crude oil, heating oil, natural gas, and gasoline. Global economic
developments and reduced oil outputs from established oil wells around the world have historically -
. led to rising ofl prices, as deniand for energy-related products has gone up.at the same time that :
ol supplies have dwindled. R R RIS

. Investors who are interested in entering the commeodities market in the energy sector should™ |
also be aware of flow economic downturns, any shifts in production enforced by the Organization
of the Petroleum Exporting Countries (OPEC), and new technological advances in alternative energy
sources (wind power, solar energy, biofuel, etc.) that aim to replace crude oil as a primary source
of energy, can all have a huge impact on the market prices for commodities in the energy sector.

o - . ’ : .

e,
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Manufacturers and service providers use futures contracts as part of their budgeting process
to normalize expenses and reduce cash flow-related headaches. Manufacturers and service providers
that rely on commodities for their production process may take a position in the commodities
markets as a way of reducing their risk of financial loss due to a change in price.

~The airline sector is an example of a large industry that must secure massive amounts of
fuel at stable prices for planning purposes, Because of this need, airline companies engage in
hedgmg with futures contracts.

Future contracts allow airline companies to purchase fuel at fixed rates for a specified period
of time. This way, they can avoid any volatility in the market for crude oil and gasoline.

Farming cooperatives also utilize futures contracts. Without the ability to hedge with futures

contracts, any volatility in the commodities market has the potential to bankrupt businesses.that
require a relative level of predictability in the prices of goods in order to manage their operating
expenses.

Speculative investors also participate in the futures markets for commodities. Speculators
are sophisticated investors or traders who purchase assets for short periods of time and employ

certain sirategies as a way of profiting from changes in the asset's price. Speculahve investors

hope to profit from changes in the price of the futures contract.

Because they do not rely on the actual goods they are speculatmg on in order to maintain
their business operations (like an airline company actually relies on fuel), speculators typically
close out their positions before the futures contract is due. As a result, they may never take actual
delivery of the commodity itself.

If you do riot have a broker that also trades futures'contracts you may be requlred to open
a new brokerage account. Investors are also typically required to fill out a form that acknowledges
that they understand the risks associated with futures trading.

Futures contracts will require a different minimum deposit depending on the broker, and.

the value of your account will increase or decrease with the value of the contract. If the value of
the contract decreases, you may be subject to a margin call and requlred to deposit more money
into your account in‘order to keep the position open. '

Due to the lugh level of Jeverage, small price movements in commodmes can result in either
large returns or large losses; a futures account can be wiped out or doubled in a matter of minutes.

There are many advantages of futures contracts as one method of, partmpatmg in the
commodities market. Analysis can be easier because it's a puire play on the underlying commodity.
There's also, the potential for huge profits, and if you are able to open a minimum-deposit account,
you can control fuli-size contracts (that otherwise may be.difficult to afford). Finally, it easy to
take long or short positions on futures contracts,

Because the markets can be very volatile, direct investment in’ commodity futures contracts
can.be very risky, especially for inexperienced investors. The downside of there being a huge
potential for ‘profit is that losses also have the potential to be magnified; if a trade goes against

you, you could lose your initial deposit {and more} before you have time to close your. posmon.,

Most futures contracts offer the possibility of purchasing options. Futures options can be a
lower-risk way to enter the futures markets. One way of thinking about buying options is that it

is similar to putting a deposit on sometlung instead of purchasing it outright. With an option, you.
- have the right-but not the obligation-to follow through on the transaction when the contract expires. |

Therefore, if the price of the futures contract doesn't move in the direction you anticipated,
you have limited your loss to the cost of the’ option you purchased
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Using Stocks to Invest in Commodities

Many investors who are interested in entering the market for a particular commodity will invest
in-stocks of companies that are related to.a commodity in some way. For example; investors
interested in the ofl industry can invest in oil drilling companies, refineries, tanker companies,
or diversified oil companies. For those interested in the,gold sector, some options are purchasing
stocks of mining companies, smelters, reﬁnenes, or any firm that deals wnth bullion.

Stocks are typically thought to be less prone to volatile price' swings.than futures contracts :

Stocks can be easier to buy, hold, trade, and track. Flus, it is posmble to parrow investments to a
parhcular sector. Of course, investors fieed to do some research to help ensure that a particular

. company is both a good investment and commodity play.

Investors cani also purchase options on stocks. Similar to options on futures contracts, options

- on stocks require a smaller investment than buying stocks directly.

So, while your risk when investing in a stock option may be limited to the cost of'the option,

the price movement of a commodity may not directly mirror the. pnce movement of the stock of °

a company with a related investment.

An advantage of investing in stocks in order to enter the commodities market is that trading

" is easier because most investors already have a brokerage account. Public- information about a

company's financial situation is readily available for investors: to access, and stocks are often
highly liquid. '

"There are some relative disadvantages to investing in ‘stocks as a way -of gaining access to

' the commodities market. Stocks are never a pure play on commodity prices. In addition, the price

e

e Ao

of a stock may be influenced by company-related factors that have nothing to do with thie value

of the related commodity that the investor is trying to track.

Usmg ETFs and Notes to Invest in Commodmes

‘Exchange-traded funds, (ETFs) and exchange-traded notes (ETNs) are an additional option for

investors whoare interested in entering the commodities market, ETFs and ETNs trade like stocks
and allow investors to potentially profit from ﬂuctuahons in commodity prices without investing
directly in futures contracts. '

* Commodity ETFs usually track the pnce ‘ofa partu:ular commodlty-or group of commodmes

-that comprise an index-by using futures contracts, Sometimes investors will back the ETF with

the actual commodity held in storage. ETNs are unsecured debt securities des:gnecl to mimic the
price ﬂuctuahon of a particular commodity or commodity index.

ETNs are backed by the issuer. ETFs and ETNs allow. investors to. partmpate in the price

fluctuation of a commodity or basket of commodities, but they typically do not require a special
brokerage account. There are also no management or redemption fees with ETFs and ETNs because
they trade like stocks. However, not all commaodities ha.ve ETFs or ETNs that are associated with
them.

BAL: iPath Bloemberg Cotton Submdex Total Return ETN; CAFE: iPath Pure Beta Coffee
ETN; NIB: iPath Bloomberg Cocoa Subindex Total Return ETN

Another downside for investors is that a big move in the price of the commodity may not
be reflected point-for-point by the underlying ETF or ETN. In addition, ETNs specifically have
credit nsk assoc:lated with them since they are-backed by the issuer.

No'te_s',
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Using Mutual-and Index Funds to Invest in Commodities

While you cannot use mutual funds to invest directly in commodities, mutual funds can be invested

~ in stocks of companies involved in commodity-related industries, such as energy, agriculture, or

mining. Like the stocks they invest in, the shares of the mutual fund may be impacted by factors

| other than the fluctuating prices of the cpmmodity, including genéral stock market fluctutions.
N :

and company-specific factors, - *

3

However, there are a small number of commodity index mutual funds that invest in futures
contracts and comimodity-linked derivative investments, and therefore provide investors with more
direct exposure to commodity. prices. .

By investing in mutual funds, investors get the benefit of professional money management,
added diversification, and liquidity. Unfortunately, sometimes mariagement fees are high, and
some of the funds may have sale charges. '

. Using Commodity 'Pools and Ménaged' Futures to Invest in Commodities”

A commodity pool operator (CPO).is a person (or limited partnership) that gathers money from
investors and then combines it into-one pool in order to invest that money in futuges contracts
and options. CPOs distribute periodic. account statements, as well as annual financial reports.
They are also requiréd to keep strict records of all investors, transactions, and any additional
pools they may be operating.i

CPOs will usually employ a commodity trading advisor {CTA) to, advise them on trading
decisions for the pool. CTAs must be registered with the Commodity Futures Trading Commission
(CFTC) and are issually. required to get a background ¢heck before they can provide investment
advice.23 : ) ' '

Investors may decide.to participate in a CPO because they have the added benefit of receiving
professional advice from.a CTA. In addition, a pooled structufe provides more money and more

opportunities for the manager to invest. If investors choose a closed fund, all investors will be
Tequired to contribute the same amount of money.

=

The Bottom Line "

R .

‘Both fiovice and experienced tfaders have a vanety of different options for investing in financial
instruments that give them access to the commodity markets. While commodity futures contracts”
provide the most direct way to participate in the price movements of the industry, there are

additional types of investments with less risk that also provide sufficient opportunities for
commodities exposure.

In the most basic sense, commodities are known to be risky irivestment propositions because.
they can be affected by uncertainties that are difficult, if not impossible, to predict, such as unusual
weather patterns, epidemics, and disasters both natural and man-made,

1

5.2. COMMODITY MARKET IN INDIA .

There are several commodities available. Erergy products include crude oil, natural gas, and
gasoline. Precious metals include gold, silver, and platinum. Agricultural products include wheat,
comn, soybeans, and livestock. Other commodities you can trade are coffee, sugar, cotton, and
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- frozen orange juice. o ‘ y Notes

. Although they.are often confused and may be used mterchangeably, the terms c:ommodlty _
-and product are very different. A commodity is a'raw malerial used to manufacture finished
-goods. A product, on the other hand, is the finished good sold to consumers.

Both commodlhes and products are part of the producuon and ‘manufacturing process; the
main difference being where they are in the chain. Commodities are typically in the early stages
of production, while products fall at the final stage. . 7

 Key features - s : -

‘® A commodity is-a raw material used in the productxon process to manufact‘ure finished

goods, while a product is a finished godd sold to consumers. _

s No value is added toa conu'nodlty Wh.lCh can be grown, extracted or mined.

¢ Commodities are traded on exchanges through ful'ures contracts stocks, and ETFS, and can
also be bought and sold in their physical states. . :

+ Products are sold on the market for consumptlon by t the average consumer and can also be
found in investment portfolios.
.

-

History of the Commodity Futures Market in India

The Commodity Futures market in India dates back to more than a century. The first o}ganize'd‘
futures market was- established .in 1875, under the name of ‘Bombay Cotton Trade Association’.
to trade in cotton derivative contracts. This was followed by, institutions for fut'u:es tradmg “in
oilseeds, food g-rams ete..

The futures market in India underwent rapid growth between the period of First and ‘
Second World War. As a'result, before the outbreak of the Second World War, a'large numberof
| commodity exchanges ‘trading futures contracts in several commodities like cotton, groundnut,
groundnut oil, raw jute, jute goods, castor seed, wheat, rice, stigar, premous metals like gold and'
silver were ﬂounshmg throughout the counlry :

In view of the delicate supply situation of major commodities in the backdrop of war efforts -
moblhzahon, futures trading came to be prohlblted during the Second World War under the Defence
* of India Act. After Independence, especxally in' the second half of the 19505 and first half of 1960s,
the commodity futures trading again.picked up and there were thnvmg commodity markets:
However, in mid-1960s, commodity futures trading in most of the commodities was banned.and °

futures tradmg contmued in two minor commodities, pepper and turmenc
i

Current Scenario

Currently 5 national exchanges, viz. Multi Commodity Exchange, Mumbai; National Commodity
and Derivatives Exchange, Mumbai and National Multi Commodity Exchange, Ahmedabad, Indian
Commodity Exchange Ltd., Mumbai- (ICEX) and ACE Derivatives and Commodity Exchange,
regulate forward trading.in 113 commodities. Besides, there are 16 Commodity specific exchanges
recugmzed for regulating t:radmg in various commodities approved by the Commission under the '
Forward Contracts (Regulahon) Act, 1952, - '

T

The commodities traded at’the_se' exchanges comprise the following:

* Edible vilseeds complexes like Groundnut, Mustard seed, Cottonseed, Sunflower, Rice
bran oil, Soy oil ete. ’

o
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* Food grains - Wheat, Gram, Dals, Bajra, Maize etc.
¢ Metals - Gold, Silver, Copper, Zinc etc.

* * Spices ~ Turmeric, Pepper, Jeera etc. '
e Fibres - Cptton, Jute etc.., ’

=" Others - Gur, Rubber, Natural Ga‘s: Crude Oil etc.

5.3 TRADING IN COMMODITY MARKET A

Commodities markets allow producers and consumers of commodity products to gain access

o them in a centralized and liquid marketplace. These market actors can also use commodities

derivatives to hedge future consumption or production.

Speculators, investors, and arbitrageurs also. play ‘an.active role in these markets. Certain

-.commodities, such as precious metals, have been thought of to be a good hedge against inflation, .,

and a broad set of commodities as an alternative asset class can help diversify a portfolio. .

Because the prices of commodities tend to move in opposition to stocks, some investors also
rely on commodities during periods of market. volatility.

In the past, commod:hes trading required significant amounts of time, money, and expertise,

1 and was primarily limited to professional traders.

Today, there are more opnon.s for parhc:patmg in the commodlty markets.

Brief History of Commodity' Markets .
Trading commodities goes back to the dawn of human civilization as tribal clans and newly
established ‘kmgdoms would barter and trade with one another for food, supplies, and other items.
Trading commodities indeed predates that of stocks and bonds by many centuries. .

* The rise of empires such as ancient Greece and Rome can be directly linked to their ability-
to create complex tradmg systems and facilitate the exchange of commoditiés across vast
swaths.

* Today, commodities are still exchanged throughout the world and on a massive scale.
Things have also become more sophisticated with the advent of exchanges and derivatives
markets, Exchanges regulate and standardized commodity tradmg, allowing for liquid and
efficient markets.

. Perhaps the most influential modern commodmes market is the Chicago Board of Trade
+ (CBOT), established in 1848, where it originally traded only agricultural comunodities such
as wheat, corn, and soybeans in order to help farmers and comimodity consumers manage
risks by removing price uncertainty from agricultural products such as wheat and corn,

» Today, it lists options and.futures contracts on a wide range of products including gold,
silver, U.S. Treasury bonds, and energy products. The Chicago Mercantile Exchange (CME)
Group merged with the Chicago Board of Trade (CBOT) in 2007, adding interest rates and
equity index prodicts to the group's existing product agricultural offerings.

- Some commodities exchanges have merged or gone out of business in récent years. The
majority of exchangeés carry a few different commodities, although some specialize in a single
group. In the US,, the Chicago-Merc.ntile Exchange (CME), the New York Mercantile Exchange
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(NYMEX), the Intercontinental Exchange (ICE) donunate the Space Each exchange offers a wide Notes
range of global benchmarks across major asset classes : :

. 5.4.-TYPES OF.COMMODITY. MARKETS * .
Generally slpeakmg, commodities trade eithér in spot markets or derivatives markets, Sl:luot markets
are also referred to as "physncal markets” or “cash markets where buyers and sellers exchange
physical commoditjes for immediate delivery. .

Derivatives markets ‘involve forwards, futures, and optlons Forwards and, futures are
derivatives contracts that use the spot market as the underlying asset.

These are contracts that give the owner control of the underlying at some pomt in the future, '
for a price agreed upon today.

Only when the contracts expire would physical delwery of the commodity or other asset

¢+ take place, and often traders will roll over or close out their contracts in order to avoid making :
or takmg dehvery altogether. - _ 7

Forwards and futures are generically the same, except that forwards are customizable and
" trade over-thecounter (OTC), whereas futures are s_tandardlzed and traded on exchanges. . ‘

] . ’ -

' 5.5 EXAMPLES OF COMMODITIES MARKETS

The major exchanges in the U.S,, which trade commodities, are domiciled in Chicago and New
York with several exchanges in other locations w:thm the country The Chicago Board of Trade ~
(CBOT) was established in Chicago in 1848.

} Commodities traded on the CBOT include com, gold, silvér, soybeans, wheat, oats, rice, and .
§ ethanol. The Chicago Mercantile Exchange (CME) trades commodities such as rrulk butter, feeder
cattle, cattle, pork bellies, lumber, and lean hogs.

The New York Board of Trade {NYBOT) cormodities include coffee, cocoa, orange juice,

X sugar, and ethanol trading on its exchange. The New.York Mercantile Exchange (NYMEX) trades
commbodities on its exchange such as-oil, gold, silver,’ copper, aluminum, palladium, platinum,.
heating oil, propane, and electricity. . : .

Key commodity markets in regional centers include the Kansas Clty Board of Trade (KC‘BT}
and the Minneapolis Grain Exchange (MGE). These exchanges are primarily focused on agriculture
commodities. The London Metal Exchange and Tokyo Commodity Exchange are prominent
international commodity exchanges.

Commodities are predominantly traded electronically; however, several U.S. exchanges still-
; use the open outery method. Commedity trading conducted outside the operation of the exchanges
hs referred to as the over-the-counter (OTC) market.

;@

Con.modlty Market Regulatmn

"In the US., the Commodity Futures Tradmg Commission (CFI' ) regulates commodity futures
and options markets. The CFTC's. objective is to promote competitive, efficient, and transparent
markets that-help protect consumers from fraud and unscrupulous prachces

The CFTC and related regulations were designed to prevent and remove obstructions on
interstate commerce m commodities by regulating transactions on commodity exchanges. For ‘

Self-Instructional Material Il 171

-




_ Commodity and Stock Market . ?

Notes

172 N Self-instructional Material - . .

Fd

g

- ., . 7

e

exampie, regulations look fo lumt, or abolish, short seihng and elimindte the possibility of market
and price manipulation, such as cornering markets.

.. The law that established the CFTC has been updated several times since it was created most

notably in the wake of the 2007-2008 finaneial crisis. The Dodd-Frank Wall Street Reform and _
.Consumer Protection’ Act gave the CFTC authonty over the swaps market, which was previously

unregulated.
Regulation of commodity markets has continited to remain in the spothght after four leading

- mvestment banks were caught up in a precious metals mampulahon probe in 2014.

Commodity Market Trading vs. Stock Trading

" For most individual investors, accessing commodlties markets whether spot or derivatives, is

untenable. Direct acceéss to these markets typically requires a‘special brokerage account and/or
certain permissions. Because commodmes_ are considered an alternative asset class, pooled funds
that traded commodities futures, such as CTAs, typically only allow accredited investors. .

Still, ordinary investors can gain indirect access to commodities via the stock market itself.

. Stocks on mining or materials companies tend to be correlated with commodities prices, and there

are various ETFs now that track various commodities or cominmodities indexes.

Investors looking to diversify the\i.r pqz_tf;)lip_can look to these ETFs, but for most long-term
investors stocks and bonds will make up the core of their holdings. :

Moreover, because commodity prices tend by more volatile than stocks and bonds, commodities
trading is often most-suited for those with.a higher risk tolerance and/or longer time honzon.

-

5.6 MEANING OF FORWARD MARKET COMMISSION .(FMC)

Forward Market Commission is, a regulatory authority which is overseen by the Ministry of
Consurner Affairs and Public Distribution, Government of-India. It'is'a statutory body set up in

© 1953 under the Forward Contracts (Regulation) Act, 1952. This is the regulating authorlty for all

Commodity Derivatives Exchanges in India. Forward Markets Commission (FMC) headquartered
at Mumbai, is a regulatory authority for commodity futures market in India. Co

Forward Markets

Indian Agricultural Commodity Futures Markets

A large number of agricultural commodities and their byproducts are being traded in
several exchanges. Six of these commodities have been traded long ‘enough 6 enable
an assessment of their performance. This unit examines.the performance of these six
commodity futures. The results indicate that most of these markets are yet to develop fully
as efficient mechanisms of risk management and price discovery.

Sagging Agricultural Commodity Exchangeés

Commodity derivatives have a crucial role to play in managing price risk- especially in
agriculture dominated economies. However, as long as prices of many commodities are
restrained to a certain extent by government intervention in production, supply and

’ i - .
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distribution, forward and futures markets for hedging pnce risk in those commodities ) Notes
have only. limited practical relevance:

;A review of the nature of institutional and policy Ievel constraints  facing this segment’
calls for more focused and pragmatic approach from the government, the regulator and
l' the exchanges for making the agricultural futures market a vibrant segment for r:sk
' management ’

Functions of FMC

3
o

- (a) -To advise the Central Government. in respect of the recognition or the withdrawal
of recognition from any association or in respect of any other matter arising out of the - ¢
administration of the Forward Contracts (Regulahon) Act 1952,

(b) To keep forward markets under observation and to take such action in relation to themn, as
it may consider necessary, in exercise of the powers assigned to it by or under the Act.

(¢) To collect and whenever the Commission thinks it necessary, to publish information
regarding the trading conditions in respect of goods to which any of the provisions of
the Act is made applicable, including information regarding supply, demand and prices,
and to submit to the Central Government, periodical reports on the working of forward

~ markets relating to such goods;

:(d) To make recommendations generally with a view to improving | the organization and
' working of forward markets; ' .

(e) To undertake the inspection of the accounts and “other documents of any recognized
“ association or registered association or any member of such association whenever it

consnders it necessary. \ _

f; ’ ' /,"’ ) . ) t

5.7 THE ROLE OF FORWARD MARKE'I’S COMMISSION IN
INDIAN COMMODITY MARKETS

| Commedity tradmg in India has a long and rich history. The history of commadity Futures market :
\ in India dates back to the ancient times citied in l(auhalya’s ‘Arthasastra’, Words like, “Teji", . -
. “Mandi”, “Gali", and “Phatak” have been commonly heard in Indian markets for centuries which
seems to be coined in 320 BC and also referred int Forward Contracts {Regulation) Act, 1952 ;The
first organized futures market in India was however established in 1875 under the aegis of the
“Bombay Cotton Trade Association” to trade'in cotton contracts. s

This was followed by establishanent of futures markets in edible cilseeds complex, raw jute ,
and jute goods and bullion. Post-independence, in the 1950s, India continued to struggle with
feeding its population and the government increasingly restricting trading in food commodities.

In independent India, the Forward Contracts (Regulation) Act was enacted in 1952 to regulate
_the commodity trading in forward and futures contracts. Just as SEB] regulates the stock exchanges, .
rommodny exchanges are regulated by Forward Markets Commission (FMC); Forwards Market
Commission works under the purview of the Ministry of Finance, Department of Econornic Affairs.

Forward Markets Commission is a regulatory body for co}nn{odity futures/ forward trade in
India. This was set up under the Forward Contracts (Regulation) Act of 1952. It is responsible for
regulatmg and promoting futures/forward trade in commodities. At present, there are three tiers
of regulations of forward/futures tfading system exists in' India, namely, Government of India,
Forward Markets Conmuss:on (FMC} and Commod:ty Exchanges - v "
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Government of India, in 200203, has dcmonstrated its commitment to revive the indian
agriculture sector and commodity futures markets: Prime Minister’s Independence Day address
to the nation on Augufst 15, 2002, which enlisted nation-building initiatives, included setting-up
of national commodity exchange among the important initiatives.

The year 2002-03, certainly, was an eventful year in terms of regulatory changes and
market-developments that could set the agenda for dévelopment for the years to come. In 2003,
a prohibition on futures trading in all commodities was lifted and recognition was granted to
three national commodity electronic exchanges, the MCX, NCDEX and NMCE: The only financial
product currently traded on commodity exchanges in India is futures. o

" Forward contracts are traded in the Over-the-Counter (OTC) market. There are six natiohal
commodity exchanges: the Multi Commiodity Exchange (MCX); the National Commodity and
Derivatives Exchange (NCDEX); the National Multi Commodity Exchange (NMCE); the Indian
Commodity Exchange; ACE Derivatives & Commodity Exchange Limited (ACE); and the Universal
Comimodity Exchange Lid. (UCX). Apart'from these, there are 16 regional exchanges.

The Forward Markets Commission (FMC) is an independent body involved with the regulation
of all commodity exchanges. Futures’ trading is organized: in such goods or commodities as are
permitted by the government. Trading in commodity futures contracts can be done between, with
and through the members of the fecognized Exchanges. At present, 313 commodities are allowed for

futures trading under the auspices of the commodity exchanges recognized under the F C (R) Act.

5.8 SYSTEM OF REGULATION OF FORWARD/FUTURES TRADING

At present, there are three tiers of regulations of forward/futures trading system in India, namely,
government of India (Ministry of Finance), Forward Markets Comumission (FMC) and commedity
exchanges. The FC'(R) Act, 1952 prohibits options in commodities. _ : \

For the purpose of forward contracts in certain commodities can be regulated by notifying
those commodities u/s 15 of the Act; forward trading in certain other conunodities can be prohibited
by notifying these commodities u/s-17 of the Act. -

¥

The need for regulation arises on-account of the fact that the benefits of futures markets’
accrue in competitive conditions. Proper regulation is needed to create competitive conditions. ,
It the absence of regulation, unscrupulous participants could use these leveraged contracts for
manipilating prices. This could have undesirable influence on the spot prices, thereby affecting
interests of ‘society at large. "~ g

Regulation is also needed to ensure that the market has appropriate risk management system,
In the absence of such a system, a major default could create a chain reaction. The resultant

) financial crisis in'a futures market could create systematic risk,

Regulation is also needed to ensure faimess and transparency in trading, clearing, settlement
and management of the exchange so as to protect and promote the interest of various stakeholders,
particularly non-member users of the market. ; d -

1. Government of India: The central government makes policy regarding the forward trading
in-commodities. At present, the Ministry of Finance, (Department of Economic Affairs)
government is dealing with commodity futures trading,.

The Central Government broadly determines the policy relating t¢ areas such as.
identification of commodities as well as the territorial area in which futures/forward
trading can be permitted and giving recognition to the Exchange/ Association through
which such rading is to be permitted.
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Forward Markets Commission (FMC): The commission came into existence in 1953 under

the provisions of Forward Contract (Regulation) Act, 1952. As a statutory body it functions
_under.the admmxstratwe control of the Ministry oE Finance.

Administration headquarters of Forward Markets Comunission is at Mumbai and regional

. office at Kolkata. The Forward Markets Comumission performs the role of approving the

Rules and Regulations of the Exchange in accordance to which trading is to be conducted,

accords permission for commencement of trading in different contracts, monitors market

conditions contmuously and takes retedial measures wherever necessary.

Commodity Exchanges. The Retognized Exchanges/ Associations provide the framework
of Rules and Regulations for conduct of trading, indicate the place where the trading can
be conducted, report, record, execute and settle.conu-acts, provide forum for exchange

of documents and payments, etc. ‘Commodity Exchange works under the prow.smns of

Fotrward Markets Cominission.
FMC is the regulatory.bedy to cont‘rol‘ the activities of commodity exchanges just like

" SEBI regulates the functions of Capital Market. The Forward Markets Commiission is a

regulatory authority of commodity derivatives/futures rarket in India.

FMC is the chief regulator of forward and futures markets in India. The Commission allows
commodity ﬁxtures/ forward tradmg in22 exchanges in Incha, of which 6 are national.

. The major national exchanges are :

o
(i)

()

(iv}

¥

(i)

Multi-commodity Exchange of India Ltd. (MCX) Mumbai,

National Commodity and Derivatives Exchange Ltd. (NCDEX), Murnbai

Nallonal Multi-commodity’ Exchange of India Ltd. (NMCE) Ahemadabad

Indian Commod:ty Exchange Ltd. (ICEX} Muinbai,

Ace Denvatlves & Commodity Exchange Ltd. (ACE) Ahemadabad, and

Universal Commodlty Exchange Ltd. (UCX). These exchanges are. recogmzed to regulate

‘trading in a variety of commodities approved by Forward Markets Comjssmrl under the

Forward Contracts {Regulatlon) Act, 1952

These on-line national commodity exchanges have been organized for conducting forward/
futures trading activities in all commuodities, to which section 15 of the Forward Contracts
(Regulation) Act, 1952 is applicable, and other commodities Sub]ect to the approval of the
Forward Markets Commisston. '

5 9 REGULATORY FRAME WORK OF COl\dMODITY MARKETS IN
INDIA

s e L %

Forward Contract (Regulahon} Act’

The Commodity Derivatives and Futures Markets are regulated accordmg to the provisions

of Forward Contract (Regulation) Act 1952. The Act broadly divides commodities into 3
categories, i.e. commodities in which forward trading is prohxblbed commodmes in which
forward trading is regulated and residuary commodmes

Under Section 17 of the F.C{R) Act, 1952, the Government has powersto notlfy commochhes,
forward tradmg in which is prohibited in wholé or part of Indm Any forward trading in
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such commodities in the notified area is illegal and liable to penal action. Under Section 15,
Government has powers to notify commbodities in which forward tradmg is regulated as
also the area in which such regulation will be in force. P

Once a commodity is notified undet section 15, the forward trading in such contracts (other
than Nontransferable Specific Delivery Contracts) has to be necessarily between members’
of the recognized assoc:ahon or through or with any such member.

Contracts other than these are illegal. Section 6 of the Act prov1des for powers to the Central
Government to grant recognition to an association for orgamzmg forward contracts in the
commeodity which is notified under Section 15.

Such recognition may be.for a specified period or may remain in force till revoked under
Section 7 of the Act. Section 18 (1) exempts the Non-Transferable Specific Delivery Contracts
from the purview of regulation.

.

However, under Section 18 (3) of the Act, the Government has powers to prohibit or -

regulate the non-transferable specific delivery ¢ontracts in commodities also by issue ofa ..

notification. Such notifications may apply for the whole of the country or the specified part
of the country. Trading in commodities where non-transferable spec:ﬁc delivery contracts
are prohibited is illegal and liable to penal action.

Trading in non-transferable specific delivery contracts in respect of regulated commodities
has to be through recognized associations just as in the case of other forward contracts. The
cqmmodltxes that are notified neither under section 15 nor,under section 17 of the Act is in
common parlance referred to as free commodities. '

For organized forward trading in such commodities, the concerned Association or Exchange
has to get a certificate of registral:mn under Section 14B of the Act from the Forward Markets
Commission.

Forward Markets Commission {FMC)

The Forward Markets Commission (FMC) is a statutory body set up in 1953 under the
Forward Contracts (Regulation} Act, 1952, Forward Markeéts Commission (FMC), is a
regulatory authority for commodity futures and derivatives market in India.

It functions under the administrative conirol of the.Department of Econorruc: Affairs,
Ministry of Finance; with it's headquartered at Mumbai and a regional office at Kolkata.
The Act provides that the Commission shall consist of not less than two but not exceeding
four members appointed by the Central Government, out of them one being nominated by
the Central Government to be the Chairman of the Commission.

Patterns pf Trading in Commodity market

The basis'of how commodity trading works the concept of supply and demand. _

When the supply goes low; the demand goes up and so do the prices and when the supply
goes high, the demand goes down along with the prices. The traders take advantage of
these price fluctuations to reap profits for themselves orto protect themselves from related
risks. -
Commodity Trading is one of the most upcoming forms of trading in India. After equity, -
real estate and precious metals like gold and silver, people have started investing in some
of the top commodities too. It is the new avenue for the retail investors and traders to
partlc1pate in.

Although commodity trading has its own risks and challenges, it is also a rewarding
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platform that helps the traders to make good profits in the process of buying and selling |- ' Notes
comrmodities online. But just like dther forms of trading, commodity trading also requires
a lot of hard work, knowledge, experience and dedication. Just like some traders trade in
stocks, some trade in commodities. These commodities can be energy, metals, agricultural
products or hvestock. :

ke
'

* Inorderto understand ‘how commaodity trading works, it is of absolute importance for the
traders to understand how the demand and supply work. The supply of a commeodity may
get affected by various factors like the government policies regarding that commodity,

. economy of the country which is a b:g producer of the commodity, econonuc pollcms, .
political pohc:es, health of the cotintry, price of the raw materials, expected future pnce of |+
the raw .

¢ _materials, cost of production, natural conditions, transport condmons etc. Sirnilarly, the -
. demand is also affected by causes like weather, preferences of the customers, the income
. of the people, the priceof the related goods like substitutes or complememary goods etc.

* For example, the price of oil futures is affected by the political situation in the Middle
East and the price of gold futures is affected by wedding season or the sxtuahon of
gold mining companies. - :

Thus; the background to understand how commodity trading works is actually how .
demand and supply work, With inelastic demand and supply in the commodity
markets, the prices become volatile and give the traders the opportuhity to bank on

_ the price fluctuations and earn money. )

For example, a trader bought a Gold Futures contract with a minimum contract size
of 100 gm at 372,000 on MCX. He pays'the margin amount of, say, 35% which is
equal to 32,520. If the next day price of gold goes up to 373,000, the difference of 1000 |.
i will be credited to the trader's account, and the next day if gold trades at 372,500, the )
L[ * difference of 500 will be debited from the account. So, even by investing less money,
- the traders get an opportunity to make more profits using commodlty trading.

With reference to the step by step process of how commodity trading works, it is _more or less
s.um]a: to all other forms of trading. - !

1. -Opening A Commodity 'frading Account And Getting It Approved:

The first step in understanding how commaodity trading works is to open a commodity
trading. account with a broker. The choice of broker is a crucial decision as because
it is the brokmg company and its stockbrokers that-hold your account and execute
your trades. The brokers also help in educating traders on commodity tradmg and in
making sound ﬁnanCIal decisions through their recommendations.

* When the broker has b_een decided upon after due consideration, the paperwork
is done. Application form which-contains all the information like age, financial
status, the trading experience of the trader is filled and submitted along with the
required documents, The broker then analyses the documnents and the form and upon *
satisfaction, the account is opened.

f

{

#
| ' ©'2 " Margin Money:
! " The trader also has to deposit the initial margin amount into the acéount as soon as .
the account is open. Initial margin amount is generally 5-10% of the céngract value,
In addition to the initial margin, maintenance margin also needs to be maintained by
the trader in his account, which will ensure that the trader is able to pay off in case he
suffers any huge loss due to adverse price movements. -~ . Lo

s
/ 4
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Order Processing:

Once the account is opened, it is good to go for placing orders on commodlty trades.

The trader stiudies the market using fundamental and technical indicators and decides

to invest in‘a commodity. The trader informs the broker about the number of lots and’
contract value and'deposits the masgin money accordingly. As soon as the order is

filled by the broker, the contract is owned by the trader and’is marked to market at

the end of each trading day. )
Mark-To-Market Settlement: ’ N

At the end of each trading day, the cleannghouse determines the settlement pnce
of each commodity. The settlement price is then’ compared to the pnce at which the
ofder was placed and according to the movement in price; the difference is either
credited to or debited from the trader’s account.

From the third day onwards, the comparison is made between the settlement price of
that day and the previous day.

‘Termination Of The Contract:

The termination of a commodity contract can happen in many ways. This is important
to understand how commodity trading works differently from other forms of trading.
The contract can éither be terminated by taking and giving delivery of the goods,

. which is actually a rare form of termination in the commodity market.

* The most used meth'cid of termination of the contract is cash settlernent; the difference

in the expectation of the buying and selling parties is setiled in cash. The commodity
trade can also be closed by entering into a reverse trade by taking exact opposite
position to the current position and thus netting the position.

As a bottom line, how commodity trading works is determined by how the prices of
thecommodmes move, driven by the demand and supply. The process of trading is
simple and uncomplicated, but it does nwoive high risks due to volatility and high
leverage,

So, the traders must be cautious and well- informed béfore entering into the
commodity trading market. -

After the process of opening.account is done the mvestor may want to trade in
commodity. IT is important to understand the process after the trade is placed.

An investor places a trade order with the broker {at the dealing desk) on phone. The
dealer puts the order in exchange tradmg system. At the initiation of the trade, a price
is set and initial margin money is deposited in the account.

Attheend of the day, a settlement price is determined by the clearing house (Exchange).
Depending on if the markets have moved in favor or against the investors' position
the funds are either being drawn from or added to the client's account. The amount is
the difference in the traded price and the settlement price.

On next day, the settlement price is used as the base prfce As the spot market prices
changes every day,”a new settlement price is determined at the end of every day.

. Again, the account will be adjusted by the difference in the new settlement price and

the previous night's price in the appropriate manner.




Trading in Commodities Market

5.10' TRADING. AND SETTLEMENT IN COMMODITY MARKET . Notes

Every market transaction consists of three components. Trading, clearing and- settle‘n'lent' This
section provides a brief overview of how transaction happen on the commodity market/ commodnry
exchanges. ‘

1. Tradmg . ' L.

The trading system on the cormnodxty exchanges, prowdes a fully automated screen -
basedtradmg for futures on comgriodities on a nationwide basis as well as an online
momtonng and surveillance mechamsm :

It ‘supports’ an order driver market and provides complete transparency of trading
operations, The trade timings of the commodity exchanges are 10.00 am to 4.00 p.m. After
~ hours trading has also been proposed for implementation at a later stage.

The commedity exchanges system supports an order driven market, where orders.match
autornatically. Order matching is essentially on the basis of commodity, its price, time and *
quant:ty All quantity fields are in units and price in rupeés.

. The exchange specifies the unit of trading and the delivery unit for futmes contracts on
various commodities. The exchange notifies the regular lot size and tick size for.each of the : .
contracts traded from tune to time!

. When any order enters the trading system, it is an active order. It tries to find a match on
the other side of the book. If it finds a match, a trade is generated.

If it does not find a match, the- “order becomes passive and gets queued in the respective
outstanding order book in the system. Time stamping is done for each trade and provides
a possibility for a complete audit trail if required.

Cominodity exchanges trades commodity futures contracts having one, month, two month
and three month expiry cycles. )

All contracts expire on.the 20th of the expiry month, Thus a Ianuary expiration contract
would expire on the 20th of January and a February expuy contract would cease trading on
the 20th February. .

.If the 20th of the expiry monthisa trading holiday, the contracts shall'expiry on the previous
trading day. New contracts will be introduced on the tradmg day following the expiry of
the near month contract.

2, Clearing

‘National securities clearing corporation limited (NSCCL) under takes clearing of trades
executed on the commodity exchanges. The settlement guarantee fund is maintained and
managed by commodity exchanges. -3 ' )
Only clearing members including professional clearing members (PCMs) only are entitled
to clear and settled contracts through the clearing house o

At co:mnodlty exchanges, after the trading hours on the expiry date, based on the avallable
information, the matching for dehvenes takes place firstly, on the basis of location and then
randomly keeping view the factors such as available capacity of the vault/ warehouse,
commaodities, already deposited and dematerialized and offered for delivery etc. matching
done by this process binding on the clearing members.

After completion of the matching process, clearing members are informed of the delwerable
‘ / receivable positions and unmatched positions. Unmatched positions have to be settled in
cash. The cash settlement is only for the mcremental gam/ loss as determined on the basis

of final settlement price. . . , .
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Tra\iding- System of Com.modity Exchanges. .

Settlement

Futures contracts have two types of settlements, the MTM settlement which happens on a
continuous basis at the end of each day, and the f'mal settlement which happens on the last

. tra