Commodity and

Stock Market

BBA-405

DIRECTORATEOFDISTANCEEDUCATION

SWAMI VIVEKANAND

SUBHARTI UNIVERSITY

Meerut (National Capital Region Delhi)



Contents

1.0 Learning Objectives 1
11 Introduction 1
12 Capital Market 2
13 Financial Markets : - 6

14 Major role and importance of Capital Market 1
1.5 Types of Capital Market 12
16 Secondary Market (Stock Exchange) i7
17 Capital Markets In India 18

18 Book Bullding 2
19 Listing of Securities 29
110 lssue Of Securities 7
111 Concept of Buy back 38
DRty < . Lo SRR i i 2T D T 1
20 Learning Objectives 51
21 Introduction ' _ 5]
22 Organisation And Structure Of Stock exchange 53
23 Online Trading 62
24 Major Stock Exchanges In India ; 64
25 Securities And Exchange Board Of India (Sebi) 68
26 SEBI's powers in relation to stock exchanges 2
17 Derivatives FL
28 Types Of Derivatives 9
Unt 3:Trading inStock Market 700 85130
30 Learning Objectives 85
31 Introduction 85
32 Stock Market 86
33 Swock Exchange 95




The Trading procedure

Operators At Stock Exchange
37 National Security Depository Limited (NSDL)
38 Central Depository Services Limited

Learning Objectives
Introduction

4.0

4.1

4.2 Commodities Market

43  Transactions in Commodity Market

44  Participants in Commodity Dertvative market

45 Types of Commodity Derivatives

46  Efficiency in Commodity future markets

47 Governing Body

48  Major Commodity exchanges in India

49 Commodity Exchange - A Reference to the Indian scenario

50 Learning Objectives

5.1 Introduction

5.3 Commodity Market In India

53 Trading in Commodity Market

54 Types of Commodity Markets

5.5 Examples of Commodities Markets

56 Meaning of Forward Market Commission (Fmc)

57 EM&MMME%MW
58  System of Regulation of Forward/Futures Trading

59 Regulatory Frame Work of Commodity Markets In India
5.10 ‘Trading and Settlement in Commodity Market

5,11 Margins for Trading in Commodity Derivatives

5.12 Challenges faced by Commodity Markets



19

CAPITAL MARKETS

Learning Objectives

Introduction

Capital Market

Financial Markets

Major Role and Importance of Capital Market
Types of Capital Market

Secondary Market (Stock Exchange)

Capital Markets In India

Book Building

Listing of Securities

110  lIssue of Securities
111 Concept of Buy back

Summary

Key Worids
Reviewe Quentions
Further Readings

Capital Markets

1.0 LEARNING OBJECTIVES

After reading this capter students will be able fo;

Understand the basic concepts of apital market
Understand the role of Capital market in India .
Understand the concept of listing and lssue of securities
Understand the concept of Book Building .
Understand the concept of Buy-Back of shares
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Commodity and Stock Market
Notes 1.1 INTRODUCTION

Ymﬂhwﬂm:hﬂamﬁﬂmu&mhﬁmmmﬁuhdﬂmn
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 funds from the capital markets. Idesr Cellular decided fo enter the Indian
capital market for its needs of expansion. =

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

Bysiness 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 them. In doing so it performs what is
known 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:

*  The rate of return offered to houssholds would be higher

*  Scarce resources 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 firma.

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 series 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 bahks, commercial banks and stock
exchanges.
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An ideal capital market is one where finance is available at reasonable cost. The process
dm&mhrﬂmwhmdamwwmh
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
free, fair, competitive and transparent. The capital market should also be efficient in respect of
the information that it delivers, minimise transaction costs and allocate capital most productively.

Definition

Financial system is a complex well integrated set of sub system of financial institutions, market,
nstruments 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 secking 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 companies often issue both equity and bonds.

The main entities purchasing the bonds or stock include pension funds, hedge funds, sovereign
wealth funds, and less commonly wealthy individuals and investment banks 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 know they are likely to be able to swiftly cash out their investments if the need arises.

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

Methods of Floatation

There are various methods of floating new lssues 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 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.

3. Private Flacement Private placement 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 public tssue and choose to use private
placement.
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Commeodity and Stock Market

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 propartion to the number of shares they already possess.

5. eIPOs: A company proposing to issue capital 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 (IPO). SEBI registered brokers have to be appointed for the purpose of
accepting applications and placing orders with the company. The issuer compariy should
also appoint a registrar to the issue having 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 connected with the issue,

Components
*  Financial Instraments
*  Financial Markets
*  Fimancial Inatitutions
*  Financial Services
*  Regulatory Authority

Financial Instrioments

Fmﬂdﬂhmmhmuu:mumhm«hymmnhmum&uﬁﬁ
that may be traded. Most types of financial instruments provide efficient flow and transfer of capital
uuﬂmghmﬂuwuidkﬂwumn!ummheauh,amwﬂd;ﬂh*ﬂmﬁ
receive cash or another type of financial instrument, or evidence of one's ownership of an entity.
Key features:
* A financial instrument is a real or virtual document representing a legal agreement
involving any kind of monetary value.
* Financial instruments may be divided into two types: cash instruments and derivative
instruments.

* Financial instruments may also be divided according to an ssset class, which depends on
whether they are debt-based or equity-based.

* Foreign exchange instruments comprise a third, unique type of financial instrument.

Understanding Financial Instruments

. meﬂdhhmhmh:ulmvmlmuwngihgﬂm
involving any kind of monetary value.

* Equity-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.

¢ Foreign exchange instruments comprise a third, unique type of financial instrument.
MNWﬂmhmmeummwwm
common share equity,

# International Accounting Standards (LAS) defines financial instruments as “any contract
ht#mﬂmnwmdmmwlwhqumm
of another entity."
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Types of Finuncial Instrumenis Motes
Financial instruments may be divided into two types: cash instruments and derivative
instruments.
1. Cash Instraments
The values of cash instruments are directly influenced and determined by the markets.
Thiese can be securities that are easily transferable.

Cash instruments may also be deposits and loans agreed upon by borrowers and
lenders.

2 Derivative Instruments
The value and characteristics of derivative instruments are based on the vehicle's
underlying components, such as assets, interest rates, or indices.
An equity options contract, for example. s a derivative because it derives its value
from the underlying stock. The option gives the right, but not the obligation. to buy
or sell the stock at a specified price and by a certain date.
As the price of the stock rises and falls, so oo does the value of the option although
not necessarily by the same percentage.
There can be over-the-counter (OTC) derivatives or exchange-traded derivatives. OTC

is a market or process whereby securities-that are not listed on formal exchanges-are
priced and traded.

Types of Asset Classes of Financial Instruments

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

Debi-Based Financlal Instrisments

* Short-term debt-based financial instrurments 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 depoait (CDs).

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

* 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 ane interest rate swaps, interest rate caps and
floors, interest rate options, and exotic derivatives.

Equity-Based Financial Instruments

Securities under equity-based financial instruments are stocks. Exchange-traded derivatives in
this category include stock options and equity futures, The OTC derivatives are stock options
and exotic derjvatives.

Financial Markets L

A financial market is a market 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 commodities.
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Commaodity and Stock Market

Brokerage Firms.

I B ST

Fimancial 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 States partly as a result
of the Gramm-Leach-Bliley Act of the late 19%0s, which enabled different types of companies
operating in the US. financial services incdustry at that time to merge.[3]

Companies usually have two distinct approaches to this new type of businese. One approach
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, efc. In
the other style, a bank would 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 regulatory 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, promoting and regulating the Indian securities markots.

1.3 FINANCIAL MARKETS

Financial market is a place or mechanism which facilitates the transfer of resources from one entity
to another,

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
L]
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3. Growth in income: Financial markets allow lenders eamn Interest and Divided on their
surplus investable funds thus contributing to the growth in their income.

4 Capital formation: A channel through which savings low to aid capita formation of &
country,

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

Function of Financial Markets

1. Facilitate creation and allocation of credit and liquidity
1 Serves as intermediaries

3. Assist process of economic growth

4. Caters financial needs

L Financial 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.

1 Facilitating Price Discovery: You all know that the forces of demand and supply help to
establish a price for 8 commadity or service in the market. In the financial 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 financlal 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 through the mechanism of the financial market.

4 Reducing the Cost of Transactions: Financial markets provide valuable 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 fulfiliment of their individual needs.

Financial markets are classified on the basis of the maturity 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.

Types of Financial Markets

L. Money Market

Money market is collective name given to the various firma and institutions that deal in various
grades of near money. The money market is a market for short term funds which deals in monetary
assets whose period of maturity s upto one year,

These assets are close substitutes for money. It is a market where low risk, unsscured and
short term debt instruments that are highly liquid are issued and actively traded everyday. It has
no physical location, but is an activity conducted over the telephone and through the internet It
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Commodity and Stock Market

Notes enables the raising of short-term funds for meeting the temporary shartages of cash and obligations

¥
z
3
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and the temporary deployment of excess funds for earning returns. The major participants in the
market are the Reserve Bank of India (RBI). Commercial Banks, Non-Banking Finance Companies,
State Governments, Large Corporate Houses and Mutual Funds.

Characteristics of money market (MM)

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

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

Market. Is composed of several specialised sub markets such as
call momey market

Treasurybill market

Discount market

collateral loan market

Various instruments of MM. areCall money finter bank loan) Certificate of deposits{time
deposit) Treasury bill of the Govt. trade bills commercial papers promissory notes by
reputing companies.

Dealers in Money Market are;-

Functions of money market

(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 houses
ete. for the investment of their short term funds.

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

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

short-term |oans.

(5) It serves as a medium through which the central back of a country can exercise its
control over the creation of credit



Money Market Instruments

Treasury Bilk A Treasury bill is basically an instrument of short-term borrowing by the
Government of India maturing in less than one year. They are also known as Zero Coupon
Bonds issued by the Reserve Bank of India on behalf of the Central Government to meet ils
short-term requirement of funds.

Treasury bills are issued in the form of a promissory 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 mintmum amount of Rs 25,000 and in multiples
therenf.

Example: Suppose an investor purchases a 91 days Treasury bill with a face value of Rs.
1.00,000 for Ra. 96,000, By holding the bill until the maturity date, the investor receives Hs.
1.00,000. The difference of Rs. 4,000 between the procesds received at maturity and the
amount paid to purchase the bill represents the interest received 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 maturity 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 provide short-terms funds for seasonal and working capital

needs. For example, companies use this instrument for purposes such as bridge financing.
Example: Suppose a company needs long-term finance to buy some machinery. In order to
raise the long term funds in the capital market the company will have to incur flcatation
costs (costs associated with floating of an issue are brokerage, commission, printing of
applications and advertising etc ).

Funds raised through commervial 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 cash reserve ratio. The Reserve Bank of
India changes the cash reserve ratio from time to time which in tum 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
instruments 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.

Certificate of Deposit: Certificates of deposit (CD) are unsecured, negotiable, 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 is slow but the demand for credit is
high. They help to mobilise a large amount of money for short periods.
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Commodity and Stock Market

Notes 5  Commercial Bill: A commercial bill is a bill of exchange used to finance the working capital

' requirements of business firms. It is a short-term, negotiable, seli-liquidating instrument
which is used to finance the credit sales of firms, When goods are sold on credit, the buyer
becomes llable to make payment on a specific date in future.

The seller could wait tll 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 bifl. These bills can be
discounted with a bank if the seller needs funds before the bl matures. When a trade bill
is accepted by a commercial bank it is known as a commencial bill.

IL Capital Markets

Capital market is a market where buyers and sellers engage in trade of financial securities like
bonds, stocks, etc. The buying/selling is undertaken by participants such as individuals and
institutions. They helps channelise surplus funds from savers 1o institutions which then invest
them into productive use

Generally, this market trades mostly in Jong-term securities. Capital market consists of
primary markets and secondary markets. Primary markets deal with trade of new lssues 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 business entities buy and sell
debt and equity securities. It s 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 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 so cannot issue equity securities.

A capital market is intended to be for the issuance and trading of long-term securities. When
a publicly held company sells its securities in the capital markets, this is referred to as primary
market activity, The subsequent trading of company securities between investors is known as
secondary market activity. Short-term securities are traded elvewhere, 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 socurities 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, 50 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 Commission (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
bends and securities of governments,
* The funds which flow Into the capital market come from individuals who have savings to
10 H Seif-instructional Material




such as insurance companies, finance houses, unit trusts, investment trusts, venture capital,
hﬂn;ﬁrmmumdhuﬂmhﬁldhgmunnh:_

. Furﬂur.ﬂlmmﬂwhuhglwmuwhthdnmtpmﬂeupiu]humdﬂwﬂhthr
ﬂmuﬂdrhnmndmpmmmdhelptnuumguutrmmnnhhummd
debentures,

. ﬂuﬂmﬂhhﬂ:mhmhhtﬂdmmﬂfmwuﬂngmﬂﬁmmm
“wmmuﬂhumhuhmummmmﬂmtm
port trusts, etc. to finance a variety of expenditures and assets.

. mmmmﬁmmhmmymamm
s a market which facilitates buying and selling of shares, stocks, bonds, securities and
debentures.

. uhmtmlyammhddnwmumﬂumbuulmfmmmmm
mﬂuhhﬂ,ﬂuﬂpﬁlmﬂmhm{mdm&umpplymddmmﬂfwmm
and the stock exchange facilitates such transactions.

1.4 MAJOR ROLE AND IMPORTANCE OF CAPITAL MARKET

The capital market has a crucial significance to capital formation. For a speedy economic
dwlhpmﬂuadmpuhupm!fmmﬂmhmmuy.mdgniﬂmudnplulmkum
economic development is explained below:

Mnbﬂi:aﬂmﬂf&vlngﬁmt&mlmﬁmﬂf&pihlfmﬂm

In developing countries like India, the importance of capital market is self-evident. In this market,
mmdm&wmwﬂm&m various sectors of the population. The
twin features of reasonable return and liquidity in stock exchange are definite incentives to the
mmmmmmm&qﬁmrmmmmm.

Raising Long-Term Capital

mmdnmmmmmmmtuﬁﬂMiﬂﬁhﬂ
mmﬂﬁﬂhﬂh:mﬂhﬂmpuﬁ-wﬁuhﬂnw;.m

Helps to promote Industrial Growth

ﬂuﬂmkmhugehimﬁﬂmkﬂﬂmghwhﬂimmmmmdmwdmhhﬂm
sectar of the economy. The existence of such an institution encourages people to invest in productive
mmhﬂtmuhmmdmﬁﬂywmmdmdwelnpmddwmmyhy
mobilizing funds for investment in the corporate securities

Ready And Continuous Market

The stock exchange provides a central convenient place where buyers and sellers can easily
purchase and sell securities. anm&mhutymhumhmummuﬁﬁﬂm:ﬁqujdu
compared to other asets
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I

Technical Support

A Reliable Guide To Performance
mwmﬂmulmwwhwuﬂwwdm
and thereby promotes efficlency.

Proper Channelization Of Funds
Thpwlﬂh@mﬁphdlmﬂflﬂdﬂlﬁwyﬂdmhmw&hpwph
thWMlmM.Mmeﬁﬂwm&wh
the public interest.

Provision Of Variety Of Services:

Thwhﬂhﬂmuhmﬁmhghﬂuupnﬂmmpmlvmn;dmm-a
mﬁlwﬂMMwaﬁdmﬁqm

assistance in the promotion of companies, participation in equity capital, giving expert advice etc.

Development Of Backward Areas

Capital Markets provide funds for projects in backward areas. This facilitates economic development

dwmmmmmﬂmmwlwwwmw-ﬂ
rural areas.

Foreign Capital

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

mmmwwmwmmhmmrumm
mhmupmmmwmwhmwwmmw
of the country.

Easy Liquidity

With the help of secondary market, investors can sell off their holdings and convert them into
wmwmmmwmmuwmﬂwmm-wmm
are in need of funds.

15 TYPES OF CAPITAL MARKET

The Capital Market can be divided into two parts
a. Primary Market
b. Secondary Market

12 11 Seif-instructional Material



A. Primary 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 muarket is to facilitate the transfer of
investible funds from savers to entrepreneurs seeking to establish new enterprises or to expand
existing ones through the issue of securities for the first time.

The investors in this market are banks, financial institutions, insurance companies, 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 setting up new
projects, expansion, divenification, modernisation of existing projects, mergers and takeovers etc

Methods of Floatation
There are various methods of floating new issues in the primary market -

1  Offer through Prospectus: Offer through prospecius is the most popular method of raising
funds by public companies in thi 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 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.

3. Private Placement: Private placement 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
public issue and choose to use private placement.

4. Rights lssue: This s 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.

5. «IPOs: A company proposing to issue capital 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 (IPO). 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 registrar to the issue having 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 connected with the issue.
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The major points of distinction between the two markets are as follows:

Participants: The participants in the .capital market are financial institutions, banks,
corporate entities, forelgn 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 RBI, banks, financial institutions and finance companies.
Individual investors although permitted to transact in the secondary money market, do not
normally do so.

Instruments: The main instruments traded in the capital market are - equity shares,
debentures, bonds, preference shares etc. The main instruments traded in the money
miarket are short term debt instruments such as T-bills, trade bills reports, commercial
paper and certificates of deposit.

Investment Outlay: Investment in the capital market Le, securities does not necessarily
require a huge financial outlay, The valoe of units of securities is generally Jow ie. Rs 10,
Rs 100 and so is the case with minimum trading lot of shares which is kept small Le. 5, 50,
100 or so. This helps individuals with small savings to subscribe to these securities,

In the money market, transactions entail huge sums of money 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: Capital market securities are considered liquid investments because they are
marketable on the stock exchanges. However, a share may not be actively traded, Le. it may
nol easily find a buyer.

Money market instruments on the other hand, enjoy a higher degree of liguidity as there
is formil arrangement for this. The Discount Finance House of India (DFHI) has been

nhﬂwhhw&nm“dpmﬁh‘ludvmmrmwm
instruments.

Safety: Capital market instruments are riskier both with respect to returns and principal
repayment, lssuing companies may fail to perform as per projections and promoters may
defraud investors. But the money market is generally much safer with a minimum 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 highly rated companies.

{vii) Expected swturn: The investment in capital markets generally yield a higher retum for

investors than the money markets. The possibility of eamings is higher if the securities are
held for a longer duration. First, there is the scope of eaming capital gains in equity share.
Second, in the long run, the prosperity of a company s shared by shareholders by way of
high dividends and bonus issues

Some of the functions of primary market are as follows :

a.  Origination: Origination is referred to as examine, evaluale, 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 commerdial bankers.



New

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 lssye
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,

issue mechanism

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

* FPO ( Follow Up offer) Right issue.

= Pyt Placements.

* PreferentialAllotments.

* Bought out deals (offer for sale).

*  Book Building

Method of Floatation of Securities in Primary Market
The securities may be issued in primary market by the lollowing methods:

1. Public Issue through Prospectus:

* 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 eaming
potential of the company and accordingly they decide whether to invest or not in that
company Through [PO company can approach large number of persans and can approach
public at large. Sometimes companies involve intermediaries such as bankers, brokers and
underwriters to raise capital from general public.

*  IPO Initial Public Offer :A initial public offering is process of lssuing share to the public for
the first time by a company

Procedure Regarding New Issues

1

Issue of Prospectus - A company, which intends to raise finance from the public through
new issues, must be familiar to public . This can be done by ssuing a prospectus. The
prospectus is any document described or issued 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 lssues the prospectus. the investors/ public may apply for
the shares offered by the company, These application forms may be obtained from the
brokers, bankers or lead managers, 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” alang with the application

Capital Markets
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3. Application for listing of securities - A company can create a favorable impression 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
stock exchanges.

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

5 Allotment / Regret letler - After the allotment of shares, the allotment letters or share
certificates be sent to the allottees within a reasonable time. say. fwo months from the date
of closing of subscription list. 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 larger access to capital for long
term long term

* Siock holder diversification-founders can diversify their holdingsand thereby reduce the
risk of portfolio.

*  [nvestor's recognition.

* Liguidity to promoters-

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

- reputation of the company

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

Disadvantages
* Dilution of control- when shares are issued to public it leads to dilution of proportionate
ownership in the firm
*  Loss of flexibility <compary will lose it flexibility in decision making process since they are
accountable to public

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

Under this method new securities are offered to general public but not directly by the company
but by an intermediary who buys whole lot of securities from the company. Generally the
intermediaries are the firms of brokers. y

So sale of securities takes place in two steps: first when the company issues securities to
the intermediary at face value and second when intermediaries issue securities to general public
at higher price to earn profit.

Under this method company is saved from the formalities and complexities of issuing
securities directly to public,
Private Placement:

Under this method the securities are sold by the company to an intermediary at a fixed price and
in second step intermediaries sell these securities-not to genersl public but to selected clients at
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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 smue securities 1o selected clients such as UTIL LIC, General Insurance, etc.

The private placement method is o 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 eic. Small and new companies prefer private placement as they cannot afford to
ralse from public isswe,

Right Issue (For Existing Companies):

This is the issue of new shares to existing shareholders. It s called right issue because it is the
pre-emptive right of shareholders 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 right issue is mandatory for companies under Companies’ Act 1956
The stock exchange does not allow the exsting companies to go for new jssue without
giving pre-emptive rights to existing shareholders because if new issue is directly issued to new
subscribers then the existing equity shareholders may lose their share in capital and control of
company i.e. it would water their equity. To stop this the pre-emptive or right issue is compulsory
for existing company.
e-IPOs, (electronic Initial Public Offer):
It i= the new method of issuing securities through on line system of stock exchange. In this
company has o appoint registered brokers for the purpose of accepting applications and placing
arders. The company issuing security has to apply for lsting of its securities on any exchange
other than the exchange it has offered its securities earlier. The manager coordinates the activities
through various intermediaries connoected 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 investors
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.

Securitien are traded. cleared and settled within the regulatory framework prescribed by
SEBL 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 previously issued or second hand securities.

* The secondary capital 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 s known as stock
exchange or stock market. Here the securities are bought and sold by the investors,

* In secondary market securities are not directly lssued by the company to investors, The
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Notes 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 not get directly from company. Then both the investors can meet
in secondary market and exchange securities for cash through intermediary called broker.

* In secondary market companies get no additional capital 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
campany.

* If there is no secondary market then investors could get back their investment only after
redemption 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 price of the securities,

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

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

&  Provide a Market Place

1.7 CAPITAL MARKETS IN INDIA

India has a fair share of the world economy and hence 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 raise funds through bond issues.

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

In the Secondary Markets, the stocks, shares, and bonds etc. are bought and sold by the
customers. Examples of the secondary capital markets include the stock exchanges like NSE, BSE
etc. In these markets, using the technology of the current time, the shares, and bonds eic. are sold

and purchased by parties or people.
Classification
The capital market in India includes the following institutions (ie.. supply of funds tor capital
markets comes largely from these);
(i) Commercial Banks:
(i) Insurance Companies (LIC and GIC);
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(iii) Specialised financial institutions like IFCI, TDBI, ICICL SIDCS, SFCS, UTT etc;
(iv) Provident Fund Societies;

(v) Merchant Banking Agencies;

{vi) 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 tempis to provide
adequate capital at reasonable rate of return for any business, or industrial proposition which
offers a prospective high yield to make borrowing worthwhile.

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

The industrial securities market refers to the market for shares and debentures of old and
new companies. This market is further divided into the new bssues market and old capital market
meaning the stock exchange.

The new issue market refers to the raising of new capital in the form of shares and debentures,
whereas the old capital market deals with securities already lssued by companies.

Broad Constituents in the Indian Capital Markets
Fund Raisers

Fund Ralsers are companies that raise funds from domestic and forelgn sources, both public and
private. The following sources help companies ralse funds,
Large Organisation grow by doing innovations and by raising the capital to finance expansion.
Corporations have five primary methods which are used 1o raise funds in capital market
® lssue 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 fived rate and specific dates.
Corporate issues bonds because interest rates which must pay investors are Jower than
rates of borrowing and holders can sell bonds to someone else before they due.

& lssue of preferred stock | company choose this 1o ralse capital. If a company have financial
trouble the buyers of shares geis special status. If profits are limited then owners will be
paid the dividend after bondholders receive the interest payments,

®  Sell of common stock : if financial condition of the company is good then it can raise 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 tesm capital by getting the loans from banks or
other sources. After good market run the profits which the company gets can be used to
finance their operating by retaining their eamnings.

Fund Providers _
Fund Providers are the entities that invest in the capital markets. These can be calegorized as

domestic and foreign investors, institutional and retail investors. The list includes subscribers to
primary market lasues, investors who buy in the secondary market, traders, speculators, Flls/
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sub-accounts, mutual funds, venture capital funds. NRIs, ADR/GDR investors, et
Intermediaries

merchant bankers, underwriters, depository participants, registrar and transfer agents, Flls/ sub-
accounts, mutual Funds, venture capital funds, portfolioc managers, custodians, ete
Organizations . :
Organizations include various entities such as MCOX-5X, 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 India (SEBI), the Reserve Bank
of India (RBI), and the Department of Company Affairs (DCA).

Growth of Indian Capital Market :

Indian Capital Market before Independence :

Indian capital market was hardly existent in the pre-independence times. Agriculture was the

mainstay of economy 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 companies and the number of securities traded in the stock exchanges was even smaller.

Indian capital market was dominated by gilt-edged market for government and semi-
government securities. Individual investors were very few in numbers and that too were limited
to the affluent classes in the urban and rural areas. .

Last but not the least, there were no specialised intermediaries and agencies to mobilise the
savings of the public and channelise them to investment.
Indian Capital Market after Independence
Since independence. the Indian capital market has made widespread growth in all the areas as
reflected by increased volume of savings and investments.

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
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 yoar plans.
Factors Influencing Capital Market:

The firm trend in the market is basically affected by two important factors:

* operations of the institutional investors in the market; and

*  the excellent results flowing in from the corporate sector.

New Financial Intermediaries in Capital Market
Since 1988 financial sector in India has been undergoing a process of structural transformation.
Some important new financial intermediaries Introduced in Indian 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.
Merchant banks in india manage and underwrife new lssues. undertake syndication of
credit, advice corporate clients on fund raising and other financial aspects.
Since 1993, merchant banking has been statutorily brought under the regulatory framework
of the Securities Exchange Board of India (SEBT) to ensure greater transparency in the
operation of merchant bankers and make them accountable. The RBI supervises those
merchant banks which were subsidiaries, or are affillates of commercial banks.

1 Leasing and Hire-Purchase Companies:
Leasing has proved a popular financing method for acquiring plant and machinery specially
or small and medium sized enterprises. The growth of leasing companies has been due to
ndvantages of speed, informality and flexibility to suit individual needs;
The Narasimhan Committes has recognised the importance of leasing and hire-purchase
companies in financial intermediation process and has recommended that:
1. aminimum capital requirement should be stipulated:
2 prudential norms and guidelines in respect of conduct of business should be laid
down: and
3. supervision shoyld be based on periodic returns by a unified supervisory authority.
3. Mutual Funds:

¢ It refers to the pooling of savings by a number of investors-small, medium and large. The
corpus of fund thus collected becomes sizeable which ts managed by a team 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 attempts
to optimise high return, high safety and high liquidity trade off for maximum of investor's
benefit.

* [t thus aims at providing easy accessibility of media including stock market in country to
one and all, especially small investors in rural and urban areas,
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Mutual funcls 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 virtually on same footing as the Unit Trust of India (UTI) and have been able to
mmmwmﬂhﬂlm-hﬁmim

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 (SEBT) has authority to lay down
guidelines and to supervise and regulate working of mutual funds.

The guidelines fssued 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 Committee 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:

(ii) creation 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 UT] in the
area of tax concessions.

4. Global Depository Receipts (GDR):

Since 1992, the Government of India has allowed foreign investment in the Indian
securities through the issue of Global Depasitory Receipts (GDRs) and Foreign
Currency Convertible Bonds (FCCBs). Initially the Euro-issue proceeds were to be
utilised for approved end uses within a period 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 Investment the govemnment required the
fssuing companles to retain the Euro-issue proceeds abroad and repatriate only as and
when expenditure for the approved end uses were incurred.

5.  Venture Capital Companies (VCC):

The alm of venture capital companies is to give financlal support to new ldeas and to
introduction and adaptation of new technologies.

They are of a great importance to technocrat: entrepreneurs who have technical
competence and expertise but lack venture capital.

Financial institutions generally insist on greater contribution to the investment
financing, in which technocrat entrepreneurs can depend on venture capital companies.
Venture capital financing involves high risk.

According to the Narasimhan Committee the guidelines for setting up of venture
mwmmwummmmmmﬂmm
The committes has recommended a review and amendment of guidelines.

Knowing the high rsk involved in venture capital financing. the commitiee has
recommended a reduction in tax on capital gains made by these companies and
equality of tax treatment between venture capital compandes and mutual funds.



& Other New Financial Intermediaries:

Besides the above given institutions, the governament 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 (TDICI) Ltd, a
technology venture finance company, which sanctions project finance to new
technology venture since 1989.

* Risk Capital and Technology Finance Corporation (RCTFC) Lid., which provides risk
capital to new entreprencurns and offers technology finance o technology-oriented
ventures since 1988,

* [nfrastructure Leasing and Financial Services (IL&FS) Ltd., set up in 1988 focuses on
leasing of equipment for infrastructure development.

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

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

= Swock Holding Carporation of India (SHCIL) Ld., setup in 1988, with the objective of

introducing a book entry system for transfer of shares and other type of scrips thereby
avolding the voluminous paper work involved and thus reducing delays in transfers

1.8 BOOK BUILDING

Every business organisation fieeds 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 mise money are
Imitial Public Offer (IPO) and Follow an Public Offer (FPO).

Druring the IPO or FPO, the company offers its shares to the public either al fixed price
or offers a price range, =0 that the investors can decide on the right price.

The method of offering shares by providing a price range 8 called book building method.
This method provides an opportunity to the market to discover price for the securities which
are on offer.

Book building is the process by which an underwriter attempts to determing 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) 1o
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 attempis to determine the price

at which an initial public offering (TPO) will be offered,

* The process of price discovery involves generating and recording investor demand for
shares before arriving at an issue price.
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*  Book building is the de facto mechanism by which companies price their TPOs and is highly
recommended by all the major stock exchanges as the most efficient way 1o 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 companies price their [POs.

The process of price discovery involves generating and recording investor demand for
shares before arriving at an issue price that will satisfy both the company offering the PO and
the market. It 5 highly recommended by all the major stock exchanges as the most efficent way
lo price securities.

The book building process comprises these steps:

*  The issuing company hires an investment bank 1o act as an underwriter who is tasked with
determining the price range the security can be sold for and drafting a prospectus to send
out o the institutional investing community.

& The invesiment bank invites investors, normally large scale buyers and fund managers, to
submit kids on the number of shares that they are interveted in buying and the prices that
they wouild be willing to pay.

* The book is "‘built’ by listing and evaluating the sggregated demand for the issue from the
submitted bids, The underwriter analyzes the information and uses a weighted average to
arrive at the final price for the security, which is termed the cutaff price,

* The underwriter has to, for the sake of transparency, publicize the details of all the bids
that were submitbed.

& Shares are allocated to the accepled biddern.

* Even if the information collected during the book building process suggests a particular
price point 1s best, that does not guarantee a large number of actual purchases once the
IPO is open to buyers. Further, {t is not a requirement that the [PO be offered al that price
suggested during the analysis

Accelerated Book Building

An accelerated book-build is often used when a company is in immediate need of financing, in
which case. debt financing is out of the question. This can be the case when a firm s looking o
make an pffer to acquire another firm.

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

With an accelerated book build, the offer perfod Is open for anly one or two days and with
little to no marketing. In other words, the time between pricing and issuance Is 48 hours or less.
A book buil¥l that is accelerated is frequently implemented overnight, with the issuing company
contacting & number of investment banks that can serve as underwriters on the evening prior to
the intended placement.

The issuer solicits bids in an auction-type process and awards the underwriting contract to
the bank that commits to the highest backstop price. The underwriter submits the proposal with
the price range to institutional investars. In effect. placement with investors happens overnight
with the security pricing occurring most often within 24 to 48 hours.

24 11 Self-instructional Material




IPO Pricing Risk
With any [PO, there is a risk of the stock being overpriced or undervalued when the initial price is
muhhmtimjﬂmmhmmmﬁﬂ-ymmmmlhwmy‘:
price corresponds with its actual 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 b undervalued, it is considered to be a missed opportunity on the

puiniﬂwiwhgmmpmyuﬂmﬁhwmdmﬁnﬂlﬂunmuqﬁndnm
of the IPO.

Compete Risk Free with $100,000 in Virtual Cash

Put your trading skills to the test with our FREE Stock Simulator. Compete with thousands of
Investopedia traders and trade your way to the top!
ﬁabﬂ!uldumnﬂrmdmhmuhﬂnuymmmﬁngmmm.rm

trading strategies so that when you're ready to enter the real market, you've had the practice
you need,

Definition

Eﬂyﬂdhui?ﬁdﬂmbﬂhﬂdhqu'&pmmmwﬂﬁlﬂmﬁﬁrﬁ
securities proposed lo be tssued by a body corporate is elicited and built up and the price for such securities
ﬁmud,ﬁvmmmmqﬂtmmmqmﬁmﬁﬁﬁmhmwbquumﬁmn‘n:uhr,
advertisement, document or information memoranda or offer decument,

hokhmmhgmyhdaﬁudnlpmmumdhymwmm“pml through Public
Offerings-both Initial Public Offers (IPOx) and Follow-on Public Offers (FPOs) 1o aid price and
demand discovery. It is 3 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 retafl investors.
The issue price is determined after the bid closure based on the demand generated in the process.

Book Building vs. Fixed Price Method:

The main difference between the book bullding 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
hmwﬁmmmmhﬁdmﬂtm:ﬂdﬁmﬂduﬂw&hm.

On the other hand, in the fixed price method, the price is decided right at the start. Investors
cannot choose the price. | |
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 price method, the
demand is known only after the issue closes.

Book Building in India:

The introduction of book-building in India was done in 1995 fallowing the recommendations of
an expert committee apponted by SEBl under Y H. Malegam. The committes recommended and
SEBI accepted in November 1995 that the book-building route should be open to issuer companies,

-
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Notes subject to certain terms and conditions, In January 2000, SEBl came out with a compendium of
guidelines, circulars and instructions to merchant bankers relating to issue of capital. including
those on the book-building mechanism,

Book Building Process:

The principal intermediaries involved in a book building process are the companies, 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
basically to determine investor appetite for a share at a particular price. It is undertaken before
making a public offer and it helps determine the lssue price and the number of shares to be issued.

Process of Book Building
A Book Bullding process involves following steps |

The following are the important points in book building process:
1. The Issuer who is planning an offer nominates lead merchant banker(s) as "book runners”.
2 The lssuer specifies the number of securities to be issued and the price band for the bids.

3. The lssuer also appoints syndicate members with whom orders are to be placed by the
investors.

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

The book normally remains open for a period of 5 days.

Bids have to be entered within the specified price band.

Bids can be revised by the bidders before the book closes.

mhduledhmhﬂdugmmm“wdmhthbldlmﬂuhmd
the demand at various price levels.

9. The book runners and the Issuer decide the final price at which the securities shall be
issued.

10, G&mﬂr,hnmbﬂﬂﬂmhﬁnd;hmduphﬁmbﬂdmﬂuﬂndpdﬂ
per share.

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

® a2

Types of Book Building Process
The Companies in India are bound to follow to the SEBI's guldelines for book bullding offers in
the following manner
s 75 percent Book-Building Process: 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.

*  Offer to public through Book building process: The process specifies that an lssuer company
may make an issue of securities to the public through prospectus in the following manner:

100% of the net offer fo the public through book building process, or
75% of the net offer 10 the public through book building process and 25% of the net
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. Fmﬁmﬁmumﬂﬂﬁmﬂﬂﬂhﬂd&ghﬁhﬂmﬁﬂﬂhdﬂdﬂhm
mﬂﬂﬂmﬂlﬂtﬂiﬂﬂhﬂkhﬂdﬁmhm%hmmwﬂﬁﬁu issuer would
dﬂidtmuﬂmphnndmymmﬁmh!wpﬁ::inhudhurhgpm

* I the floor price is not mentioned in the red herring prospectus, the issuer shall announce
the 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 Instance,

%myﬁmmm.mmqwdhmmpMmmt.mm
through an initial pummﬂm}mmmnwum&m.mpﬁm
hnmmm,n-mmn.wmmmmngum.amhmmw
h&mdbmdhﬂymhhnkhﬂdhnpmNmLLu’-uhnhukdhmem
are determined based on the book building process.

How is the Price Fixed?

hﬂhapﬁhﬁuurﬁﬂﬁﬂ&-hﬂdhmuﬂyﬂnﬂnﬂnﬂuﬁupﬁhmmuh
mﬂﬁuhmﬂummmhhmmuhwmpmuwm
ﬂhﬂmmn&umhmﬁmﬂbﬂhﬂwﬂdhmhmhhﬂmh
final price, he will not get allotment.

Hpﬂuquuﬂdhmh?ﬁhrhlﬂﬂmlhlnhﬁmlpﬁm.hmtmmdhﬁnﬂ
price is refunded if he gets allotment,

If the allotment is not made, full money is refunded within 15 days after the final allotment
hmuhhvmdmmmmulﬂmmmnnmh'im&mdmﬂm
8t 15 per cent per annum on the money due.

Example

Inlhhnﬂnd.thlmmpw:hm'tﬁnupnp-&uhpi:hrﬂ:ﬂwﬁbulmpvu-
phwrg,hmhlm.mmhhmmmumdud&nwm
pwhthqwnddﬁhhhidhﬂtﬁ.u%hllhﬂuhlﬂﬂrymhdhh
dmﬂmjmﬁﬂm&nnm#.lndmhdmmﬂmdmpplyﬂwmhﬂm
price is fixed.

mmmmmuhmuhﬂmmmdhmwmmu
hmnuﬂpph,mmnw!ﬂmem“ﬂnmdhhmumrﬂmm

mymbrgimwhhﬂutﬂmhdhhdmsﬂ*mhwumtmmmk

to bring the issue to the public.

Bumunhdmsum&-iuﬂngmwyhﬂumhwmdhmﬂmm
MHMMMMMMMMMNM.MMEWM
hridnn&wﬂuuﬂerpuhdhm.hhdwmdmmgmmmhhmn
which the shares are sold to the investors.

Hhmm&hﬂmhmeMWMHdu&uﬂppﬁﬂwﬂptl
rﬂurdnﬂﬂmwhqhduwHnwpﬁuwﬂlmﬂuppaymgﬂuaddiumulnmuq.ﬁmmmpb.
if the cut off in the above example is fined at Rs 90, those who bid at Re. 80, will have to pay
lt:.lnpulhnemdﬂmuwhnhduﬂs.lﬂil.wiﬂmdupmﬂnnﬂmﬂn{m_mpﬂrmm_
Once each investor pays the actual lssue price, the share are allotted.
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Notes Book Building vs. Reserve Book Building:
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While book building is used 1o raise capital for the company’s business operations, reverse book
building is used for buyback of shares from the market. Reverse book 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 building exceeds
the market price.

Advantages of Book Building:

mmmupmumhwwmummmm&mﬂ-
w-mmhmwdm.mmmudnm-mm

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

The prime objective of book building process is to determine the highest market price for
shares and securities and demand level from highest quality investors in order to adjust
pricing and allocation decision.

Book building is a process of fixing price for an issue on feedback from potential investors
an how they are willing to bid to pick up lssues and instruments. i

The process of book building is advantageous to the issuer company as the pricing of lasue
would be more realistic as the final price is decided about 11 to 12 days before the opening
of the issue. Book building also cffers access to capital more quickly than the public issue.

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

The Issuer company saves advertising and brokerage commissions.

Issuers can choose investors by quality. i
Investors have a voice in the pricing of issues. They have a greater certainty of being allotted
what they demand. Investors need not lockup huge amounts of capital with the lssuer as
they pay at the end of the process,

The issue price is market-determined. As it is a 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 investment on listing.

Optimal demand based pricing is possible.

Eificient 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 |s made.

Upgraded information flow of issues, lead managers, syndicate members and investors is
made possible.

Book-building process inspires investors confidence leading to a larger investor universe
Book-building process creates a liquid and buoyant after market.

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

Immediate allotment and listing of placement portion of securities.



Limitations of Book Building:
The book-bullding system has various limitations, some of these Hmitations are summarized as

follows:
= Book building is appropriate for megn issues only. ln 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 maues, since the risk-return prefenence of the investors cannot
be estimated casily,

The issuer company should be fundamentally strong and well known to the investors

The book building system works very efficently in matured market conditions. In such
circumstances, the investors are aware of various parameters affecting the market price of
the securities. Bat, such conditions are not commonly found in practice.

* There is o possibility of price rigging on listing as promoters may try to bailoul syndicate

members.

1.9 LISTING OF SECURITIES

Listing means the admission of securities of a company 1o trading on a stock exchange. Listing is
Btwuhwyunduhfmpﬂnktﬂhmmumwhmtpuﬂkﬂmﬁdmmy
desires to issue shares or debentures to the public. When securities are listed in a stock exchange,
the company has to comply with the requirements of the exchange. Let us know about listing of
SECUTities.

1

2

It provides liquidity to investments. Secarity holders can convert their securities into cash
by selling them as and when they require,

Shares are traded in an open auction market where buyers and sellers meet. It enables an
investor to got the best possible price for his securities.

Ease of entering into either buy or sell tansactions.

Transactions are conducted in an open and transparent manner subject to a well defined
code of conduct. Therefore investors are assured of fair dealings.

Listing safeguards investors interests. It is because listed companies 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 decinions.

Listed securities enable investors to apply for loans by providing them as collateral security.

Investors are able to know the price changes through the price quotations provided by the
stock enchanges in case of listed securities. 4 i
Listing of shares in stock exchanges provides investors facilities for transfer, reglstration of
rights, fair and equitable allotment.

Share holder are provided due notice with regard to book closure dates, and they can take
investment decisions accordingly.

Advaptages of listing to companies

L
2

Listed securities are preferred by the investors as they have better liquidity,
Listing provides wide publicity to the companies since their name is mentioned in stock
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market reports, analysis in newspapers, magazines, TV news channels. This increases the
marke! for the securities. As Hasting has observed,

“A listed security will recelve more attention fram investment advisory services than an
unlisted one”

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

It makes future financing 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
investars,

Listing enables a company to know its market value and this information is useful in case
of mergers and acquisitions, 1o arrive at the purchase consideration, exchange ratios etc.

hmﬁmmhmw the operations of the company become more
transparent and investor friendly. It further enhances the reputation of the company,

Disadvantages of listing Securities
Listing is not without its limitations. The following are the limitations of listing:

Listing might enable speculators 1o drive up or drive down prices at their will. The violent
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 bg the true economic barometer of an economy’s performance.

In case of bear markets share prices might be hammened down, and the standing of a
company might be lowered In the eyes of the investors, sharvholders, bankers, creditors,

employess ele.

Listing of securities may induce the management and the top level employees o indulge in
‘insider trading’ by getting access to important information. Such actions adversely affect
the common security holders.

The management might enter into an agreement with brokers to artificially increase prices
before a fresh issue and benefit from that. Common 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 important sensitive information to stock exchanges such as plans
for expansion, diversification, selling of certain busineszes, acquisition of certain brands or
companies ete. Such information might be used by the competitors to gain advantage.
Outsiders might acquire substantial shares in the company and threaten to take over the
company or they might demand hefty compensation to sell their shares,

Stock exchanges in India still suffer from shorivomings. Listed securities might be uiilized
by scamsters to indulge in scams.

Objectives of Listing
The major objectives of listing are




To provide ready marketability and liquidity of a company’s securities.
To provide free negotiability to stocks.

Te protect shareholdeérs and investon inlereits.

Tao provide a mechaniam 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 lime on a stock
exchange.

1 Listing for public lssue: When a company which has listed its shares on a stock exchange
comes out with a public issue.

3. Listing for Rights Issue; When the company which has already listed its sharesin the stock
exchange issues securities to the existing shareholders on rights basis.

4  Listing of Bonus shares: When a listed company in & stock exchange ls capitalizing its profit
by issuing bonus shares to the existing shareholders.

5  Listing for merger or amalgamation: When the ‘amalgamated company issues new shares
o the shareholders of amalgamated company, such shares are listed

Listing requirements

A company which desires 1o list lts shares in a stock exchange has to comply with the following
Teguiremenis

1.  Permission for listing should have been provided for in the Memorandum of Association
and Articles of Association

2 The company should have issued for public subscription at least the minimum prescribed
purcentage of its share capital (49 percent).

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

4 Allotment of shares should be done in a fair end 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 listing agreement with the stock exchange. The listing
agreement contalns the terms and conditions of listing. It also contains the disclosures that
have to be made by the company 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, a3 maximum of eleven percent in the aggregate may be reserved
for the Central government, State government, their investment agencies and public financial
institutions.

The public offer should be made through a prospectus and through newspaper advertisements.
The promoters might choose to take up the remaining forty percent for themselves, or allot a part
of it to their associates.
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Notes Fair allotment
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allotment should be made in an equitsble manner in consultation with the stock exchange where
the shares are proposed to be listed.

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

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

The promoters should first decide on the stock exchange or exchanges where they want the
shares to be listed.

They should contact the authorities to the respective stock exchange/ exchanges where
they propose to list.

They should discuss with the slock exchange authorities the requirements and eligibility
for listing.

The proposed Memorandum of Association, Articles of Association and Prospectus should
be submitted for necessary examination to the stock exchange authorities

The company then finalizes the Memorandum, Articles and Prospectus
Securities are issued and allotted.

The company enters inlo 4 listing agreement by paying the prescribed fees and submitting
the necessary documents and particulars.

Shares are then and are available for trading.

Advantages of Listing on Stock Exchange:

Information about the company is available in detail.

Information provides awareness about the work of the organization. This increases trading
activity of purchase and sale of shares of the company.

Continuous dealing of the security raises its value in the securities market.

It provides convenience of sale of security. This lends liquidity to the shares,
There is safety in dealing as it is registered with SERL

It ensures creditworthiness,

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

Listing gives collateral value in making loans and advances from banks who prefers quoted
sécurities.

It widens the market of the security.

Thus, listing benefits both the investor as well as the company. Listing on stock exchange is done
only when the company follows the statutory rules laid down under the Securities Exchange
Board of India (SEBI).




Rules for Listing of Securities: Notes

The following statutory rules have been lald down for the listing of securities under the SEBL

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

Documents to be attached:

{{) Copies of Memarandum and Articles of Association, Prospectus or Statement in lieu
of Prospectus, Directors’ Reports, Balance Sheets, and Agreement with Underwriters
eic.

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

(i) Particulars regarding its capital structare. .

{iv) A statement showing the distribution of shares.

{¥) Particulars of dividends and cash bonuses during the last ten years.,

{wi) Particulars of shares or debentures for which permission to deal is applied for.
{vii) A brief history of the company’s activities since its incorporation.

Criteria for Listing of Securities:

mmmmmdﬁﬂwmmﬂlMMWhﬂtmﬁm
the application:

i. Articles:

{a) Whether the Articles contain the following provisions:
i) A commeon form of transfer shall be used.
(§) Fully paid shares will be free from lien.
{iif) Calls paid in advance may carry interest, but shall not confer a right to dividend.
{iv) Unclaimed dividends shall not be farfeited before the claim becomes time barred.
{(v) Option to call an shares shall be given only after sanction by the general meeting.

b) 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.

¢} Whether the company is of a fair size. has a broad based capital structure and there is
sufficient public Inerest in Hs securities.

ii. Listing of Agreement:

* After scrutiny of the application, the stock exchange authorities may, if they are satisfied,
call upon the company to execute a listing agreement which contains the obligations and
restrictions which listing will entall, This agreement contains 39 clauses with a number of
sub-clauses,

s These cover various aspects of the issue of letters of allotment, share certificales, transfer
of shares, information to be given to the stock exchanges regarding closure of register of
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Notes 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 varlous activities which are likely to affect
the share prices of such companies so that equal opportunity ks provided to all concerned
for buying or selling 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 all applicants for shares will be treated with equal faimess in the matter of allotment.
In fact. in the event of over-subscription, the stock exchange will advise the company
regarding the bysin 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, eg.

(i) Tonotify the stock exchange promptly of the date of the Board Meeting at which dividend
will be declared;

(i} To forward immediately to the stock exchange copies of its annual audited accounts after
they are jssued;

{iif) To notify the stock exchange of any material change in the general nature or character of the
company’s business;

(iv} To notify the stock exchange of any change in the company’s capital; and

(¥} To notify the stock exchange (even before shareholders) of the lssue of any new shares
(right shares or otherwise) as the issue of any privileges or bonus to members.

The company must also undertake:
{a) Not to commit a breach of any condition on the basis of which listing has been obtained;
(b} To notify the exchange of any occasion which will resalt in the redemption, cancellation or
retirement of any lisied securities;
(c) Awvold as far as possible the establishment of a false market for the company’s shares;

(d) Tointimate the stock exchange of any other information necessary to enable the shareholders
to appraise the company’s position.
According to Section 73 of the Companies Act, 1976, if a company indicate in its prospectus that
an application has been made or will be made to a recognized stock exchange for admitting the
company’s shares or debentures to dealings therein, such permission must be applied for within
a stipulated period to Hime.

The Securities Contracts (Regulation) Act, 1956, gives the Central Government power to compel
an incorporated company to get (s 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 a decision with the goverrunent. The Act empowers the government (o set
aside or change the decision after giving proper opportunity to both the parties to explain their
pesition in this regard.
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fil. Guidelines for Listing Securilies:
* To ensure the effective working of the recognized stock exchange in the public interest,

Government framed Securities Contracts (Regulation) Rules. 1957, From time-to-time,
these Rules have been revised whenever it has been necessary 1o do so depending on the
environmental requirements through guidelines issued by the government in this regard,
In November 1982, certain administrative guidelines governing the listing of securities
on recognized stock exchanges, in relaxation of Rule-19 (2) (b) if these Rules were Bsued.
These guldelines broadly cover the following:

s Established Now-FERA Companies:
According to the Adt, ‘Non-FERA Companies’ mean
* those companies which are incorporated in India at least ten years prior to the date of

n

(15

applying for the listing regulation: or companies which have a profit eaming record for a
continuous perind of at least five years prior to the date of the listing application; and
In which foreign equity does not exceed 40 per cenl.

The rule provides that in relation fo these now-FERA companies, public offer should
ordimarily 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 public offer may also be considered if the following conditions are satisfied:

The shares are held by persons not connected with the management. their associates and
associale 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 titie) for a
period of at least 3 years prior to the date of the listing application.

fiit} The number of such shareholders is at least 20 for every Re. 1 lakh of capital held by them,

i, Other Established or New Non-FERA Companies:
In respect of: '

()

(by

Other established Non-FERA companies, that is. companies incorporated in India within
ten years of the date of the listing application and in which foreign equity does not exceed
40 per cent, and

New companies without any foreign equity participation, the provisions of Rule 19 (2] (b)
of the Securitics 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 publie
financial Institutions will be counted as a part of the public offer up to a maximum extent
af 11 per cent of the issusd 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 (Regulation) Act, 1973, the public offer
should be balance of the issued capital after deduction of the permissible level of foreign equity
and the holding of existing Indian sharcholder.

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

Capital Markets
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Notes

New Companies with Foreign Equity Participation:
In respect of new companies with approved foreign equity participation, 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:
(i) The public offer should in no case be less than 33 per cent of the issued capital of the
company.
{ii) The share of the Indian promoters should not be mare than 40 per cent of the issued capital
of the company.

vi. New 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 predominant ownership is that at least 60 per cent of

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

eriterion for determining such predominant 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.

* If the non-resident Indian equity is 74 per cent, the public offer should be 26 percent of the
sued capital of the company.

*  lf 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].

* 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 relaation of Rule 19(2) (b)].

vil, Joint Sector Companies:

In a Joimt sector company, the principal promoter will be a State Government and,/or its agencies
and the co- promoter will be a private party. The shareholding of the State Government and/ or
it= 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 capital 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 I5 per cent of the issued capital of the company, the balance of 49 per
cent should be offered to the public.

viii Offer for the Sale of Existing Issued Capital:

Companies can have their shares listed on recognized Stock Exchange 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
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capital also. The extent of public offer in these cases should be in conformity with the provisions
detafled above,

In addition, the fellowing conditions should aleo be fulfilled:

(i) The net worth (ie. existing paid up equity capital plus free reserves, excluding
reserves created out of revaluation of fived assets) of the company should not be less
than its existing paid up capital and the company should not have incurred a loss in
each of the three vears preceding the listing application.

(if) The offer should result in a wide distribution of shares among the general public
without undue concentration of large holdings, and the rumber of public shareholders
should be at least 20 for every Rs. 1 lakh of the’public offer.

(iif) !ftheshlnhdiemditlprﬁmmpuﬂlm.&!pﬁ:dmﬂdhlﬂbm
approved by the Central Government.

(fv) The offer should set out all material particulars relating to the company and the shares
affered 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
government from time-to-time.

1.10 ISSUE OF SECURITIES

An issue 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 offering,
* An issue is an offering of new securities to investors in hopes of raising capital.
® lssues of bonds can be made as long as there is investor appetite for the company’s debt.
That appetite is influenced by the company's ability to actually make the payments.
* Additional issues of shares of stock can lead to dilution, which investors tend 1o frown
upon, but the shares do not require interest payments.

Understanding Issues

The issuance of securities can take many forms. Companies may have a new lssue, in which
they release a security for the first time, or a seasoned issue, in which an established firm offers
additional shares. In general, an issue tends to refer to a particular offering,
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 lssue
* If s company needs capital to stay in business, |t has options to secure funding through
selling stocks or issuing bonds. In a secondary stock offering, the board of directors (BOD)
voles 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 1o the
company.
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* Likewise, if a business wants to move existing delbt and create new debt at the same Hime,
it might decide to issue bonds. The company borrows money from investors and repays it
with interest. The interest bs a tax-deductible expense that reduces the corporation's cost of
borrowing.

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 maise capital for projects to change the capital structure of a
firm which is comprised of debt and equity. How welghted 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. por 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

However, corporations can isswe 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 bords is less expensive than borrowing from a bank. Bonds do not change the
ownership or operation of a company that ks owned while selling stock does.

Record-keeping is simpler with bondholders, as all bonds with the same issuance eam the
same interest rate and have the same maturity date. Bond offerings are also moee fexdble 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 initlal public offering

(TPO) or secondary public offering. Book runners may be assigned to larger acoounts.

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 number of shares available on the open markel. 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.
Key Points
*  Abuyback is when a corporation purchases its own shares in the stock market
* A repurchase reduces the number of shares outstanding thereby inflating (positive)
earnings per share and. often, the value of the stock.
* A share repurchase can demaonstrate to myestors that the business has sufficient cash set
astde for emergencies and a low probability of economic troubles.
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Understanding Buy Back

Buy-back of shares is a methed of financial engineering, It can be described as a procedure which
enablis a company 1o 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 reinvesting these funds
in the same business at below average rates or going in for unnecessary diversification or
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
hbmhulu:uﬂhﬂhmpmypuﬂhuhbﬂuwvﬂu

This mode 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
carnings and book value per share. Naturaily, the market price of equity goes up.

The reduction in share capital strengthens the promoter’s control and enhances the equity
value for sharcholders. In the latter option, companies buy their shares from open market
and keep these as “treasury stock’,

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

The main aign of shares repurchase might be reduce the number of shares in chrcula~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 o all shareholders made by the company to repuschase & fived 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 with
& return.

And bevause 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-eamings (P/E) ratio is maintained.

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

A share repurchase demonstrates to investors that the business has sufficient cash set aside
for emergencies and a low probability of economic troubles.

Another reason for a buyback is for compensation purposes. Companies often award their
employees and management with stock rewards and stock options.

To offer rewards and options, companies buy back shares and issue them to employees and
management. This helps avoid the dilution of existing sharcholders.

Because share buybacks are carried out using a firm's retained eamings, the net economic
effect to investors would be the same as if those retained earnings were paid out as
shareholder dividends.
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where they have the option to submit, or tender, all or a portion of their shares within a
given time frame at a premium 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 certain times or

at regular intervals.

A company can fund its buyback by taking on debt, with cash on hand, or with lts 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 plan and leads to a
faster contraction of its share float.

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

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 comparison of the potential Impact of repurchases across
different companies.

It is also a guodirdk-ahznf;:um;mfs ability to return value to its shareholders since
companies that engage in regular buybacks have historically outperformed the broad
market.

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 retum 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 eise being equal, 100,000 shares would be
repurchased and the new EPS would be $1.11, or §1 million in eamings spread out
wumﬂumﬁwmﬂml’ffuﬂoﬂmihﬁmwmmhmdnup
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Reasons for Buy-Back:
There are reasons why a company would opt for buy-back:

Toimprove shareholder value, since buy-back provides a means for utilizing the companies
surplus funds which have unattractive alternative investment options, and since a reduction
in the capital base arising from buy-back would generally results in higher earnings per
share (EPS).

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



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

It would enable corporate to make use of the buy-back shares for subsequent use in the
process of mergers and acquisitions without enlarging their capital base.
Huy-hnckdnhuukmﬂnnm:ﬂmddﬁnnﬁnlm

1t is used for signaling the effects of buy-back on the share price.

Financing Aspects of Buy-Back:

Fﬁw:hihmmmhﬂubuﬂmnﬂﬂhmd-whmwmmhﬂm
mddﬂdmlmn;mtﬂfmdaudﬁ:mmhwﬂubbuy-hdnfﬂmum&%h
hpnmh;hwrmdshupmhdupﬂdﬁhndawhﬁhmyhmﬁhd
through one or more of the sources viz.

L

I N T

Internal sources

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.

Advantages of Buy Back

The benefits 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.
hwhﬂﬂmmmmwmphmw
growth after shares are repurchased than firms whose sales growth was above their
indusiry average.

Profitable and growth firms that repurchase shares provide a clear indication to the
investors about the strengths of the company.
Repunimﬁngﬂ:mwlﬂ;deﬂnﬁmhﬁmhﬂmhwﬂ:mmmmmm
average experience substantially higher share price growth after repurchasing than firms
with debt ratios above but sales growth below their industry average.

demonstrate higher share price growth after repurchasing than firms with profitability and
debt ratios above their industry average.

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

L

Companies possessing large free reserves base and are willing to use funds to purchase or
acquire shares and other securities under the buvback scheme, can use their funds in a wise
and effective manner.
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A mmmmmhmmdhhmmmmm
undertaken as a counter-measure against re-issue of shares (which are made compulsorily
hdﬂwhﬂ&guﬁﬁpﬁjhmﬁﬂnhﬂ,hhmmhﬂu
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stock option scheme, boruses or other re-tssue purposes.

3 WMWWMW:WWM
hhﬂﬂuwﬁdmﬂmuhwtmmmwmm
known 1o themselves but not known to the market, it can distribute cash 1o shareholders
wihﬂﬂmrﬁdpnﬁmﬂﬂﬂ!mﬂtptﬂ?ﬁpﬂiﬁhhn:cﬂhﬂmhhﬁmmﬂﬂﬂlupﬂ
management’s present calculations, the firm is undervalued. :

4 PBuy back of shares and securities helps the promoters to formulate an effective defensive
strategy against hostile takeover bids. -

- N Shmbnyhn:hmundﬁhhmmm&mmkeufﬁmumﬂmﬂm&wlﬁ
the ultimate object of buying out completely the entire sharcholdings of the non- promoter
shareholders or ot least to the extent which enables the promoters holding to cross 0% and
delist the company.

B Ammﬂmmhdihdwamminmh”mhlﬂwuhimﬂukﬁm
1uadnptmpuhdhqh¢kduhymdhynr.1hhﬂmpmﬂww-ydhpm
to reach their targets quickly to increase their share and more control in the companies.

7. Buyback of shares and securities results in lower capital base. enhances post-buyback
eamning per share and appreciates Zonsiderably the price-eamnings ratio.

- 8 Buyback of shares & securities is allowed under section 778, if the liquidity position of the
company is good. Companies which have defaulted in repayment of deposits, redemption
ﬁdebummmpdummmmpymdmhmmhﬂmmlﬂuhﬂm
from banks and financial institutions are not allowed buyback shares. It is a good check on
the companies with unhealthy liquidity position.

9. mmm&m&mﬁmmm-muwﬁmg.m
capital hase 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,

2 It opens up possibilities for share price manipulation.
3. Itcould divert away the company’s funds from productive investments.

Legal Provision as to Buy-Back:

Buy-back enables the company 1o go back to its shareholders and offers to purchase from them
the share they held. With the introduction of sections 77A, 77A A and 778 in the Companies Act,
IEWMQWIWMHEWMMMWM

They buy-back of shares are also subject 1o the SEBI (Buy-back of Securities) Regulations, 1998,
The said legal provisions are summarized as follows:
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() Free reserves or
(b) Securities premium account or
(c) The proceeds of issue of any shares or other specified securities.

A

i

b LI

1L

12,

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

Explanation to section 372A of the Act provides that ‘reserves’ as per the last audited
Balance sheet of the company are to be taken as free reserves. The amounts credited after
the close of financial year to free reserves and the securithes premium account should not
be utilized for buy-back_

The company may buy-back its own shares or other specified securities in any of the
following manner: '

From the existing security holders on a proportionate basis, 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 specified securities to the extend 10% of its
total paid-up equity capital and free reserves by passing only a 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 squity
capital in that financial year.

Whete the companies buy-back its own shares, it shall extinguish 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.

Regulation 19(1)(a) of the SEBI (Buy-back of Securities) Regulations, 1998, a company shall
not fssue 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(H) 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 borus
shares,

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

A company cannot buy-back equity shares from the promater or person in control of the
company |f the buy-back is through stock exchange.

Passing of resolution by a company does not create any obligation on the company ta buy-
back its securities. Buy-back becomes irrevocable 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 securlties should be takin as an expense and charged to the Profit
and Los Account,
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MmmWhmhMMHfgﬂﬂmﬂ
resolution passed thereod.
mh;ymmﬂdnwmunﬂhdmymnbimmﬂumﬂmndﬁwm
Limited Company (Buy-back of Securities) Rules, 1999. :

A listed company is required to open an escrow account which is to be used as a security
hhmdnﬂ&qpyﬂhmﬂdhy&lﬂﬁuuﬁ:mwym
deposit in an escrow MWWIMMMMHHH:M
upuﬂ‘niﬂnﬂrhbﬂf-bﬂﬂmmIﬁMmem

Where the estimated consideration payable for buy-back does not exceed Re. 100 cores. 25%
of the consideration payable.

In case the consideration payable for buy-back exceed Ra. 100 crores, 25% up to Rs. 100
crores and 10% of the balance.
mmmmmmn'k@mdmh@nwmmﬂ
contain the prescribed information. .

MMmhmﬁwmhhmwmmmtym
wmmmmdhmemwwnﬂiﬂ
wﬁnmdmhmhd&dmﬁmdmunnm&muﬁhdh
not sufficient.
Thmduuu&udlmbuyhchinhudydmmhﬂud.muhea&n;uidﬂmd
mwmmm-wmmwmrmmjw
1996 and the bye-laws framed thereunder.
mlmmmmhMmlﬂ&um&mnmqﬂhth

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 Balance sheet. .

Disclosure are requined to be made in Directors Report as to reasons for failure of buy-
ack, if shares are not bought back within 12 months from date of Board or Shareholders
resolution. :

A company should not keep the offer for buy-back open for a period exceeding 30 days.

Profit or Loss Prior to Incorporation:

A company may acquire another business from a date prios to its incorporation, normally
from the beginning of the accounting year of the selling concern with to avoid preparation
of final accounts up to the date of acquisition.
Fumﬁmnmmyﬂnpmﬂdm@l,tﬁtmpmﬂmnhﬂmwﬂhdﬁﬂ
from January 1, 1984, the date on which the accounting year of the vendor starts.
Suppm.ﬂnmmpmrchuﬁumummﬂmmhuﬂmdpwpmuhmmm
Account for the year ended December 31, 1984, any Profit eamed 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 to incorporation is treated as capital loss and
debited to the Goodwill Account. The profit earned by the company after the date of its
incorporation ks its revenue profit and is available for dividend.

A pertinent point to be noted is that even though a public company can earn revenue
ﬁbwﬂmhmdcmhﬂpmmﬂw




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 ascertain the profit eamned prior to incorporation and after
incorporation.

-

A Trading Account for the full accounting period is prepared and Gross Profit is arrived at.
Gross profit is apportoned between the two periods on the basis of the sales in the two
periods.

All fixed expenses such as renl, rates, salaries, insurance, audit fees, etc., are allocated on a
time baais as these expenses are related to the time factor.

Expenses which are directly related to sales, like discount 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-
incorporation period, e.g, preliminary expenses, debenture interest paid, directors’ fees,
etc,, 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:

{a)

(b)

Notice of special resolution

Buying from Members through Tender offer

Buyback through Stock Exchange.

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 deal as prescribed in Schedule | of SEBI Regulations.
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.

lf the promoters intend o offer their shares for buy back, detalls should be given in the
notice of the general meeting.

The company should make a public announcement in at least one English National Daily,
Ome Hindi National Daily and One regional newspaper daily, all with wide circulation
giving details prescribed in Scheduled 11 of SEBI Regulations

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

Draft offer letter giving prescribed details should be submitted to SEBI along-with
prescribed fees, at least 21 days before dispatch of letters of offer 1o shareholders. Oifer 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.
l the acceptances by the sharcholders are more than the number of shares offered to them

for repurchase, the actual buy back will be on proportionate basis. The company shall have
to open and mainiain an escrow account with prescribed amount 2s deposit.
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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 sharcholders.

Buyback through Stock Exchange

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

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
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
days of such announcement.

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 will be
made as per rules of trading in the stock exchanges.,

Other Guidelines:

(a) The company will make true and full disclosure in the letter of offer and the public
announcement.

{b) Bonus shares will not be announced when the buy- back offer is open.

fc) All payments will be made only by cash/cheque.

(d) Buy- back offer will not be withdrawn after public announcement.

{¢) Locked-in-shares will not be bought back.

(fi The details regarding number of shares bought, price, total amount invested in buy
back, details of shareholders from whom more than 1% of the total shares were
bought and the consequent change in the capital structure.

SUMMARY

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 previous|y-issued securities.

Capital market is & market where buyers and sellers engage in trade of financial securities
like bonds, stocks, etc, The buying/ selling is undertaken by participants such 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
ar 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 business entities buy and sell



debt and equity securities. [t 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
permitbed by o 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 so cannot
issue equity securities.

A capital market is intended to be for the issuance and trading of long-term securities.
When a publicly held company sells its securities in the capital markets, this is referred to as
primary market 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 o trade the securities.

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

The Securities and Exchange Commission (SEC) is an example of a federal-level agency
that regulates the reporting of information by amy entity that wishes to issue securities in a
capital market, or have its securities traded in a capital 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 & primary market is to facilitate
the transfer of investible funds from savers to entrepreneurs seeking to establish new
enterprises or to expand existing ones through the issue of securities for the first time.
The investors in this market are banks, financial institutions, insurance companies, 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 setting up new projects, expansion, diversification, modernisation of existing
projects, mergers and takeovers etc

The secondary market is also known as the stock market or stock exchange. It Is & 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 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
SEBL Advances in information technology have made trading through stock exchanges
accessible from anywhere in the country through trading terminals.

Alongwith 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 previously issued or second hand securities.

The secondary capital 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 mark=t. Here the securities are bought and sold by the investors.
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In secondary market securities are not directly issued by the company to investors. The
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 not get directly from company. Then both the investors can meet
in secondary market and exchange securities for cash through intermediary called broker.
In secondary market companies get no additional capital 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.

It is an organized market in which both individuals and business entities buy and sell debt

and equity securities. It is designed to be an efficient way to enter into purchase and sale
transac tions

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 and equity to
investors.

Governmenis also use capital markets to raise funds, typically through the issuance of
long-term bonds, Governments do not issue shares, and so cannot issue equity securities.

India has a fair share of the world economy and hence 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 & primary market, companies, governments or public sector institutions can
raise funds through bond issues.

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

The capital market functions through the stock exchange market. A stock exchange
is & market which facilitates buying and selling of shares, stocks, bonds, securities and

. debentures.

&

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 exchange facilitates such transactions.

Emmwmm&ﬁmmﬁﬁﬁﬂllmrﬂmm
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 (TPO) and Follow on
Public Offer (FPO).

During the [PO or FPO, the company offers its shares to the public either at fixed price
or offers a price range, 50 that the investors can decide on the right price. The method of
offering shares by providing a price 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 reinvesting these funds
in the same business at below average rates or going in for unnecessary diversification or
buying growth through costly acquisitions.

-



Capital Markets

. himu'yhlﬂht{ﬂmlnmhl&hﬂ:?ﬂmuymkﬂhlhnhmnummm.
As in this market securities are sold for the first time, Le, new securibies are issued from
the company.

* «lIPOs, (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 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.

. Mdhhhndhhmmmmm&uﬂmmuhmﬁnmdmﬂcmdhdp
sources, both public and private. The following sourres help companies raise funds.

¢ 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/ sub-accounts, mutual funds, venture capital funds,
NRIs. ADR/GDR investors, etc,

* Intermediaries: intermediaries are service providers in the market, including stock brokers,
mbhukauﬁmwh;mwhmhnhunmﬂuwﬁmdtpnﬂmmnw
and transfer agents, Flls/ sub-accounts, mutual Funds, venture capital funds, portfolio
managers, custodians, etc.

* Merchant bankers are financial intermediaries between entreprencurs 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 pooling of savings by a number of investors-small, medium
ww.mmdmmmMMMMuwwum
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 forelgn company. GDRs list shares in two or more markets, most frequently
the LS. market and the Euromarkets, with one fungible security

. ?&h;&ﬁﬂﬂupﬂuﬁtﬂ:ﬂnﬂmﬂmmnclﬁmmhhpw
financial support to new ideas and to introduction and adaptation of new technologies

Q pmmw QUESTIONS

1L With reference o the capital markets of India. pick the incorrect statement from the
following:
A} Capital markets make possible to generate foreign capital.
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B) Capital Markets provide funds for projects in backward areas.

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

D) Intermediaries include various entities such as MCX-5X, BSE. NSE, other regional
stock exchanges.

What is meant by global depository receipts .

State the differences between Primary market and secondary market .

Writé an explanatory note on role and importance of capital markets.”

What are the benefits of Book Building?

Describe the Methods of Floatation of Securities in Primary Market

Describe the process of Book building .

Describe Venture Capital Compandes (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 Rs 10 each at Rs
12 per share. For the purpose, it issued 10,000 13% preference 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 Premium Account apart from its

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

FURTHER READINGS

Mukund Sharma ;.H.R.Appumll.h Stock and Commodity 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 of 1921, Declared unconstitutional in Hill v. Wallace 259 US. 44 (1922),
the Grain Futures Act of 1922 and Board of Trade of City of Chicago v. Olsen 262 US. 1
(1923).

Cronon, William. Pricing the Future: Grain. Nature's Metropolis: Chicago and the Great
West. University of Chicago, 1991. pp.109-133




STOCK EXCHANGE

Introduction
Organisation and Structure of Stock exchange
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Derivatives
Types of Derivatives
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Key Words
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Further Readings

2.0 LEARNING OBJECTIVES

After reading this chapter students will be able 1o

Understand the meaning and function of Stock Exchanges .

Know the types of Stock Exchanges .

Understand the Procedure for dealing in siock exchange
Know the SEBI's powers in relation to stock exchanges
Know the various major stock exchanges in india
Describe the concept of derivatives

2.1 INTRODUCTION

A stock exchange, securities exchange. or bourse is an exchange where 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
irstrumenits and capital events including the payment of income and dividends. Securities traded

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 apen outcry at a central location such as the floor of the exchange
or by using an electronie trading platform.

To be able to trade a security on a certain stock exchange, the security must be listed there.
Usually, there is a central location at least for recdbd keeping, but trade is increasingly less linked
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),

There is usually no obligation for stock to be issued through the stock exchange itsell, 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 economic function in providing liquidity to shareholders in providing an efficient means

of disposing of shares.

mmamm

Stock market is organized market where securities are traded. It includes market for shares
debentures elc. The stock exchange is an organised and centralised market for the purchase and
sale of Industrial and financial securities of all descriptions, viz. Stocks, Shares, Debentures etc.

It is-a market 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

According to the Securities Contracts (Regulations) Act of 1956, a stock exchange is ‘an
assoclation, 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 |s an important factor in the capital market It Is & secure place where
trading is done in a systernatic way. Here, the securities are bought and sold as per well-structured
rules and regulations. Securities mentoned 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 Owver-the-Counter (OTC), but a few corporate bonds are sold in
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a stock exchange. It can enforce rules and regulation on the brokers and firms that are enrolled
with them.

In other words, & stock exchange is a forum where securities like bonds and stocks are
purchased and traded, This can be both an online trading platform and offline (physical location).

History of Stock Exchange

History of Indian Stock Market: Indian stock market marks to be one of the oldest stock market
in Asia It dates back to the close of 18th century when the East India Company used to transact
loan securities. In the 18308, trading on corporate stocks and shares in Bank and Cotton presses
ook place in Bombay.

An informal group of 22 stockbrokers began trading under a banyan tree opposite the Town
Hall of Bombay from the mid-1850s, each investing a (then) princely amount of Rupee . Further
the brokers Increased to 250. The informal group of stockbrokers organized themselves as the BSE
was shifted to an old building near the Town Hall

ht?ﬂ.hphxdhndwﬁﬁ:hhﬁhﬂd&gmmmwlhﬂmms
was constructed and occupled in 1930. PremchandRoychand was a leading stockbroker of that
time, and he assisted in setting out traditions, conventions, and procedures for the trading of
stocks 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
exchange in the country under the Securities Contracts (Regulation) Act The most decisive period
in the history of the BSE took place after 1992 In the aftermath of a major scandal with market
manipulation involving a BSE member named Harshad Mehta, shook the stock market. Then
government started National Stock Exchange (NSE), which created an electronic marketplace. NSE
started trading on 4 November 1994. Stock Exchange provides a trading platform, where buyers
and 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 (ie. bought and sold) at the floor of the stock exchange-through brokers and other
intermediaries.

The literal meaning of stock exchange is an exchange of slock (or shares and other securities)
between buyers and sellers.

Unider 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, regulating and controlling the business in buying. selling and dealing
in securities.”

Stock exchange could be very simply 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.

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
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“Association of Persons” of Section 25 companies under the Companies Act. These are organised
as ‘mutuals’ and are considered beneficial in terms of tax benefits and matters of compliance.

The trading members, who provide brooking services also own, control and manage the
mmmmmmnwmmmmm
including their own activities.

Until recently, the area of operation/jurisdiction of an exchange was specified at the time
of s recognition, which in effect precluded competition amang the exchanges.

These are called regional exchanges. In order to provide an opportunity to investors to invest/
trade in hmﬁhdhﬁmihmhhmwﬂin'hhm
securities, to list on the regional stock exchange nearest to their registered office.

If they so wish, they can seek listing on other exchanges as well. Monopoly of the exchanges
m%wmmﬂmﬂmdhmﬁdMMth
stock exchange resulted in multiplicity of exchanges.

As a result, at the end of March 2008, there were 19 stock exchanges registered with SEBI
having a total of 8,517 registered brokers and 43,874 registered sub-brokers trading on them.

mmmpmhhmmmmmcmwm
1956. There are 19 stock exchanges in India. The Securities and Exchange Board of India (SEBI),

m.mﬂmmmmmmmmmnmm

BSE has successfully completed the process of Demutualisation in terms of The BSE
(Corporatisation and Demutualisation) Scheme, 2005 on May 16, 2007.

NSE since inception has adopted a demutualised strycture and its model of demutualization
compares well with the international models of demutualised stock exchanges as seen from.

Membership

mmwﬂmd.mmhmwmmmmmu
The brokers give buy/sell ordérs 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
hﬂumiﬁuﬂmhxhﬂ&gnhﬂuﬂﬂﬂlﬁ,hlktlﬂﬂummmm
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.

Fees/Eligibility Criteria

mmmmvumﬂum-ipmwwmmmby
hﬂ.mMmmWhhﬁﬂmhmﬂﬂmhﬂdﬂwﬁhh
Eﬂ-ﬂwuﬁﬂnﬁmo}mmbuﬂlhﬂdmmdhﬁﬁhupiﬂlhm.m
record, education, and experience.

m&dﬁﬂhnlﬂrLMlm&dhﬂmmdmldeHﬂh
S.61.8007- is charged for taking up new membership.
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- Corporatisation: No of Brokers and Sub Brokers

The authorities have been encouraging corporatisation of the broking industry. As a result, a number
of brokers-proprietor firms and parinership firms have converted themselves into corporates. As of
end March 2008,4,190 brokers, accounting for nearly 4.1 7 % of total brokers have become corporate
entitiss. Amongst those registered with NSE around 9203 % of them were corporatised. followed
by BSE with §1.08 % corporate brokers.

During 2007- 08, 218 new brokers were registered with SEBL, whereas 174 were membership
cases of reconciliation/ cancellation /surrender. 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 Criteria for members

He is not less than 21 years
He should be dtizen of india

He has not been adjudged bankrupt
He has not compounded with creditors
He has not convicted for an offenceinvolving fraud and dishonesty he has not been
expelled from any other stock exchange
The stock exchanges however are free to decide the fees
The minimum standards are laid down by the SEBI
The admission of trading members is based on various criteria like capital adequacy.
track record, education, and experience
9 With effect from July 1, 2008 a processing fee of Rs. 11,2367 and an admission fee of Rs.
5,61,8007- is charged for taking up new membership
i) Managemenk
The general administration of a stock exchange is administered by a committee of manage-
ment and Is called by different names in different exchanges,

The selected Executive Committes of different stock exchanges carries on management of
their day-to-day activities through sub-committees such as Listing Committee, Defaulters’
Commities, Arbliration Commitie, et

(d) MNature of Transactions:
Two types of transactions — cash or forward — are made in a stock Transactions exchange.
Cash transaction is one which reveals the delivery of securities within a short time which is
settled by the payment of price.
This type of transaction s also known as investment transaction since it is based on bona fide
intention of purchase and sale of securities.

On the contrary, a forward transaction is one which reveals forward delivery contracts and
fixed settlement days. It is a speculative transaction and the settlement is made by the pay-
ment of price differences.

I

= N,
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Notes

Members of London Stock Exchange:

The members of London Stock Exchange are divided into two classes: (i) Jobbers, and (if) 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 ponition during the course
of the year.

A Jobber is an independent dealer in securities, i.e., he deals in securities in his own account.
He has no direct contact with the intending purchaser and seller.

In other words, a jobber can deal elther with a broker or with another jobber. He cannol
wark on commission basis but can do so for profit which is known as turn in technical language.
A Broker, on the other hand, ks a Commission Agent who transacts business in securities on behalf
of non- members. He has a direct conlact with the intending purchaser and scller,

Therefore, a broker is a link between the general public and the jobber while a jobber is a
dealer in his own right. y

A jobber is a professional speculator who deals in a limited number 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
{a) Books of Original Entry: which Include:

*  Journal;

s Day Books:

= Cash Book;

= Stamps and Fees;

s Tickets Payable and Receivable; and

*  Contango Journal
(b) Ledgers: which Include:

® General Ledger;

» Clients’ Ledger:

* Jobbers® Ledger;
Investmeni Ledger;
s Dividend and Rights

-

Organisation n;d 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 committes or
council of management.
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The governing board consists of 16 members of the exchange elected on general election MNotes
bayis 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

The executive members alert from among themselves the president or chairman of the
stock exchange. In day-to-day management, the governing board is assisted by a number
of committess such as listing committes, arbitration commities, defaulters committee. ad-
mission committee, ete. The governing board is empowered to make rules and regulations
in consultation with the Government and the members of the stock exchange.

2 Membership:
The members only enter into trading of stock exchange and carry on business. A non-mem-
ber can buy or sell securities through a member. Every stock exchange has its own rules
and regulations for the admission of members. Member of a stock exchange are allowed to
appoint certain agents to do business on their behalf.

The non-members who can carry on business on the floor of a stock exchange on
behalf of the members are of three types:

(a) Hemisiors:
They are agents of full-fledged members of a stock exchange. They are appointed 1o secure
business for the members. They cannot carry business on their own name. They are paid
commission out of the brokerage collected by members on the business procured by the
remisiers. They also known as half-commission men or sub-brokers.

b} Authorised Clerks:
A member of the stock exchange can appoint autherised clerks or assistants to assist him.
The authorised clerks are merely employees of the members, and cannot do business in |
their own name.

{c) Brokers and Jobbers
A broker is a commission agent who buys and sells securities on behalf of non-members.
He execules the order of his clients and eams commission from them.
A Jobber is an independent dealer in securities who buys and sells securities in his own
name. He cannot enter into contract with non-members. He derives his income from the
proiit made through difference in prices.

Features of Stock Exchange:

Salient features of stock exchange are the following:
{i) An organised Market for securities :

Stock exchange is an organised market for dealing in securities. Stock exchange ks a market,
where securities of corporate bodies, government and semi-government bodies are bought
and sold.

Every stock exchange has a management committee, which has all the rights related to
management and control of exchange All the transactions taking place in the stock ex-
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Notes change are done as per the prescribed procedure under the guidance of the management
committee. Activities of a stock exchange are governed by a recognised code of conduct,
apart from statutory regulations.

(li) Deals in second hand securities :

It is basically a market for second-hand listed securities of companies viz., shares, deben-
tures/ bonds and government securities. It deals with shares, debentures bonds and such
securities already issued by the companies. In short it deals with existing or second hand
securities and hence it is called secondary market

(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 in securities to its members and brokers
who trade in securities. It regulates the trade activities so as to ensure free and fair trade.

(iv) Allows dealings only in listed securities :

Only those securities are traded in the stock exchange which is listed there. After fulfilling
certain terms and conditions, security gets listed on the stock exchange. In fact, stock ex-
changes maintain an official list of securities that could be purchased and sold on its floor.
Securities which do not figure in the official list of stock exchange are called unlisted secu-
rities. Such unlisted securities cannot be traded in the stock exchange.

v Tmulnﬁn-ﬁuhdnlyw“h-n
All transactions in securities at the stock market are effected through authorised members
only. All the transactions in securities at the stock exchange are efiected only through its
authorised brokers and members. Outsiden or direct investors are not allowed to enter in
the trading circles of the stock exchange. Investors have to buy or sell the securities at the
stock exchange through the authorised brokers only.

(¥l ) Dealing only through Authorised Members:
Investors can sell and purchase securities in stock exchange enly 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.

(wii) Necessary to Obey the Rules and Bye-laws:
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 regulations of stock exchange as well as SEBI Guide-
lines. No deviation from the rules and guidelines is allowed in any case.

(viii) Specific location :
Stock exchange is a particular market place where authorised brokers come together daily
(Le. on working 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 working of stock exchanges is conducted and
controlled through computers and electronic system.

fix} Financial Barometers: »

Stock exchanges are the financial barometers and development indicators of national econ-
omy of the country. Industrial growth and stability is reflected in the index of stock ex-

change .

58 W Self-instructional Material



Functions of the Stock Exchange Notes

{ii Continuous and ready market for securities

Stock exchange provides a ready and continuous market for purchase and sale of securities.
It provides ready outlet for buying and selling of securities. Stock exchange also acts as an
outlet/ counter for the sale of listed securiaes.

Stock exchange is a convenient meeting place for buyers and sellers of second-hand se-
curities. Investors who have a preference for liguidity (ie. cash) can sell their securities;
and those who wish to invest in securities can buy the same. Since stock exchange ensures
liquidity of investment; people are induced to buy securities,

(liy Safe Market

Stock exchange is, perhaps, the safest market for having transactions in securities. A stock
exchange functions according to a recognised code of conduct and is subject to strict statu-
tory regulations. Since the establishment of SEBI (Securities and Exchange Board of India)
in the year 1985, dealings in securities at stock exchanges have become further safer.

In the absence of stock exchange, investing public might be decelved or cheated by shrewd
unscrupulous brokers,

{iii) Providing Liquidity and Marketability to Existing Securities
Stock exchange is @ market place where previously issued securities are traded. Various
types of securities are traded here on regular basis,

Whenever required, an investor can invest his money through this market into securities
and can reconvert this investment into cash. Availability of ready market for sale and pur-
chase of securities increases thelr marketability and enhances liquidity.

(iv) Pricing of Securities

A stock exchange provides platform to deal in securities. The forces of demand and supply
work freely in the stock exchange. In this way, prices of securities are determined.

iw) Safety of Transactions

Stock exchanges are organised markets. It provides safety, security and equity (justice) in
dealings as transactions are conducted as per well defined rules and regulations.

They fully protéct 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
practices are also checked effectively, Due to various rules and regulations, stock exchange
functions as the custodian of funds of genuine investors.

Each member of stock exchange has to follow them and if any member is found violating
them, his membership is cancelled.

For instance, if any broker working in stock exchange charges more commission than stipu-
lated from any investor or misleads him in any other way, then the management committes
of the stock exchange can fine the broker and even his membership can be cancelled.

{vi} Contributes to Economic Growth

A stock exchange provides liquidity to securities. This gives the investor a double benie-
Fit-first, the benefit of the change in the market price of securitios can be taken advantage
of, and secondly, in case of need for money they can be sold at the existing market price at
any tHma.
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Notes

(ix)
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These advantages provided by the share market encourage the people to invest their mon-
ey in securities. In this way, people’s money gets invested in industries and economic de-

velopment becomes possible.

(vii) Spreading Equity Calt

Share market collects every type of information (more particularly about their economic
condition) in respect of the listed companies.

Generally, this information is published or in case of need anybody can get it from the stock
exchange free of any cost. In this way, the stock exchange guldes the investors by providing
varfous types of information.

Consequently, the number of shareholders in companies is increasing continuously. Thus,
the stock exchanges are playing a vital role in ensuring wider share ownership.

(wili) Providing Scope for Speculation

When securities are purchased with a view to getting profit as a result of change in their
arket price, it is called speculation. It is allowed or permitted under the provisions of the
relevant Act.

It is accepted that in order to provide liquidity to securities, some scope for speculation
must be allowed. The share market provides this facility.

Evaluation of Securities

Stock exchange determines prices of various securities (in terms of their real worth) through
the interplay of demand and supply forces. Prices at which transactions in securities take
place are recorded and published, in the form of market quolations

So, it is useful for the evaluation of industrial securities. Which enables the investors to

know the true worth of their holdings at any time. Comparison of companies in the same
industry is possible through stock exchange quotations (Le price list).

Securities for which published quotations are readily available; become reliable
securities for obtaining loans etc. against these.

Regulates company management Listed companies have to comply with rules and regula-
tions of concerned stock exchange and work under the vigilance (Le supervision) of stock

exchange authorities.

Stock exchange serves as a platform for marketing Government securities. It enables gov-
ernment to raise public debt easily and quickly.

Provides clearing house facility

Stock exchange provides a clearing house facility to members. It settles the transactions
among the members quickly and with ease. The members have to pay or receive only the
net dues (balance amounts) becanse of the dearing house facility.

(xil) Facilitates healthy speculation

Healthy speculation, keeps the exchange active. Normal speculation is not dangerous bul
provides more business to the exchange. However, excessive speculation is undesirable as

it is dangerous to investors & the growth of corporate sector.




Stock Exchange

{xdii) 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 investment 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.
[t creaies the habit of saving, investing and risk taking among the investing class and con-
veerts 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 people keep shifting
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 speclally important for a country where savings are scarce.

{xv) Offers safety 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 considerably due to the supervi-
slon of stock exchange authorities on listed companics. Moreover, securities are listed only
when the exchange authorities are satisfied as regards legality and solvency of company
concerned. Such scrutiny (detailed checking) avolds listing, of securities of unsound com-
panies (Le. companies with bad financial status),

{xvi] Acting as a Barometer of the Company

{(Barometer is something that shows the changes that are happening in an economic, social
or political situation). Stock exchange is sensitive to economic, political 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, “Steck
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

{xvii) Control Over Company Managements

Stock exchange very directly exercises control over the managements of companies, 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.

{xviti) Storehouse of Business Information

Companies, whose securities 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 dealing in stock exchange

i Selection of broker : Customer will select the broker from whom purchase or sale is to
be made.
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Notes i Placing the order : Client places order for the purchase or sale of security in stock
exchange on behalf of client

iti  Making the contract On trading floor authorized brokers will express the intention to
buy or sell the shares .traditionally it happened through out ory method and both the
parties will agree in price,

v Contract note : Buying and selling brokers will prepare contract notes after their mu-
tual consen|

v Settlement Spot dealings are settled in full selling broker will transfer the share to
buying broker in return of money

2.3 ONLINE TRADING

Online trading refers to facility provided 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,
subseription to 3-in-]1 account, mobile banking application and sufficient funds in the bank account

Fortunately, all the hectic paper work has come down 1o a single click or touch on the mobile

screen. Many free and pald mobile and web applications and portals for trading are available on
intermiet.

Stock trading can be financially rewarding if done in the right way. Investing in the stock
market involves riding the various ups and downs of the market. Since the introduction of online

trading in [ndia, investing has become convenient. Stock market trading is a great alternative when
it comes (o0 long-term wealth creation. Although, it might take a while for you to hone your skills.

What is Online Trading

Online trading involves the trading of securities through an online platform. Online 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 1o 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 enline 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 registered member of all the stock
exchanges and is certified by the SEBL

Learn all the Stock Marke! Basics:

The stock market functions on the system of supply and demand. Leamning to trade begins with
gaining more knowledge 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 efficlent investor.

Practice with an Online Stock Simulator:
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Online stock trading simulators are & great way to learn online trading. Since it is 4 simulator, the
losses you make would not affect you, hence you can learn trade without any fear

Draft a plan:

*  While you trade, it is very important to think through your investment strategies. Decide in
advance how much you are willing to invest in a particular company and set limits on the
amount of loss you are willing to bear.

* I you bear all these points in mind, online share trading will be an easy and profitable task
for you. Practice is the key to successful online trading,

* Stock trading is a long-term investment and requires patience and perseverance.

® it imvolves 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 investor can seek the help of dedicated customer care
in case of any clarifications or queries.
Get hands-on information about the online trading below:
Requirements for online trading
*  Demal account- 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 trading sccount number for ding
trading of shares
*  Bank account- money transaction in each trading account will happen through bankac-
count linked to each trading account
The advantages of online trading;
*  You have the ability to manage 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

& Online brokerage firma tend (o offer thelr clients a slew of tools included real-time Level 2
stock quotes, news, financial tools and graphs to help you do research

*  Some online brokerages will provide their clients o free access to high quality research
reports created by Standard and Poor and other predominate financisl players

*  Online account investors have access to thelr accounts 24/7 - although market hours (trad-
ing hours) are from 9:30am to 4pm

& Aslong as you have access to a computer and the internet, you can take steps to manage
your finances wherever you may be.

Stock Exchange
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Notes

Disadvantages of online trading
1) hvuinlwhmmdhghrhﬂruﬂnnpwiﬂuhﬂuw-ﬂgﬂmmw
wwmwwmmmnmmmmmm.

1)  There is no relationship that of a mentor between a professional broker and an online trad-
iq;mhﬂﬁ.ﬂnuhmhhmnhrmhmhnuhdﬁnnnhhﬁwm

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 An investor may sometimes incur huge losses slow Internet speed and network outages.

Investment Methods

investors can invest in a stock exchange of India through these two ways -

L. Primary market - This market creates securities and acts as a platform where firms float

their new stock optians and bonds for the general public to acquire. [t is where companies
enlist their shares for the first time.

Il 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 invelving the
companies who issued them in the first place with the help of brokers. This market is fur-
ther broken down into - auction market and dealer market,

24 MAJOR STOCK EXCHANGES IN INDIA

Being 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 economic growth.

mmmmdmwndﬂywmmMEmm
mmmﬂwﬂihulﬂpphﬂnmmuﬂwmmmhgnh

For example, if the index of Bombay Stock Exchange falls, its effect will be felt across stock
exchanges like New YﬂmmTﬁph&mw&nﬁMeﬁ.
as well.

Bombay Stock Exchange (BSE)

The Bombay Stock Exchange (BSE) is the first and largest securities market in Indla and was
mummm-u:mmmmmuwmummhmmm
hﬂﬂmmwmmpﬂhmdhhﬁmphﬂwwﬂmm
hmrmmmmmmmﬂmmmmwm

The BSE has helped develop India's capital markets, including the retail debt market, and has
Hpﬂpwhhﬂhnmm.ﬂwﬂhﬁnhﬁﬁunﬂmwmmm
an equities trading platform for small-and-medium enterprises (SME),

mmmmmmh:wmmmmmm
and risk management.

mhammmmmummmmun-um
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established as "The Native Share & Stock Brokers' Association® in 1575 It is thellth largest stock
exchange in the world by market capitalisation as on 31 December 2012 Established in 1875.

Ower the past 137 years, BSE has facilitated the growth of the Indian corporate sector by
providing it an efficlent capital-ralsing platform.. More than 5000 companies are listed on BSE
making it world's No. 1 exchange in terms of listed members,

The companies listed on BSE Lid command a total market capitalization of USD Trillion 132 as
of January 2013. BSE Ltd is world's fifth most active exchange in terms of number of transactions
handled through its electronic trading system,

It 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 data services and BSE provides trading facilities
through BOLT (BSEOn-Line trading System ) BSE's trading session staris from 9 am - 1530 pm
(Monday to Fri-day).

BSE provides depository services through its Central Depository Services Lid. (CDSL) BSE's
popular equity index - the S&P BSE SENSEX [Formerly SENSEX | - is India's most widely tracked
stock market benchmark index.

Key paolints

. WEIMHMH&W%NMW’Mhm,M
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-
cient platform for the Indian corporate sector to raise investment capital.

*  The BSE is known for its electronic trading system that provides fast and efficient trade
execution.

* The BSE enables investors to trade in equities, currencies, debt instruments, derivatives,
and mutual funds.

® The BSE also provides other important capital market trading services such as risk manage-
ment, clearing, settlement, and investor education.

How the Bombay Stock Exchange (BSE) Works

In 1995, the BSE swiiched from an open-floor to an electronic trading system. There are more
than a dozen electronic exchanges in the US. alone with the New York Stock Exchange (NYSE)
and Nasdaq being the most widely known.

Today, electronic trading systems dominate the financial industry overall, offering fewer
errors, faster execution, and better efficiency than traditional open-outcry trading systems. Securities
that the BSE lists include stocks. stock futures, stock options, index futures, index options. and
werkly options.

The BSE's overall performance is measured by the Sensex, a benchmark index of 30 of the
BSE's largest and most actively traded stocks covering 17 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 Mumbal, India. In the 1850s,
stockbrokers would conduct business under a banyan tree in front of the Mumbai town hall
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After a few decades of various meeting locations, Dalal Strest was formally selected in 1874 as
the location for the Native Share and Stock Brokers' Association, the forerunner organization that
would eventually become the BSE

Mumbai i= now a major financial center in India and Dalal Street is home to a large number
of banks, investment firms, and related financial service companies. The importance 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 Indian financial industry.

The National Stock Exchange (NSE)

NSE islocated in Mumbai, India, National Stock Exchange (NSE) was established in the mid 1990s
as a demutualized electronic exchange. NSE provides a modem, fully automated screenbased
trading system, with over two lakh trading terminals, through which investors in every nook and
comer of India can trade. NSE has played a critical role In reforming the Indian securities market
and in bringing unparalleled transparency, efficlency and market integrity.

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 responsible for the
vast majority of share transactions.

NSE operates on the National Exchange for Automated Trading' (NEAT) system NSE's
flagship index, the CNX NIFTY 50, Is used extersively 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) providing a fair, efficient and transparent securities market using electronic trading
system,

(d) enablingshorter settlement cycles and book entry settlements and
() meeting the international benchmarks and standards.

Features of NSE :
1. NSE is a fully automated screen based trading environment, no trading floor like before
times.

2 The market operates with all market participants stationed at their offices and making use
of computer terminals for trading, collecting information etc.

The identity of the trading member is not disclosed on the NSE compuler trading system.

The system provides complete transparency of trading operations .Investors can can see
the prices, order quantity, what time the trade was executed etc on the screen.

5.  The NSE trading system provides enormous flexibility to these members . When entering
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an order , he can place various conditions on the terms of the order like price, time, order
size,

NIFTY

Nifty stands for National stock exchange fifty. It is a computed index from the performances of
top stocks from different sectors listed on the NSE. It consists of 30 companies from 24 sectors,

The NIFTY 50 is a benichmark Indian stock market index that represents the weighted average
of 50 of the largost Indian companies listed on the National Stock Exchange. It is one of the two
main stock indices used in India the other being the BSE SENSEX.

Nifty 50 is owned and managed by NSE Indices (previously known as India Index Services &
Products Limited), which is a whoily owned subsidiary of the NSE Strategic Investment Corporation
Limited. NSE Indices had a marketing and licensing agreement with Standard & Poor's for co-
branding equity indices until 2013, The Nifty 50 index was launched on 22 April 199, 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 India, with

an ecosystem consisting of exchange-traded funds (onshore 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 leadership position

The NIFTY 50 index covers 14 sectors (as on 20 June 2020) of the Indian economy and offers
imvestment managers exposure to the Indian market in one portfolio. Between 2008 & 2011 the
NIFTY 50 index's share of NSE's market capitalisation fell from 65% 10 29% due to the rise of sectoral
indices like NIFTY Bank, NIFTY IT, NIFTY Pharma, NIFTY SERV SECTOR, NIFTY Next 50, efc.

The NIFTY 50 Index gives a weightage of 39.47% to financial services, 15.31% to Energy,
13.01% to IT, 1238% to consumer goods, 6.11% to Automobiles and 0% to the agricultural sector [11]

The NIFTY 50 index is a free float market capitalisation weighted index. The index was
initially calculated on a full market capitalisation methodology. On 26 June 2009, the computation
was changed to a free-float methodology.

The base period for the NIFTY 50 index is 3 November 1995, which marked the completion
of one year of operations of the National Stock Exchange Equity Market Segment.

»  ltis weighted average of stock prices It is calculated real time by NSE system

®  The size of index shows status of market.

s It gives overall picture of the performance of stocks that are listed in the NSE.

® It is used for benchmarking fund portiolios, index based derivatives and index funds.

‘Over-The-Counter Exchange Of India - OTCET

The first electronic OTC stock exchange in India was established in 1990 to provide investors and
companies with an additional way 1o trade and issue securities. An electronic 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 participants.

® |t is the first exchange for small companies.

® It is the first screen based nationwide stock exchange in India.
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Notes

. Itmmwm:mh@mwmmmmﬁmhm

¢ product development in a cost effective manner and to provide transparent and efficient
trading system to the invesiors.

MhpmmdbyhUﬁTnmﬂhdh.hlmnﬂumdhmhnmtw
of India, the Industrial Development Bank of India, thelndustrial Finance Corporation of India
and others and is a recognized stock exchange under the SCR Act.

Here is a list of other stock exchanges in India
* India International Exchange or India INX
* Metropolitan Stock Exchange of India Ltd (was valid up to September 15th, 2019)
* NSEIFSC Ld.

2.5 SECURITIES AND EXCHANGE BOARD OF INDIA (SEBI)

Securities and Exchange Board of India (SEBI) was initially constituted on 12th April, 1988 as a
mmmw:mﬁhdhmhdﬂhﬂmmd[wﬂh
hhmmmw&mm&mmmuhnmdmmhu
the Government on all these matters.

Later on SEBI became a statutory body under the Securities and Exchange Board of India Act, 1992

. umwm&mmmd.mmaunﬂumbqu
the Central government (two members representing the Ministries of Finance and Law, one
member from the Reserve Bank of India and two other members).

. ﬂmwmmmmmmWWmurﬁWMwﬂmhm—
ary 30, 1992,

* The statutory powers and functions of SEB] were strengthened through the promulgation
ﬂhﬁmuﬁuhm{hmﬂmﬂuﬂhummlmmﬁlﬂ!wh&hwum
ly replaced by an Act of parliament.

. hmdﬁimmm&mw%mhmmmmmhh
issuance of capital. the transfer of securities and other related matters. Besides. SEBI has
mmwummapﬂuumummmm
other participants for a range of vialation.

Reasons for Establishment of SEBI:
Wlﬁﬂtpﬂﬁhﬂmdﬂh@dmmmdmmmmmm
nnhupﬁm‘mmdmmmmm.wddnﬂndulmﬂmm
ammmﬂmmmmw

Duumwmhnmmmmmmmmmhm

mw&mtdmdﬂﬂhmupmwwmmhﬂyw-
Sum‘iﬂu&chnrﬂnuﬂnﬂndinﬁﬂm]
Features of SEBI

i ﬂmﬂﬂlﬂmﬂh-hﬂyw&uﬂhﬁduﬂuﬂhﬂ.%mﬂﬁm
and a common seal
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2. The head office of the board shall be at Mumbai. SEBI can have branch officen at other plac-
es im India,

3. The board shall consist of the following members.
a. A chairman

b, Two members from amongst the officials of the Ministries of the Central Government
dealing with finance and law,

e One member from amongst the officials of the Reserve Bank of India.

Two other members - Chairman and other members of the Board are appointed by
the central Government.

4. The general superintendence, 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
exercised by the Board (SEBI)

5. Central Government shall 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.

7. Central government has power to issue direction to the board on the policy matters and
waﬂuﬂhbnuﬂhﬂwfvmﬂddmhbyhhud

Objectives of SEBI:
The overall objectives of SEBI are to protect the interest of investors and to promate the development
of stock exchange and to regulate the activities of stock market. The objectives of SEBI are:

1. Toregulate the activities of stock exchange.

2 To protect the rights of investors and ensuring safety to their investment.

3. Toprevent fraudulent and malpractices by having balance between self regulation of busi-
ness and its statutory regulations.

4. Toregulate and develop a code of conduct for intermediaries such as brokers, underwrit-
€T, efc.

Functions of SEBIL:
The SEBI performs functions to meet its objectives. To meet three objectives SEBI has three
important functions. These are:

&  Protective funchons

*  Developmental funchions

* Regulatory functions,

L Protective Functions: These functions are performed by SEBI to protect the interest of investor
and provide safety of investment As protective functions SEB] performs following functions:
(i) It Checks Price Rigging: Price rigging refers to manipulating 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:

Stock Exchange
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Notes (i) Tt Prohiblts Insider trading: Insider is any person connected with the company such as di-
rectors, promoters elc. These insiders have sensitive information which affects the prices of
the securities.

This information is not available to people at large but the insiders get this privileged 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 purchase shares from
market to make profit with bonus issue.

This is known as insider trading. SEBI keeps a strict check when insiders are buying secu-
ritkes of the company and takes strict action on Insider trading.

(i) SEBI prohibits fraudulent and Unfair Trade Practices: SEBI does not allow the companies
to make misleading staternents which are likely to induce the sale or purchase of securities
by any other person

{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 fﬂtpmmﬂuhﬂputﬂmndmdedmduﬂhmﬂymhﬂhyh&ghﬂuﬂw
steps:

{a) SEBI has msued guidelines to protect the interest of debenture-holders wherein com-
panies cannot change terma in midberm.,
(b) SEBI is empowered to investigate cases of insider trading and has provisions for stiff
fine and imprisonment.
{c) SEBI has stopped the practice of making preferential allotment of shares unrelated to
market prices.
L Developmental Functions: These functions are performed by the SEBI to promote 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 training of intermediaries of the securities market.

(i)  SEBI tries to promote activities of stock exchange by adopting flexible and adoptable ap-
proach in following way:

(a) SEBI has permitted internet trading through registered stock brokers
(b) SEBI has made underwriting optional to reduce the cost of issue.
() Emmpuh&n&udphmynuﬁnhpmmwmm.
3. Regulatory Functions: These functions are performed by SEBI to regulate the business in stock
exchange.
To regulate the activities of stock exchange following functions are performed:

(i) SEBIhas framed rules and regulations and a code of conduct to regulate the intermediaries
such as merchant bankers, brokers, underwriters, etc.

(i) These intermediaries have been brought under the regulatory purview and private place-
ment has been made more restrictive.

(iii) SEBI registers and regulates the working of stock brokers, sub-brokers, share transfer
agents, trustees, merchant bankers and all those who are associated with stock exchange in
any manner.

{iv) SEBI registers and regulates the working of mutual funds etc.
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{v) SEBI regulates takeover of the companies. Notes
{vi) SEBIconducts inquiries and audit of stock exchanges.

Organisation and Management;

SEBI is managed by six members—one chairman (nominated by Central Government), two
members, (officers of Central Ministries), ane member (from RBJ) and remaining two members
mmhndby&nhﬂﬁwmﬂudhdmtuﬁwnummmw
offices at Kolkata, Delhi and Chennai.

hlﬂhmﬂuﬁﬂdmh?&m%wwwmm
(TDBL, ICICL and IECT). This amount was invested and with its interest amount, the day-to-day
expenses of SEBl are managed.

All statutory power for regulating Indian Capital Market are vested with SEBI itself,

The Organisational Structure of SEBI:
L SEBI is working as a corporale sector.

2 lts activities are divided into five departments. Each department is headed by an executive
director.

3 The head office of SEBI is in Mumbai and it has branch office in Kolkata, Chennai and Del-
hi.

4. SEBI has formed two advisory committees to deal with primary and secondary markets.
5. These committess consist of market players, investors associations and eminent persons.

Objectives of the two Committees are:

To advise SEBI to regulate intermediaries,

To advise SEBI on issue of securities in primary market.
To advise SEBI on disclosure requirements of companies.
To sdvise for changes in legal framework and to make stock exchange more transparent. -

To advise on matters related to regulation and development of secondary stock exchange.
These committees can only advise SEBI but they cannot force SEBT to take action on their
advice.

o W

SEBI Regulations:
SEBI has adopted a number of regulations and revolutionary steps to re-establish the credit of
capital market. which includes the following:

1. Share Price and Presivm Determination:

According to the latest directions of SEBI, Indlan companies are now free to determine their
he equally applicable to all without any discrimination.

2 Comtrol on Share Brokers:

Under the new rules every broker and sub-broker has to obtain registration with SEBI and
any stock exchange in India.
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Control on Utilizing "Application Amount” having no Interest by Companies Releas-
ing Public Issues:

At the instance of SEBl, Commercial banks introduced Stock Investment 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 n concerned company’s account 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.

Underoriters:

The minkmum asset lmit has been fived to be Ra. 20 lakh to work as underwriter.
Besides, SEB] has warned underwriters that their registration can be cancelled if any
irregularity is found 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 all mutual
funds of government and private sector (excluding UTT),

Unider this new rule, the compary floating a mutual fund should podsess 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 o get registered
with SEBI for participating in Indian Capital Market. SEBI has issued directions in this
regard.

Insider Trading:

Companies and their emplovees vsually adopt malpractice in Indian Capital Market to
variate share prices.

To check this type of insider trading, SEBI introduced SEBI (insider Trading) 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)

v
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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-
o

SEB] 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 contracis.

It can amind bye-laws of stock evchange.




(vi) In certain areas it can grant to licence the dealers in securities.

(wid) hmmﬂlpﬂﬂkmpmyhuulhm
Mcmm@mmmcmrmrmmmqm
powers, to SEBL. They are as follows:

L Power to grant recognition to a stock exchange.

1 Power to direct any stock exchange to amend the rules relating to constitution of stock
exchange, admission of new members, etc.

3 Fower to supersede governing body of any stock exchange.
4 Power to suspend business of a recognised stock exchange.
5 Power to prohibit contracts in certain cases

2.7 DERIVATIVES

Adlﬂwuwhtmmmhnwmmwmmmmwhbudmmw-upm
underlying financial asset (like a security) or set of assets (like an index). Common underlying
Instruments include bonds, commodities, currencies, interest rates. market indexes, and stocks.
Derivative is a financial instrument whose value is based on or value Is derived from
one or more underlying assets. The under lying asset may be a share, stock market index, a
commedity, 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 specified dates and rate.
Derivative Is similar to insurance. Insurance protects against specific risk like fire, flood
accident, whereas derivatives protects from market risks.
Key Points
* A derivative is a contract between two or more parties whose value is based 6n an
agreed-upon underlying financial asset. index, or security.
* Futures contracts, forward contracts, options, swaps, and warrants are commonly
used derivatives.
. Duhﬁmmhmdhdﬂumwruwﬂmmmm&m
tation of commensurate reward (speculation).

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: “lock” and “option” Lock products (eg.
swaps, futures, or forwards) bind the respective parties from the outset to the agreed-upon
terms over the life of the contract

Option products (e.g. stock options), on the other hand, offer the holder the right, 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.
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While a derivative's value is based on an asset, ownership of a derivative doesnt mean
m&hmhwmwmwmﬁmﬂwmm
commonly used derivatives.

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 4 contract to buy or sell a commodity
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 il and wheat, and precious 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 forma: 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).
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 uptront cost to an option called the option premium.

m:ﬂﬂwqdquﬁmhﬂmwhhﬂuhﬁlwhmwmd
derivatives can be used to either mitigate risk (hedging), or they can be used for speculation
where the level of risk versus reward would be considered.

For example, a trader may attempt to profit from an anticipated drop in an index's price,
such as the S&P 500, by selling (or going “short”) the related futures contract. Derivatives
mdu.wmwnmhmummmmmmhm
ferred between the parties involved in the contract.

Derivative Exchanges and Regulations
Some derivatives are traded on national securities exchanges and are regulated by the US.
Securities and Exchange Commission (SEC). Other derivatives are traded over-thecounter
(OTC), which involve individually negotiated agreements between 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
Commission (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.

Orptions
Options contracts are traded on the Chicago Board Options Exchange (CBOE), which is the

world's largest options market. The members of these exchanges are regulated by the SEC,
which monitors the markets to ensure they are functioning properly and fairly.

OTC Transactions

Enmuhmhmmmmmm&pmﬂgm the product and
its exchange. In the currency market, for example, the trades are done via over-the-counter
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{OTC), which is between brokers and banks versus a formal exchange. Two parties, suchas
a corporation and a bank, might agree to exchange a currency for another at a specific rate
in the future.

Banks and brokers are 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 transactions done via a national exchange.1

Two-Party Derivatives
* A commodity futures contract is a contract to buy or sell a predetermined amount of a
commodity 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 commeosdity.

* For eample, commodity derivatives are used by farmers and millers to provide a degree
of "insurance.” The farmer enters the contract 1o lock in an acceptable price for the com-
modity, and the miller enters the contract to lock in a guaranteed supply of the commodity.

®  Although both the farmer and the miller have reduced risk by hedging 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 commaodity, prices could rise

(due to, for instance, & 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 commodity could drop, and the miller will have to pay more for
the commaoxdity than he otherwise would have,

For example, let's assume that in April 2020 the farmer enters a futures contract with a miller
to sell 5,000 bushels of wheat at $4.404 per bushe! 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 higher-than-market price.

However, had the price risen to $5 per bushel, the miller's hedge would've allowed the wheat
1o be purchased at o $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 55 prevailing
market price.

Benefits of Derivatives

Let's use the story of a fictional farm to explore the mechanics of several varieties of derfvatives.
Cail, the owner of Healthy Hen Farms, is worried about the recent fluctustions in chicken prices
or volatility within the chicken market due to reports of bird flu.

Gail wants bo protect her business against another spell of bad news. So she meets with 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 market 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 birds for more than the current market price, or more than what she
would get for the birds in the open market.
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Derivatives and Hedging

By eniering into a futures contract, Gail is protected 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 850 per bird on & mad
cow scare, but she will be protected if the price falls to $10 on news of & bird flu outbreak. By
hedging with a futures contract, Gail is abie to focus on her business and limit her worry about
price fluctuations.

It's important to remember that when companies hedge, they're not speculating 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 price, and the hedge helps to protect those profits from
being eliminated by market moves in the price of the commaodity.

Whether the price of the commodity 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 derivatives 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 interest rate through the life of
the loan), while others might be issued as variable-rate loans, meaning the rate fluctuates based
mmnumhmmwmwmmmmm-m
rate to a fixed mate.

For example, if a company has a really low rate, they might 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 fived-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 floating rate and the other party the fived rate.

Example of Interest Rate Swap
Continuing our example of Healthy Hen Farms, let's say that Gail has decided that it's time 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 financing, but the lender,
Lenny, rejects her,

Lenny's reason for denying financing is that Gail financed her takeovers of the other farms

through a massive variable-rate loan, and Lenny is worried that if interest rates rise, she won't
be able to pay her debis.

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 hoping
inberest rates will increase, oo,

Gail gets a lucky break when she meets Sam, the owner of a chain of restaurants, Sam has
a fived-rate loan about the same siz¢ 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 Cail and Sam decide
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
allows 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 allows them to modify their loans to meet their
individual needs.
Credit Derivative

s A credit derivative is a contract between two parties and allows a creditor or lender to

tranafer the risk of default to a third party. The contract transfers the credit risk that the
borrower might not pay back the loan.

However, the loan remains on the lender'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
premium.

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 retum,
but he is also a little worried that Sam or Gail may fall in their businesses.

To make matters worse, Lenny's friend Dale comes to him asking for money 1o 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 loaning all of his capital to Gail

Fortunately for Lenny, derivatives offer another solution. Lenny spins Gail's loan into a
credit derivative and sells it to a speculator at a discount to the true value. Although Lenay
doesn't see the full return on the loan, he his capital back and can issue it out again
to his friend Dale. Lenny likes this system 8o much that he continues to spin out his loans
as credit derivatives, taking modest retumns in exchange for less risk of default and more
liquidity.

Options Contracts

Years later, Healthy Hen Farms is a publicly-traded corporation (HEN) and is America's
largest poultry producer. Gail and Sam are both looking forward to retirement.

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 worried that another shock, perhaps another cutbreak
of bird flu, might wipe out a huge chunk of his retirement money, Sam starts looking for
someone to take the risk off his shoulders. Lenny is now a financier extraordinaire and
active writer or seller of options, agrees to give him a hand.

Lenny outlines & deai-called a put opticn~-in which Sam pays Lenny a fee—or premium-for
the right (but not the obligation) to sell Lenny the HEN shares in a year's time at their cur-
rent price of $25 per share, If the share prices plummet, Lenny protects Sam from the loss
of his retirement savings. .

Healthy Hen Farms remains stable until Sam and Gail have both pulled their money out for
retirement. Lenmy profits from the fees and his booming trade as a financier. Lenny is OK
because he has been collecting the fees and can handle the risk.

The Bottom Line
This tale illustrates how derivatives can move risk (and the accompanying rewards) from the risk-

Stock Exchange
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Notes averse to the risk seekers. Although Warren Buffett once called derivatives “financial weapons of

1)

]
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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 hold unique potential to enhance the functionality of the overall Bnancial system.

Derivatives are of two calegories

Exchange traded
Over the counter

Exchange traded derivatives, as the name signifies are traded through organized exchang-
&s around the world. These instruments can be bought and sold through these exchanges,
Juest like the stock market

Over the counter (popularly known as OTC) derivatives are noi traded through the ex-
changes. They are not standardized and have varied features. Some of the popular OTC
instraments are forwards, swaps, swaptions ete. Derivatives are used by investors for the
following purposes:

To provide leverage (or gearing), such that a small movement in the undertlying value can
cause a large difference in the value of the derivative

To speculate and make a profit if the vaiue of the underlying ssset moves the way they ex-

pect (e, moves in a giver 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
walue moves in the opposite direction to their underlying position and cancels part or all
of it out

To obtain exposure 1o the undetlying where it is nol possible to trade in the underlying
leg.. weather derivatives)

To create option ability where the value of the derivative is linked 1o 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 transferred from one
party to another.

For example, a wheat farmer and a miller could sign a derivative 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

Business purposes
Derivatives can serve legitimate business purposes. For example, a corporation borrows a

large sum of money at a specific interest rate. The rate of interest on the loan resets every six
maoniths, The corporation is concerned that the rate of interest may be much higher in six
moniths,

The corporation could buy a forward rate agreement (FRA), which Is a contract to pay a
fixed rate of interest six months after purchases on a notional amount of money. If the in-
terest rale after six months is above the contract rate, the seller will pay the difference to the

corporation, or FRA buyer.




If the rate is lower, the corporation will pay the difference to the seller. The purchase of the
FRA serves to reduce the uncertainty concerning the rate increase and stabilize eamnings.

Speculation and arbitrage

Derivatives can be used lo 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
about the future value of the underlying ssset.

Speculators look to buy an asset in the future at a low price according to a derivative con-
tract wher the future market price is high, or to sell an asset in the future at a high price
according to a derivative contract when the future market price is low.

Benefits of derivatives

- wopo=

Mwa«mmmmmmp&mmmm.
They help in the discovery of future as well as current prices.
They catalyze entrepreneurial activity.

Mwhﬂmwhmmﬂmmdtﬁdmw
in greater numbers.

They increase savings and investment in the long run.

2.8 TYPES OF DERIVATIVES

1.

4

FORWARDS
FUTURES
OPFTIONS

a. CALL OPTION
b. PUT OPTION -
SWAPS

1. FORWARDS

Ahmudmnumhmwbuwhnmwﬁu-ihuwmd-nunhpmhuw
nﬂm&iﬂgmlhhﬂdlhltlplhlyﬂﬂupmm?ﬁfmmtul:m
mmm&ﬂummmw:umlnpdﬂcdlhhﬂnlmﬂ
today's pre-agreed price
Mywpdmmﬂnpmm-umhhmmhuﬂupdwmn
apungmdwm?uﬂwiﬂmﬂwd@ndumﬂhﬂmhahwmm

Features of forwards

ﬂiymuhmﬂmmmwm.ﬂmmdmﬂumhumqm.mmd
quantity are negotisted bilaterally by the parties to the contact

s Each contact is custom designed
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*  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 Risk is more because there is

possibility of default from any party.

2, FUTURES .

A Future' is a contract to buy or sell the underlying 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
specified time,

If you sell a future, you effectively make a promise to transfer the asset to the buyer of the
future at a specified price at a particular tine,

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 clearing 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 provides guarantess for the contract by taking cash or assets as securities
which is called as margin money.

3. OPTIONS

Options are contracts that give the owner the right. but not the obligation, to buy or sell an asset
like stock, commodity, 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 limited to the price paid to acquire the option. When an option is not
exercised, it expires.

Types

Call Option

The buyer of a Call option has a right 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 underlying asset

Put option

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 right. A person buys a put option when he believes that asset price will become low

¢ European option - an option that can be exercised at any time after the expiration date.

. Anuﬂmnpdm-m.opumﬁmmyhtméﬁndmwmdnymmmupw
date.
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* Bermudan option - an option that may be exercised only on specified dates on or before
expiration.

Benefits of options

*  They are means of insurance against adverse price movemamit
* It provide high leverage as with a small Investment in form of premium
* Trading options are cheaper in stock exchange

Key Differences

The major difference between an option and forwards or futures is that the option holder has
no obligation to trade, whereas both futures and forwards are legally binding agreements. Also,
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 sre
therefore not publie.

Options 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 contracts to exchange cash (flows) on or before a specified future date based on the
underlying value of currencies exchange rates, bonds/ interest rates, commaodities exchange. stocks
or other assets [t is an agreement between two or more counterparties to exchange sets of cash
flows over a period in the future.

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
1paymmtmﬂm5mﬂmdﬂwmm1dpinypmmhmhmaktapaymm&totheﬁm Both
payments take place on specified dates.

b

SUMMARY

* The stock exchange is an organised and centralised market for the purchase and sale of
industrial and financial securities of all descriptions, viz., Stocks, Shares, Debentures etc It
I & market for transactions in old securities.

* Practically, it is a place where the buyer of a security may find a seller who is ready 1o 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 is "an 2=
sociation. 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’,

s Stock Exchange market is a vital component of a stock market. It facilitates the transaction
between traders of financial instruments and targeted buyers.

Stock Exchange
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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 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 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 tradied Over-the-Counter (OTC), but a few corporate bonds are sold
in a stock exchange. It can enforce rules and regulation on the brokers and firma 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 ean be both an online trading platform and offline (physical
location).

After the new issue or the original issue of securities is complete; securities become second-
hand and are traded (Le. bought and sold) at the floor of the stock exchange-through bro-
kers and other intermedinries,

The literal meaning 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-
tablished for the purpose of assisting, regulating and controlling the business in buying,
selling and dealing 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 thess
buy and sell order matches, the trades are executed,

The exchange can admit o broker as its member only on the basis of the terma specified in
the Securities Contracts (Regulation) Act, 1956, the SEBI Act 1992, the rules; ciroulars; 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 SEBL

Members of London Stock Exchange: The members of London Stock Exchange are divided
into two classes: (i) Jobbers, and (il) 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.

Major stock exchanges in India There are two major types of Stock Exchanges in India,
namely the - Bombay Stock Exchange (BSE): This particular stock exchange was estab-
lished in 1875 in Mumbai at Dalal Street. It renowned as the oldest stock exchange not just
in Asia and is the ‘World's 10th largest Stock Exchange’.

The estimated market capitalisation of Bombay Stock Exchange as of April stands st $ 4.9
Trillion and has around 6000 companies publicly listed under it The performance of BSE




is measured by the Sensex, and it reached its all-time high in June in 2019, when it touched MNotes
40312.07,

® Securities and Exchange Board of India {SEBI) was initially constituted on 12th April, 1988
as & 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 protection
and to advices the Government on all these matters.

*  The need for manpower is also determined on the basis of work-load analysis, wherein the
company tries to calculate the number of persons required for various jobs with reference
to a planned output after giving weightage to factors such as absenteeism, idle time. elc.

mm

s Primary market: This market creates secarities and acts as a platform where firms float

thieir new stock options and bonds for the general public to acquire. It is where companies
enlist their shares for the first ime.

* 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. This market is fur-
ther broken down Into - auction market and dealer market.

* Constitution: It is an association of members which may be a voluntary and non-profit
aseociation or company limited by shares or guarantee.

* Membership: Membership isa “must’ for transacting business since non-members are not
allowed to enter the stock-exchange. Membership is strictly limited, Le., no one is allowed
to be a member unless there is a vacancy.

* Management: The general administration 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-commitiees such as Listing Committee, Defaulters’' Committee,
Arbitration Committee, eic_ A Jobber is an independent dealer in securities, |.¢., he deals in
securities in his own account. He has no direet contact with the intending purchaser and
seller.

s Authorised Clerka:A member of the stock exchange can appoint authortsed clerks or assis-
tants 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 commission agent who buys and sells securities on be-
half of nor-mumbers. He executes the order of his clients and earns commission from them,
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Qpnmsw QUESTIONS

Define stock Exchange | State its major 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

What s SENSEX?

What do you mean by Depository Participant?
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TRADING IN STOCK MARKET

——— Notes
31 Introduction

32 The Trading procedure

33 Depositories

34 Operators at Stock Exchange

35 National Security Depository Limited (NSDL)
316 Central Depository Services Limited (CDSL)

3.7 Dematerialisation

SUmeAry
Key Words
Review Questions

Further Rendings

3.0 LEARNING OBJECTIVES

After reading this chapter students will be able fo;

¢  Understand the concept and function of stock Exchange
*  Discuss the power and function of SEBI

* Know the concept of NSDL and CDSL

» Explain the concept of Derivatives |

31 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 crowdiunding 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
in other countries, for example, as American depositary receipts (ADRs) on US, stock markets.

The total market capitalization of equity backed securities worldwide rose from US§25
trillion in 1980 to US$E8.65 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, these 16 exchanges are all in either
North America. Hurope, or Asla.

By country, the largest stock markets as of January 2020 are in the United States of America
{about 54.5%), followed by Japan (about 7.7%) and the United Kingdom (about 5.1%).

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 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.

Stocks can be categorized by the country where the company is domiciled. For example,
Nestlé and Novartia 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 in other countries, for example, as American depositary receipts (ADRs) on US. stock
markets.

Trading in Stock Market
Definition

It is 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
Description
Once new securities have been sold in the primary market, they are traded in the secondary

market—where one investor buys shares from another investor at the prevadling 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 securities. A
stock may be bought or sold only if it is listed on an exchange.

Thuss, 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 reders to the
buying and selling of shares in a particular company; if you own the stock, you own a piece of



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 satisfied with the financial soundness and other aspects of the
Sp—

Previously the buwying and selling of securities was done in trading floor of stock excharge;
today it is executed through compuler.

Size of the markets

The total market capitalization of equity backed securities worldwide rose from USE25
trillion in 1980 to USS6865 trillion at the end of 2018, As of December 31, 2019, the total market
capitalization of all stocks worldwide was approsimately USE70.75 trillion.

As of 2016, there are 60 stock exchanges in the world, OF these, there am 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 stock markets as of January 2020 are in the United States of America
(about 545%), followed by Japan (about 7.7%) and the United Kingdom (sbout 5.1%).

Stock exchange

A stock exchange b an exchange (or bourse) 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 mvyestors.
The exchange may also act as a guarantor of settlement. These and other stocks may also be traded
wm_wmmmw-mmh@mmmmm
listed on mare than one exchange In different countries, %0 as to attract international investors.

Stock exchanges may also cover ather types of securities, such as fixed-interest securitios
{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 & seller to a buyer. This requires these two parties to agree on a price. Equities (stocks or
shares) confer an ownership interest in a particular company.

Participants in the stock market range from small individual stock investors to larger
investors, who can be based anywhere in the world, and may incluse banks, insurance companies,
penwion 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
fivor, by a method known as open outery. This method is used in some stock exchanges and
commoxdities 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 o selling at the Market means 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 firstcome, first-
served basis if there are multiple bidders at a given price,

deaﬂﬂleﬂwhhlﬁlimhmambﬂwmm
and sellers, thus providing a marketplace. The exchanges provide real-time trading information
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on the listed securities, facilitating price discovery.

The New Yark Stock Exchange (NYSE) is a physical exchange, with & 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™)
fur 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 s 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 outcry exchange.
Stockbrokers met on the trading foor of the Palais Brongniart. In 1986, the CATS trading system
was introduced, and the order matching system was fully automated.

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

Market participants include individual retall investors, institutional investors (e.g. pension funds,
insurance companies, mutaal funds, index funds, exchange-traded funds, hedge funds, investor
groups, banks and various other financial institutions), and also publicly traded corporations
trading in their own shares. Robo-advisors, which automate investment for individuals are also
major participants.

Demographics of market participation
Indirect va, Direct Investment

Indirect investment involves owning shares indirectly, such as vio a mutual fund or an
exchange traded fund. Direct investment involves direct ownership of shares,

Direct ownership of stock by individuals rose slightly from 178% in 1992 to 179% in
2007, with the median value of these holdings rsing from $14778 to $17,000, Indirect
participation in the form of retirement accounts rose from 393% in 1992 to 52.6% in 2007,
wiml{unwdimvﬂud these accounts more than doubling from $22 000 to $45,000 in that
Hine.

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 o invest indirectly

Participation by income and wealth strata

*  Rates of participation and the value of holdings differ significantly across strata of income,
In the bottom quintile of income, 5.5% of households directly own stock and 10.7% hald
stocks indirectly in the form of netirement acoounts.

* The top decile of income has a direct participation rate of 47.5% and an indirect participation
rate in the form of retirement accounts of 59.6%.

®  The median value of directly owned stock in the bottom quintile of income s $4.000 and
is $78,600 in the top decile of income as of 2007, The median value of indirectly held stock
in the form of retirement accounts for the same two groups in the same year ks $6,300 and

$214.800 respoctively.

* 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 same period households in the top decile of the ncome
distribution slightly increased participation 91.7% o 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 tn 213, In the top decile, mean
value of all holdings fell from 982000 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

Participation 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 households the
participation rate was 24.5%, for black households it was 6.4% and for Hispanie households
it was 43%.

* Indirect participation in the form of 401k ownership shows a similar pattern with a national
participation rate of 42.1%, a rate of 46 4% for white households, 31.7% for black households,
and 258% for Hispanic households.

* 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
secount. 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

Determinants and possible explanations of stock market participation

* Ina 203 paper by Vissing-lorgensen attempis lo explain disproportionate rates of
participation along wealth and income groups as a function of fixed costs associated with

investing.

®  Her research concludes that a fived cost of $200 per year is sufficient to explain why nearly
half of all US. households do not participate in the market.

i
Self-instructional Material | 89




—_—

Commaodity and Stock Market

Notes . Pmuummmmmwmmmmmm
hhypu&luhﬂntwmﬁmndmmnfmkupmﬂpﬁmmbmu
absorbed by more educated households.

. ﬁduvuﬂmhhmﬂhnnmmﬁwmwkumrﬁlinnw that
sociability and participation rates of communities have a statistically significant impact on
an individual's decision to participate in the market.

o Their research indicates that social individuals living in states with higher than average
p-rﬁdpntlmrlum.'ﬂmuullkdﬂupuﬁciruhuunmdivﬁulhﬂmtdumlmm
characteristics.

» This phenomenon also explained in cost terms. Knowledge of market functioning diffuses
mmmmimm:mmlyhmmmmﬂ with investing,

History
Thhmhnmhdﬁiwdﬁumhihhﬂmwrhmrmd“HuhmhrH'[mwﬂm
MEELFmpudamu\uﬂlyDuﬂkapmkmgdﬂﬁnhh:anﬂummuthmgﬂmd
Antwerp). the term beurs’ spread to other European slales where it was corrupted into

Early history

In 12th-century Frm,mmm&mmmmmwgm
w;wmawmmmmmmmhm.mummm
also traded with debts, they could be called the first brokers.

The Italian historian Lodovico Guicciardini described how, in late 13th-century Bruges,
commodity Mpﬁ:ﬁdmhﬁnﬂ»ﬂ.mhﬂqﬂmmﬂqmmmwn
family called Van der Beurze, and in 1409 they became the "Brugse Beurse”, institutionalizing
what had been, until then, an informal meeting.
mmwmwmmm-dm@wmmmm*m* so0m
upﬂndh\ﬂbﬂﬂﬂdﬂuﬂnﬂﬂhtﬂﬂﬂﬂﬂ!ﬂldmuﬂipwhﬂyhlhhnm
pmﬁh&upﬂeﬂﬁmlylﬂﬂrcﬂﬂ.ﬂkhuhﬂu word in their countries to
drﬂ:w&up&mlmmimmmmﬂwtmhm{m}.butmnhw
French (Bourse), the Germans (bOrse. Russians (bir2a), Czechs (burza), Swedes (bors),
Danes and Norwegians (bors),

mmwwwﬁmmduwuh&mimmqwmmm to the Latin
bursa, from which obviously also derives the name of the Van der Beurse family.

In the middle of the 13th century, Venetian bankers began to trade in government securities.
In 1351 the Venetian government 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 1dth century.

This was only possible because these were independent city-states not ruled by a duke
bt a council of influential citizens. Italian companies were also the first to issue shares.
Cummm&wudtmm&mhhmlmdmhmhm.

Around this time, a joint stock company —one whise stock is owned jointly by the
shareholders — emerged and became important for colonization of what Europeans called
the "New World®, i

Birth of formal stock markets ]

Replica of an East Indiaman of the Dutch East India Company/ United East Indies Company
(vOC). The Dutch East India Company was the first corparation to be listed on an official

nnmm



stock exchange. In 1611, the world's first stock exchange (in its modem sense) was launched
by the VOC in Amsterdam. In Robert Shillers own words, the VOC was “the first real
important stock” in the history of finance.

O of the oldest known stock certificales, issued by the VOU chamber of Enkhuizen dated
9 Sep 1606, The first formal stock market in its modemn sense - as one of the indispensable
elements of modern capitalism - was a ploneering innovation by the VOC managers and
shareholdersin the early 1600s

A 17th-century engraving depicting the Amsterdam Stock Exchange (Amsterdam's old
bourse, aka 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
de Witte, 1653, The Amsterdam Stock Exchange issaid 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 Siock Exchange,
became the basis of the world's first official (formal) stock market. (..) This enigmatic
business [|.e. the inner workings of the stock exchange in Amsterdam, primarily the practice
of VO and WIC stock trading] which is at once the fairest and most deceitful in Europe,
the noblest and the most infamous in the world, the finest and the most valgar on earth. It
is a quintessence of academic learning and a paragon of fraudulence; it is a touchstone for
the intelligent and a tombstane for the audacious, a treasury of usefulness and a source of
disaster, () .

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 downa. (..) And it has many other distinctive
I A 2

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 customs, 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 peesists (with variations, it
is true) on the New York Stock Exchange in the nineteen-sixties.

Present-day stock trading in the United States — a bewilderingly vast enterprise, Imvolving
millions of miles of private telegraph wires, computers that can read and copy the Manhattan
Telephone Directory in three minutes, and over twenty million stockholder participants —
would seem o be a far cry from a handful of seventeenth-century Dutchmen haggling in
the rain,

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
York Stock Exchange is also a sociological test tube, forever contributing to the human
npecies’ self-understanding. The behaviour of the ploneering Dutch stock traders is ably
documented in & book entitled *Confusion of Confusions,” written by a plunger on the
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Amsterdam market named Joseph de la Vega; originally published in 1688, (..}

Business ventures with multiple shareholders beqame popular with commenda contracts
in medieval ltaly (Greif, 2006, p. 286), and Malmendier (2009) provides evidence that
shareholder companies date back to ancient Rome.

Yet the title of the world'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,
founded in 1602 and 1621,

Other companies existed, but they were not as large and constituted a small portion of the
stock market.

In the 17th and 18th centuries, the Dutch pioneered several Anancial innovations that
helped lay the foundations of the modemn financial system. While the Italian city-states
produced the first transferable government bonds, they did not develop the other ingredient
necesaary 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) noles, “companies with transferable shares date back
to classical Rome, but these were usually not enduring endeavors and no considerable
secondary market existed (Neal, 1997, p. 61)."

The 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 ploneered short selling - 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 eapliest 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 virtually every developed and
most developing economies, with the world's largest market- being in the United States,
United Kingdom, Japan, India, China, Canada, Germany (Frankfurt Stock Exchange).
France, South Korea and the Netherlands.

Importance
*  Evenin the days befure perestroika, socialism was never a monolith. Within the Communist

countries, the spectrum of socialism ranged from the quasi-market, quasi-syndicalist
system of Yugoslaviato the centralized totalitarianism of neighboring Albania.
ﬂruﬁuiuhdﬁoﬁwmmmﬂumtrrpmmmm&m“
what point on this spectrum of statism would he designate a country as “socialist” or not.
At that time, | wasn't sure that any definite criterion existed to make that sort of clear-
cut judgment. And so | was pleasantly surprised at the clarity and decisiveness of Mises's
answer.

*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 & functioning market in the exchange of private titles to the

means of production. There can be no genuine private ownership of capital without a stock
market: there can be no true socialism if such a market is allowed to exist.”



Function and Purpose

The stock market is one of the most important ways for companies to ralse 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 capital for expansion
by selling shares of ownership of the company in a public market.

The liquidity that an eschange affords the investors enables their holders to quickly and
easily sell securities. This is an attractive feature of investing 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 assefs is an important 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 associsted 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 control and behavior of the stock market
and, in general, on the smooth operation of financial systemn functions. Financial stability is
the raison d'étre of central banks.

Exchanges also act as the clearinghouse for each transaction, meaning that they collect and
deliver the shares, and guarantee payment (o 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 some controversy exists as to whether the optimal financial system is
bank-based or market-based.

Recent events such as the Global Financial Crisis 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 systemnic risk

Behavior of stock prices Ty

Changes in stock prices are mostly caused by external factors such as sociceconomic
conditions, inflation, exchange rates. Intellectual capital 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

See Stock market cycles.

The efficient-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 1967, when the Dow Jones Industrial Average plummeted 22.6 percent — the largest-ever
one-day fall in the United States [55]

This event demonstrated that share prices can fall dramatically 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 randomness, although very rarely.)

Trading in Stock Market
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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 ane-day share price movements in the United States in the post-war period
seems to confirm this.

A 'soft’ EMH has emerged which does not require that prices remain at or near equilibrium,
but only that market participants cannot systematically profit from any momentary ‘maricet
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 rnarked 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 inatance, 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. But 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
‘seving' patterns, and often will perceive a pattern in what is. in fact, just noise, e g. seving
familiar shapes in clouds or ink blots.

In the present context, this meins that a succession of good news items about a company

may lead investors to overreact positively, driving the price up. A period of good returns
also boosts the investors’ self-confidence, reducing thelr (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
empti 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 known and largely independent of the
investment decisions of the different players.

In times of market stress, however, the game becomes maore like poker (herding behavior
takies 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 been 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 eamed in the
so-called new economy stock market.

Stock markets play an essential role in growing industries that ultimately affect the econamy
through transferring available funds from units that have excess funds (savings) to those
who are suffering from funds deficit (borrowings).



! Trading in Stock Market

* In other words, capital markets facilitate funds movement 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. Macrosconomic trends include such as changes in GDP, unemployment rates,
lﬂml&mpﬁmmmmpﬁmmmmmnms
investment, energy. international trade, immigration, productivity, aging populations,
innovations, international finance. increasing corporate profit. increasing profit margins,
higher concentration of business, lower company income, less vigorous activity, less
progress, Jower investment rates, lower productivity growth, less employee share of
corporate revenues, decreasing Worker to Beneficiary ratio (year 1960 51, year 2009 31,
vear 2030 22:1), 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 seemns 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, rumaors,
euphoria and mass panic.

Ower the short-term, stocks and other securities can be battered or buoyed by any number
of fast market-changing 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
in turn, are opportunities o make money,

However, the whole notion of EMH is that these non-rational reactions to information
cancel oul, leaving the prices of stocks rationally determined.

The Dow Jones Industrial Average biggest gain in one day was 936.42 points or 11%.

3.3 STOCK EXCHANGE

A stock exchange is an institution 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
eic ) 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
controlling the business of buying and selling or dealing in securities.
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The efficient functioning of a stock exchange 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.

Providing Liquidity and Marketability to Existing Securities: The basic function of a stock
mhhmumﬂnmmmmmmmmn
gives investars the chance to disinvest and reinvest. This provides both liquidity and easy
marketability to already existing securities in the market.
Pﬁﬂn;n!mﬂu-prinumnmckmmdmmdbyhhmd
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.

mdrmmmd-mmummmmm
are well defined according to the existing legal framework. This ensures that the investing
public gets a safe and fair deal on the market

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 avenues. This leads to capital formation
and economic growth.
mﬂwmmmmmwy.ﬁmmbhmmm
ownership by regulating new issues, better tradingpractices and taking effective steps in
educating the public about investments.
hﬂdﬂﬁmh%ﬂuﬁﬁuﬁﬂ&@wmﬁumﬂm:mmﬁn
hpﬂhﬂihﬂfmmhﬂwmﬁﬂtyhummdmdmunhdm.h
is generally accepted that a certain degree of healthy speculation is necessary 1o 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 lang-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
1675 as The Native Share and Stock Brokers Association in Bombay. Today it is known as
the Bombay Stock Exchange (BSE). This was followed by the development of exchanges
in Ahmedabad (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. Uintil the early 1990s,
the Indian secondary market comprised regional stock exchanges with BSE heading the
list. After the reforms of 1991, the Indian secondary market acquired a three tier form. This
conaists of:

* Regional Stock Exchanges
= National Stock Exchange (NSE)
= Over the Counter Exchange of India (OTCEI)



Trading and Settlement Procedure

Trading in securities is now executed through an oneline, 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 outery system, securities were bought and sold on the foor
of the stock exchange. Under this auction system, deals were struck among brokers, prices were
shouted out and the shares sold 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 compuler 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 computer terminal that is connected to the main stock
exchange. In this screen-based trading. a member logs on to the site and any information about
the shares (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 executed when a matching order is found
from a counter party.

The whole transaction is carried on the computer screen with both the parties being able
uu&ﬂupﬁaud.ﬂﬂumﬂnq:mﬂdwnunﬂﬁudmﬁghﬁnuﬂmhﬂuh
transacted and during business hours of the stock exchange.

The computer in the brokers office is constantly matching the orders at the best bid and
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.

2 It increases efficiency of information being passed on, thus helping in fixing prices
efficiently. The computer screens display information on prices and also capital
market developments that influence share prices.

3 It increases the effickency of operations, since there s reduction bn time, cost and risk
of error.

4. People from all over the country and even 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
time 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 single 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, Le., 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

demateriatised form,

Trading in Stock Market
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Notes Steps in the Trading and Settlement Procedure

L

It has been made compulsary to settle all trades within 2 days of the trade date, ie. on a
T+2 basis, since 2003. Prior to the reforms, securities were bought and sold, i.e. traded and
mmmmmmmmm.m;mmm
whether it was delivery of securities or payment of cash. This system prevailed for a long
ﬁwuhhn&mdﬂuv&mdhﬂhgmhmndpmﬂdﬂqﬁdﬂyhh
system.

However, since trades were 1o be settled on specified dates, this gave rise to speculation
ndwixddmudhrh&mdhﬂnﬂd&dyhhmdhgmddﬁuhhhﬁmﬁ
new system, Le, rolling settlement, was introduced in 2000, so that whenever a trade took
place it would be settied after some days.

Ehum,dnhunhwhhmuﬁrﬂumﬂh\guuhnmmmnﬂi
mmmmwmm“mmzapmu&-
Md.h.ﬂrnmﬂhgntﬂrmlmplhimmuﬁddmmhmtﬂuﬂu
implementation of electronic fund transfer and dematerialisation of shares

mmmmmmmmmummmhmmwmdm

If an investor wishes to buy or sell 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 qualification and occupation.
* Residential status (Indian/NRI).

* Name of any other broker with whom registered.
* Client code number in the client registration form.
The broker then opens a trading account in the name of the investor.

mmwmmw--mrm:uwwmm: with a
depository participant (DF) for holding and transfesring 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
Iuwmh-gtvmnhmﬂﬂummhrun}mmdhpﬁuuwhthhﬂumdmﬂdh
bought or sold.

The broker will then go ahead wﬂﬂrdﬁlitﬂmahuumﬂmwdprhwhbmm
lvdhbhmmmmmphlmdmﬂnhwmhyﬂubmhm

mhuhﬂmwmpumhmdmmﬂummmmuﬂmuhh
share and best price available.

Wm&:ﬂmumhh#ﬂumﬂnhpdumﬁwm&mﬁh
hhkn‘ihﬂnﬂﬂdlhnrduwiﬂhnmmﬂdmhmﬂﬂyﬂuhmhuﬁﬂhnn
trade confirmation slip to the investor.

A&rmhmm&mmhiﬁwnﬁm“hmmmu 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 Unique Order
Cocle 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 note 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-in day, which is before the T+2 day as the
dulhllbnbl.'ll'lﬁedMWMHT*IM.WWQ&BMTH&;M.
rolling settlement basis, w.e.f. 1 April 2003,

9. On the 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 1o 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 hisheneficial owner account.

Dematerialisation and Depositories

All trading in securities is now done through computer terminals. Since all systems are
computerised, buying and selling of securities are settled through an electronic book entry
form. This ks mainly done to eliminate problems like theft, fake/ forged transfers, transfer
dolays and paperwork associated with share certificates or debentures held in physical
form.

This i a process where securities held by the investor in the physical form are cancelled
and the tnvestor is given an electronic entry or number so that 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 erganisation called a depository.
In fact, now all Initial Public Offers (IPOs) are issued in dematerialisation form and more
than 99% of the tumover 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 {rematerialisation), Dematerialisation enables shares
to be transferred to some other account just like cash and ensures settlement of all trades
through a single 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 eredit
the investor's account with the correct number of shares.

Working of the Demat System
1. Adepository participant (DF), either a bank, broker, or financial services company, may be
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Mmmhﬁﬁmﬁm?ﬁﬂmﬂ%pﬁpﬁmd
attormey) may be completed.
The physical certificate is to be given to the DP along with a dematerialisation request form.

If shares are applied in a public offer. simple details of DP and demat account are fo be
givmmdhihuumlﬂnhnﬂﬂwuﬂdlumﬁuﬂyhmuﬂmdmﬂgduuﬂm

If shares are to be sold through a broker, the DP is to be instructed to debit the account with
the mumber of shares,

The broker then gives instruction to his DP for delivery of the shares to the stock exchange.
The broker then receives payment and pay the person for the shares sold.

All these transactions are to be completed within 2 days, i.2., delivery of shares and payment
received from the buyer is on a T+2 basis, settlement period.

Depository

Just like a bank keeps money in safe custody for customers, a depository also is like a
bank and keeps securities in electronic form on behalf of the investor. In the depository
a securities account can be opened, all shares can be deposited, they can be withdrawn/
sold at any time and instruction to deliver or receive shares on behalf of the investor can be
given It is a technology driven electronic storage system. It has no paper work relating to
share certificates, transfer, forms, etc. All transactions of the 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 IDBL UTL and the National Stock Exchange.

The Central Depository Services Limited (CDSL) is the second depository 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 electronically
connected to the depository and serve as contact points with the investors and are called
depository participants.

The depository participant (DP) serves as an intermediary between the investor and the
Depository (NSDL or CSDL) who is authorised to maintain the accounts of dematerialised
shares.

Financial institutions, 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 nan-banking finance corporation,
it acts as a DP for the investor and complete the formalities.

National Stock Exchange of India (NSE)

The National Stock Exchange is the lstest, 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 capital market segment in November 1994 as a trading platform
for equities and the futures and options segment in June 2000 for various derivative instraments.
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NSE has set up a nationwide fully automnated 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 not 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 professionals, without having
any representation from trading members,

Objectives of NSE

NSE was set up with the following abjectives:
Establishing a nationwide trading facility for all types of securities.

b Ensuring squal sccess to investors all over the country through an appropriate
cormmunication network

c.  Providing a fair, efficient and transparent securities market using electronic trading
system,

d  Enabling shorter settlement cycles and book entry settlements.
e Meeting international benchmarks and standards.

Within a span of ten years, NSE has been able to achieve its objectives for which it was set
up. It has been playing a leading role as a change agent in transforming the Indian capital market

NSE has been able to take the stock market to the door step of the investors

It has ensured that lechnology has been harnessed 1o deliver the services to the investors
actoss the country at the lowest cost

It has provided 2 nation wide screen based automated trading system with a high degree
of transparency and equal access to investors irrespective of geographical location
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Market Segments of NSE

The Exchange provides trading in the following two segments.

) Whale Sale Debt Market Segment: This segment provides a trading 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 papes, certificate of deposit, corporate
debentures and mutual funds,

(i) Capital Market Segment: The capital market segment of NSE provides an efficient and
transparent platform for trading in equity, preference, debentures, exchange traded funds
as well as retail Government securities.

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. [t was also meant to provide investors with a convenient, transparent and efficient avenue
for capital market investment. it is fully computerised, transparent, single window exchange “which
commenced trading in 19592,

This exchange s established an the lines of NASDAQ (National Association of Securities
Dealers Automated Quotations) the OTC exchange in USA. It has been promoted by UTI, ICICL
IDBY, IFCL, LIC, GIC, SBI Capital markets and Can Bank Financial Services.

Ower the couinter market may be defined as a place where buyers secksellers and vice-versa
and then attempt to arrange terms and conditions for purchase/sale scceptable to both the parties.
It is a negotiated market place that exists any where as opposed o the auction market place,
represented by the activity on securities exchanges.

Thus, in the OTC exchange, trading 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 particular market place in the geographical sense.

The oljectives of OTCE are to provide quicker liquidity to securities at afixed and fair price,

liquidity for less traded securities or that of small companies, a simplified process of buying and
selling and easy and cheaper mears of making public sale of new issues, However, the OTCE]
has now been withdrawn

Advantages of OTC Market
1. It provides a trading platform to smaller and less liquid companies as they are not eligible
for Listing on a regular exchange.
2 Itls a cost effective method for corporates as there is a lower cost of new issues and lower
expenses of servicing the investors.
Family concerns and closely held companies can go public through OTC.
4. Dealers can operate both in new issues and secondary market at their option.

o nymmm&dmwhvmmmmwmhmmm
in both primary and secondary markets.

6. :thnmqmdm;wlmmmhdbdehllm

7. Information flows are free and more direct from market makers to customers since there is
close contact between them.

=
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34 THE TRADING PROCEDURE Notes

The Trading procedure involves the following 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 tirst step is to select o broker who will buy /sell securities on behalf
of the investor or speculator.

2. Opening Demat Account with Depository:
mnurmmumﬁnd}mmnﬂuhmmwﬁdamhﬂmdmnnanm
with the depository participant (banks or stock brokers) to trade in listed securities in
electronic form.

Second step in trading procedure is to open a Demat account. The securities are held in the
electronic form by a depository.
Depository is an institution or an organization which holds securities (eg Shares,
Debentures, Bonds, Mutual (Funds, etc.) At present in India there are two depositories:
NSDL (National Securities Depositary Lid.) and CDSL (Central Depository Services Lid.)
There is no direct contact between depository and investor. Depository interacts with
investors through depository participants only.
Depository participant will maintain securithes account balances of investor and intimate
investor about the status of their holdings from time to time.

3.  Placing the Order:
After opening the Demat Account, the investor can place the order. The order can be placed
to the broker either (DF) personally or through phone, email, ete.

4. Execuling the Order:
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 parties and brokerage (commission)
charged by him. Contract note is signed by the broker.

5.  Settiement:

This means actual transfer of securities. This is the last stage in the trading of securities
done by the broker on behalf of their clients. There can be two types of settlement.

(a} On the spot settlement:

It means settlernent is done immediately and on spot settlement follows. T + 2 rolling
settlement. This means any trade taking place on Monday gets settled by Wednesday.

b} Forward settlement:

It means setthernent will take place on some future date. l[tcan be T+ Sor 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

Clearing Corporation
An organization associated with an exchange to handle the confirmation, settiement 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 houses”,

The first clearing corporation in India s National Securities Clearing Corporation Lid (NSCCL),
a wholly owned subsidiary of NSE.

Clearing Members
An exchange member that is permitted 1o clear trades directly with the dearinghouse, and which
can accept trades for other clearing members and non-clearing member. The clearing member is

responaible for matching the buy orders with the sell orders to make sure that the transactions
are settled in returm of commission

Custodians

They are the clearing members and not trading members. They settle trades on behalfl of trading
members, when particular trade is assigned to them for settlement. The custodian is required to
confirm whether he i going to settle thai trade or not. If they confirm to settle that trade, then
the clearing corporation assigns that particular obligation to them,

Clearing Banks
Clearing banks are & 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 acoount with

“ane of the designated clearing banks. Based on the clearing member's obligation as determined

through clearing, the clearing member makes funds available in the dearing account for the pay-
in, and recelves funds in the case of a payout.

3.5 DEPOSITORIES

A depository holds the securities in a dematerialized form for the investors in their beneficlary
pecounts. Each clearing member is required to maintain a clearing pool account with the depositories.

They are required to make available the required securities in the designated account on
setthement day.

The depository rans 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 .

Depository services in the Indian Stock Market

The depository services originated recently in the Indian Stock market. Now-a- days on-line (scrip
less or paperiess) trading in the shares of any company is compulsary. To make it a success some
new trading mechanism is needed.

Depository service is the name of that mechanison 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:

L ]

(1

Role of Depository participants

{3) The Investor

The Depository

The Depository Participant
The Investor

The lssuing 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 depositary institutions in India:

National Securities Depository Limited (NSDL)
Central Depository Services Limited (CDSL)
The Depository Participant

Dcpmﬂwrhﬁdp-ﬂmﬁhd-uﬂ-dnmwdhdepmw.m?mﬂu
intermediaries between the depository and the investors. The relationship between the
DPs and the depository is governed by an agreement made between the two under the
Depositories Act.
In a strictly legal sense, a DP is an entity who is registered as such with SEBI under the sub
section 1A of Section 12 of the SEBI Act. As per the provisions of this Act, a DF can offer
depositoryrelated services only after obtaining a certificate of registration from SEBL As of
2012, there were 288 DPs of NSDL and 563 DPs of CSDL registered with SEBIL

Similar to brokers, who act on behalf of a chient in the stock market, a Depository Participant
is your representative in the depository system,
Financial Institutions / Banks / Custodian / Stock Brokers etc. can become DPs provided
they meet the necessary requirements and guidelines prescribed by SEBL DF
serves as a link between the investor and the Company through NSDL CDSL for
dematerialisation of shares and other electronic trarsactions. DP provides various
services with regard to your holdings such as
Maintaining the securities account balances
Enabling surrender (dematerialisation) and withdrawal (rematerialisation) of your
securities to and from the depository. _
Delivering and receiving shares in your account on your instructions. Hence, shares bought
wmmummmhtﬂﬂddﬁdﬂuymmﬂmﬂmm
sold by you can be delivered on your instructions.

Keeping you updated with regard to status of your holdings periodically.

&hamwhwmmdﬂhﬂuﬂnﬁwhﬂemhmmﬂuw.
The investor is the real owner of the shares who has lodged them with the depository
through book entry till the day he sells them.
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The lssuing Company |
Thekm&gtmtpmybﬁmpﬁﬂi-nnﬂhﬂhmhmmiﬁnmhﬁn;
company sends a list of the shareholders to the depositories.

Features

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 transacted by any quantity;

Securities are aflotted International Security Identification Number (ISIN) by SEBI;
ﬁnhﬁﬁddtpﬂ:myq:ﬂhwdby&gmfmdmdﬁmuﬂ
CDSL and NSDL are the Depository Participants to act as agent.

Advantages of depositories

Bad deliveries are almost eliminated.

The risks associated with physical certificates such as loss, theft, mutilation 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.

Mﬁﬂhhﬂmﬁihhmﬁrndn#ﬁ:ﬂmdmrﬂmu(uhmddwﬂy
seitlement cycle, which is 4 working days Le. 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 be a faster disbursement of corporate benefits like Rights, Bonus etc.

muhmpdutymmuinufmmhhwiﬂhmmummm
of shares in physical form is not applicable and you may incur expenditure towards
service charges of the Depository Partici
Thuemuldb:nmducﬁmhnmdhﬂuﬂmhmpmhdngahﬂpkdpuf
dematerialised securities by various banks,

There could be reduction in brokitage for trading in dematerialised securities

There could be reduction in transaction costs in dematerialised securities as compared
to physical securities.

Availability of perindical status report 1o investors on their holding and transactions.

Disadvantages
The Depasitary System is not free from snags. Some of them are:

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 System) invites the problems of coordination.

Although the Depository System is not free from snags, even then it is a boom to the
wuorld dnpimm:hu.lednnh.pmmmiﬂ&mlh-mmmdhﬂp
the investors and the company in various forms. It overcomes the problems from had



delivery, counterfeit certificates, etc. It also reduces various cost and expensis (ie
Regintration coat)

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 vour Demat accdunt.

So, where does a depository account come into the picture?

* A Demat account is only a middle person and it is 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.

*  Another significant function that depositories perform is when organizations need to
appropriate dividends to their sharehalders, Organizations will require data on its
investors and this is when the share depositaries prove to be useful

¢ Earlier, before depositories, when you purchased shares from another person or sold
o somebody, you needed to move share centificates. Presently, it & only a simple
record move between two Demat sccounts.

Function of Depository

One of the main function of the Depository is to transfer the ownership of shares from one
investor's account to another investor's account whenever the trade takes place. It helps
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 securitios,

Another important function of depository is that it eliminate the risk associated with holding
the securifies in & physical form like loss.damage theft or delay in deliveries etc.

What do these depositories offer?
Deponitories offer the following services:
*  Maintenance of Demat accosints,
# Dematerialization and dematerialization.
*  Trade settloment.
* Liguidity to markets.
& Share transfers,
*  Market and off-market transfers.
* Hliminate the risk of holding a physical asset,
o Provide safekeeping,
¢ Nomination/ transmission.

Clearing and Settlement
Settlement Agencies:

Trading in Stock Market
Notes
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NSCCL: The National Securities Clearing Corporation Limited is responsible for post-trade activities
of a stock exchange. Clearing and settlement of trades and risk management are its central functions.
»  Clearing Members: They are responsible for settling their obligations as determined by the
NSCCL
* Custodians: Custodian is a clearing member but not a trading member. He settles trades
assigned to him by trading members.
*  Clearing Banks: Clearing banks are a key link between the clearing members and NSCCL
for funds settiement.

. Depmtkﬂrsﬂmdcp%mmdnﬂmrﬁcﬂltmhﬂﬂﬂunmhnmmm
of the custodians/clearing member to that of NSCCL. As per the schedule of allocation 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.

s 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 trading 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 Exchange to NSCCL (real-time and end of day trade file).

Step 2. NSCCL notifies the consummated trade details to CMs/ custodians who affirm
back Based on the affirmation. NSCCL applies multilateral netting and determines

obligations.

Step 3. Download of obligation and pay-in advice of funcs/ securities.

Siep 4. Instructions to clearing banks to make funds available by pay-in time.

Siep 5. Instructions to depositories to make securities available by pay-in-time.

Step 6. Pay-inof securities (NSCCL advises depository to debit pool account of custodians/
(Mis 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).

Step 8. Pay-out of securities (NSCCL advises depository to credit pool account of
custodians/ CMs and debit its account and depository does it).

Step 9. Pay-out of funds (NSCCL advises Clearing Banks to credit account of custodians,/
M and debit its account and clearing bank does it).

Step 10. Depository informs custodians/CMs through DPs.
Step 11. Clearing Banks inform custodians/ Chs

Process of Trading/Clearing and Settlement

The core processes involved in clearing and settlement include:
a) Trade Recording: The key details about the trades are recorded to provide the basis for
settlement. These details are automatically recorded in the electronic trading system of the
exchanges.

bl  Trade Confirmation: Trades thatare meant for settlement by the custodians are indicated
with a custodian participant code, and the same is subject to confirmation by the respective



custodian. The custodian is revjuired to confirm the settlement of these trades on T+1 day
by the cut-olf time of 1:00 pm.

¢)  Determination of Obligation: The next step is the determination of what the counterpartios
owe, and what the counterpartics are due to receive on the setthement date,

The NSCCL interposes itself as o central counterparty between the counter-parties to tracle
and net the positions so that 4 member has a security-wise net obligation o receive or
deliver a security, and has to either pay or receive funds.

The settlement process begins as soon as the members” obligations are determined through
the clearing process. The settlement process is carried out by the clearing corporation with
the help of clearing banks and depositories. The clearing corporation provides a major fink
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-inof 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
sccounts with the two depositories (the CM pool account in the case of the NSDL, and the
designated settlement accounts in the case of CDSL). The depositories move the securitics
available in the pool accounts to the pool account of the clearing corporation.

Likewise, the CMs with funds obligations make the funds available in the designated
accounts with the clearing banks.

WMMMWMMMMWWM&E

designated CMs” accounts to the extent of the payment obligations. The banks process
these instructions, debit the accounts of the CMs, and credit the sccounts of the elearing

corporation, This constitutes the pay-in of funds and securities.

¢) Pay-out of Funds and Securities: After processing for shortages of funds/securities and
arranging for the movement of funds from surplus banks to deficit banks through RBI
clearing, the clearing corporation sehds electronic instructions to the depositories/ clearing
banks o 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 settlemnent is a system to settle share transactions in predefined number or days. It is a
mechanism of settling trades done on a stock exchange on the Day Day of Trade (T) plus “X*
trading days. "X" trading days could be any number of days like 1,234 or 5 days. So, if we say
the rolling settlement for a transaction is T+2 then it means that the transactien will bo settled in
TODAY + Next 2 Days. In other words, in T42 environmient, a trade done on T day is settled on
the 3rd working day excluding the T day.

Investors and Speculators

The main function of the stock exchange is to provide facilities to its members Le the buyers and
sellers to transact their business and to setthe the transactions. The buyers and sellers are classified
into two calegories.

L Investors

L Speculators

Trading in Stock Market
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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 securities 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 profit. 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.
In 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 & matter of degree only.

3.6 OPERATORS AT STOCK EXCHANGE
Members of stock exchange

(a) Jobbers b

A jobber s a slang term for & market maker on the London Stock Exchange prior to October
1586, Jobbers, also called “stockjobbers,” acted 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 markets,

The term “jobber® is also used 1o describe a small-scale wholesaler or middleman in the
retail goods rade.

Jobbers are security merchants dealing in shares, debentures as independent operators.
Thyhyuﬂﬂmwﬂumﬂﬂmﬂﬂmﬂnyhmmpmmm

cannot deal on behalf of public and are barred from taking commission. In India, they are called
Taraniwalas,

Key Points
* A jobber. also known as a stockjobber, was a market maker on the London Stock Exchange.

* Jobbers held shares on their own accounts and help boost market liquidity by matching

¢ The term jobber was used prior to October 1986, but little is known of their actual activities
as they kept few records.

*  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 system evolved into a recognizably modern form during the course of the 19th
century, as the range of securities types broadened.

Understanding Jobbers

*  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
over the course of the 20th century until they ceased to exist in October 1986,

This month was when the “Big Bang, " a major shift in the London Stock Exchange's operations,
occurted. London's financial sector was suddenly deregulated, fixed commissions were
replaced by negotiated commissions. and electronic trading was implemented.

Jobbers left few records of their affairs and neither journalists nor other observers retained
much in the way of detailed accountings of their work. Histories of banks, stockbroking
firms, and other concemns have been and will continue to be the basis of any historical
record relating to jobbers.

The Centre for Metropolitan History has compiled an archive of interviews with former
fobbers which serves as a permanent record of the last half-century of a distinctive part of
the financial life of London.

Special Considerations

The jobber system evolved into a recognizably modern form during the course of the 19th
century, as the range of securities types broadened.

At least 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<ut one but was essentially based on custom and
tradition until 1909 when a single capacity was formally embodied in the London Stock
Exchange rules.

By 1914, over 600 jobbing firms were in existence, along with many one-man jobbing
operations.

Those numbers steadily declined as the institutional investor supplanted the private one.
and the scale of required jobbing capital increased dramatically.

By the eve of "Big Bang,” there were only five major jobbing firms an the floor of the London
Stock Exchange, though this numerical decline did not necessarily denote a dectine in the
marketability provided by the system

(b) 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 fruitful gain. Brokers get orders from investing public and execute the orders through
Jobbers and they are entitled to a prescribed sale of brokerage.

L]

A stockbroker is a professional trader who buys and sells shares on behalf of clients. The
stockbroker may also be known as a registered representative or an investment advisor.

Maost stockbrokers work for a brokerage firm and handle transactions for a number of
individual and institutional custemers. Stockbrokers are often paid on a commission basis
although compensation mithods vary by emplover. %

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.

-
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Most online brokers are discount brokers, at least at their basic levels of service, in which
trades are executed for free of for a small set-price commission. Many online brokers now
offer premium-level services with higher fees.

Key points

A stockbroker or broker buys and sells stocks at the direction of clients,

Most buy and sell orders are now made through online discount brokers. This automated
process reduces foes.

Wealthy individuals and institutions continue to use full-service brokers, who offer advice
and portfolio management services as well as completing transactions.

Understamling the Role of a Stockbroker

Buying or selling stocks requires access to one of the major exchanges such as the New York
Stock Exchange (NYSE) or the NASDAQ. To trade on these exchanges you must be 8 member
of the exchange or belong to a member firm. 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 issues them, it is much simpler to work with a stockbroker.

Until recent years, it was prohibitively expensive to get access to fhe 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 in techmology 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 to micro-investors,
allowing even fractional share purchases, Most accounts in the markets today are managed
by the account owners and held by discount brokers.

Brokers who are employed by discount 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 premium tiers of the online broker.

Mobile phone apps like Robinhood and SoFi cater to micro-investors, allowing even
fractional share purchases,

A comparatively smaller number of stockbrokers work for investment banks or specialized
brokerage firms. These companies handle large and specialired orders for institutional
clients and high-net-worth individuals.

ﬁnﬂmmwhmmhhmmdmm

algorithmic investment management carried out via web or mobile app interface. There is
minimal individual interaction, 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
mmdmﬂmwmmwm
all are useful for working in the field.

Mont successful stockbrokers have exceptional interpersonal skills and are able to maintain
strong sales relationships.



Licensing Requirements for Stockbrokers
*  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 registered investment firm. Floor brokers in the LS. must also be
members of the stock exchange where they work.

*  in Canada, would-be stockbrokers should be currently employed by a brokemage firm
and are required to complete the Canadian Securities Course ((SC), Conduct and Practices
Handbook (CPH), and the %0-day Investment Advisor Training Program (IATP).

¢ In Hong Kong, applicants must be working for a licensed brokerage firm and pass three
be approved by the financlal regulatory body lo receive a license,

* In Singapore, becoming a trading representative 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.

* In the United Kingdom, stockbroking ls 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 (CFF) 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 n such activity are known as "speculators’
The motiye is to take maximum advantage from fluctuations in the market. A speculator may
buy securities in expectation of rise in price.

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 is a Speculator

A speculator utilizes strategies and typically a shorter time frame in an attempt to outperform
traditional longer-term investors. Speculators take on risk, especlally with respect to anticipating
future price movements, in the hope of making gains that are large enough to offset the risk

that take on excessive risk typically don't last long Speculators exert control
over long-term risks by employing various strategies such as position sizing, stop loss orders,
and monitoring the statistics of their trading performance. Speculators are typically sophisticated
risk-taking individuals with expertise in the markets in which they are trading.

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 Josses), although this is a personal choice of
the individual. .

There are different types of speculators in a market. For example, individual traders can be
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speculators, if they purchase a financial instrument for short periods of time with intentions of -
profiting from ity price changes.

Market makers can also be considered speculators because they take the opposite position to
mwmmmmmmmmﬂmwmum
mmmmm&mammm&qmmpwmum
and make profits from changes in their price,

Normally, speculators operate in a shorter tinve frame than a traditional investor. For example,
-mmyuﬂhmdfmmﬂtﬂmmmmmﬂﬁmhmdﬂm
stocks for at least 10 years, assuming the companies continue to perform well.

A speculator, on the other hand, may use all their portfolio capital to buy five stocks,
wmhm-mm&mhMMhmhanMMm
Mmqmmuﬂhmmmmmmﬂhmwhmtuhry.wlm to sell (at a loss
or profit), and how big of a position to take.

Principles Behind Speculation

. wmmwmﬂmwmnmhmmdm
wu.mammmmmmmmm«m
it is highly likely they are gambling .

. Hpmbﬂn;.&nhdnhﬁhﬂytnhuumﬂnhq;m?mﬁhhlupmhﬂmh&n.ht
dwahhlwﬁmﬁtﬂimﬂhwﬁbhwpmluﬁﬂrdphﬂuw

. Wawmmmmmmmm.mmm
commaonalities between many rising and falling prices, in an attempt to use that information
to profit from future ups and downs in price.

. ttu'mmmmmmdwmmwmmmmﬁym
vwﬂnhcmﬁn.m:mmmmwhmmlqumdhdhg

Key Points

* Speculators are sophisticated investors or traders who purchase assets for short periods of
ﬁm!utdm:phywm«duhpmﬁthmchﬂwhiuprh.

. mmmmmhmuﬂqmwuﬂmmm
Cmmlr,ﬂqmdmhnwnm;uﬂwlmpﬂunmﬂumwhm&ﬁrmdlngm
rmhhaqumhﬁwbuhﬂnﬂuldﬂvuupmmmhwmhﬂ

Speculators' Impact on the Market

. Hﬂsﬂ:ﬂvﬂyhmmﬂumﬂnunmﬁﬂwﬂpﬂtmnmuﬂnmh
pmﬂmhmuwﬂﬁmhndm;hmnhmmuhhlmm
bubble, where the speculator activity has driven the price of an asset above its true value.

¢ The same can be seen 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
ﬂwmm&mmm:ﬂﬂmhmmumm

¢ Inthis way, even many investors become speculators from time to time. They get caught up
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in the frenzy of the big ups and down. While they may have inftiated their position with the
intention of being long-term investors, if they start to buy and sell solely because they think
other people are buying 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:
(1) 1t leads to smooth change and prevents wide fluctuations in security prices at different
times and places

(ii)  Speculative activity and the resulting effect in the prices of securities provided a guidance
to the public about the market situation.

Kind of Speculators

Mmmmummmem-mmMmmmlmmw

in speculative activity in the stock market are identified by different names based on the type of

activity they in general employ in. The eminent among them are bears, bulls, lame duck and stag,
1.  Bull (Tejiwala)

ﬁmduwhlwuulmmmdmﬁuuhrﬂnﬂud-lhﬂl.lnmudpluq,wlrtsuiu
price he make purchases with intention of selling them in future. The bulls will be able to
make profit only if the prices rise as predicted, otherwise they suffer loss.

2. 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
down the prices of securities. A bear is a pessimistic speculator.

3. Lame Duck

A lame duck ks a bear who is involved in a short sale but is not able to meet his commitment
tor 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 & it difficult to meet his commitment
due to non availability of securities , he is called as lame duck.

i Stag
A stag is a trader who applies for shares in the new issues market just like a genuine
investor. A stag is an optimist like the bull. He expects a 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 premium, above their issue price. A stag is a cautious
speculator in the stock exchange He is also called a premium hunter.

WHO IS STOCK BROKER?

A mockbroker is a regulated professional individual, usually associated with a brokerage firm
or broker-dealer, who buys and seils stocks and other securities for both retail and institutional
clients. through a stock exchange or over the counter, in retumn for a fee or commission.

A stockbroker invests in the stock market for individuals or corporations. Only members-
of the stock exchange can conduct transactions, so whenever individuals or corporations want to
buy or sell stocks they must go through a brokerage house. 1

Stockbrokers often advice and counsel their clients on appropriate investments. Brokers
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Notes MHmmﬂwmthmmwmmmm
mmm-mmmmmmmmmm&mm
hﬁumwﬁm“whhdhmﬁhmw“qmﬂwty#m

Duties of Stock Brokers

MW“M.MMI&W&J&W“MWH
managing their client’s money, but they must stay up-to-date on the latest tax laws, market research
and financlal news to provide their client with the best return. -

Customer Service

ﬁrwmrﬂyhﬂynﬂﬂrmmwﬁﬂmﬂn}ﬂhﬂ:mhﬂm:mm
Hp%ahdﬂmmmﬁqummwwmﬂh
uﬂmﬂmmhﬁwﬂmumm-mw
Disclosure and Advisement
Bmhmmuqtﬂudhdh:lnnnﬂlnfnmnumuhhdhmyinmmm-
Mﬁmﬂhhnkusmhmwﬁﬂﬁdhﬁﬂmmhhm
or exaggerabed statements.
Trade Execution

-
Ammumm-mpwm-mmuﬁmmmuwym
mmly,hﬂmhruh&wmhhduh;rp!muurin-pumnnlphriuluﬁh;ﬂuu
Tndudtpmdmwhﬂﬂrﬂu:khﬂuh&nhrmyhﬂﬂrdiuf;pwﬁnﬁnnﬂnﬁu
their investments are analyzed.
Client Recommendations

nawm.mmmnwwmmmmwwnw
muuhnmdhﬂrhkhhrm_m“mhmgmdwhﬁmmhlﬁdhﬂ.i

mﬂmph-mmumumm:wﬂah.mm-
lowrisk portfolio.
Fiduciary Duty and Fair Dealing

Swlhﬂuuﬂmnﬁwmmwa&u:ulrﬂhmm:
mw;mrmwmummmm,mm.mm-
to put the needs of his clients above his own.

AMWHM%MM@MEWMMM&M

ludmynqumymhﬁty.mmhmm'nqmmmmimhhm
mdrhhmdmﬂymh&-duﬂuimuﬂnnmbufﬂmdkﬂ-mﬂum

BROKER CHARGES .

The two depositories in India are :
* National Securities Depository Ltd. (NSDL)
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= Certral Depoxitory Services (India) Lid. (CDSL)

3.7 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 (or 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 10 these settlement problems and in order to provide a safe and efficient 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 Development Bank of India (IDBI), Unit Trust of India (UTI) and National Stock
Exchange of Indla Ltd. (NSEIL).

Subsequently, State Bank of India, 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 depository account to take delivery of demat securities. Also, SEBl has made it compulsory for
all categories of investors to settle trades in demat form with respect to a select list of scrips since
January 4. 1999 Therefore, investors trading in these scrips will necessarily need 8 depository
sccount to settle their trades. The list of scrips is being continuously expanded by SEBL

Therefore. every investor who trades in securities may have lo open a depository account.
NSDL, the first and largest depository in India, established in August 199 and promoted by
institutions of national stature responsible for econamic development of the country has since
established a national infrastructure of international standards that handles most of the securities
held and setiled in dematerialised form in the Indian capital market

In the depository system, the ownesship and transfier 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

Benefits

* Elimination of all risks associated with physical certificates - Dealing in physical securities
have associated security risks of theft of stocks, mutilation of certificates, loss of certificates
during movements through and from the fegistrars, thus exposing the investor to the
cost of obtaining duplicate certificates ete. This problem does not arise ih the depository
environment.

* Elimination of bad deliveries - In the depository environment. once holdings of an
investor are dematerialised. the question of bad delivery does not arise ie. they cannot
be held "under objection’. In the physical environment. buyer was required to take the
rigk of transfer and face uncertainty of the quality of assets purchased. In a depository
environment good money certainly begets good quality of assets.

Trading in Stock Market
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mmamhmﬂnﬂw,uﬂﬂmhhm.Mwm
extendds to equity shares, debt instruments and units of mutual funds.

Immediate transfer and registration of securities - In the depesitory environment. once
hwmmmhhmmmmmhm&umm
of the securities. ]
Thruhmﬁuﬂurmdhm\dhhhmﬂuﬁmfwumm.

memmmnmmmmhmmmmuuh
W'-thth&wﬁmmmbwmmmny
hkuwutﬂﬂmhhmmmhuﬂhnrﬂymphhﬂﬁﬂﬂnﬂwmmmry!rmqi
o!mumnﬂuﬂmupuﬁngﬂuhwmmwmdd&yinkmmdm
risk of loss in transit.

rnwmmwmywpmhwm&:mﬂmm:nnmu
not to register the change of ownership. However, if the investors miss a book closure the
securities are not good m&hvuyuﬂhhvwwmﬂlhmdhhmhhm
entitlements.

Faster settiement cycle - The settlement cycle follow rolling settlement on T+2 basis Le, the
settlement of trades will be an the 2nd working day from the trade day. This will enable

Faster turnover of stock and more liquidity with the investor.

Fmdhbmmmidmuhmpm-bhmcﬂuﬂhdglm.an,M+mm
fwdhmn!dﬂdmuhmpwnhmﬁﬂumhhmhwmmh&r
ensuring faster disbursement and avoiding risk of loss of certificates in transit.

Reduction in brokerage by many brokers for trading in dematerialised securities Brokers
provide this benefit to inyestors as dealing in dematerialised securities redices their back
mm&m%mwmmumnrthmmw.

- Reduction in handling of huge volumes of paper

Periodic status reparts to investors on their holdings and transactions, leading to better
controls.

EMﬂMﬂMdemdm-hMMWd
address, investors are saved from undergoing the entire change procedure with each
company or registrar. Investors have to only inform their DP with all relevant documents
mdthemquiudthmlﬂlﬂ'ﬂhdhhdlhhﬁdlﬂhﬂﬂpﬂﬂ,whllh
investor is a registered holder of securities,

mummmmamm-mWﬁw
holdings, the process of transmission is more convenient as the transmission formalities for
ﬂmmdmamwmhmpmwMMMhﬂ’
whereas, in case of phy!hlmriﬂuﬂumivﬁ;hﬁ:thddn{:}fkgﬂ heirs/ nominee
hnb:mnupundhdepnﬂmﬂrwﬂlmhmmpmyiﬂwhkhahmmhﬂ

Elimination of problems related 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
ml - B

Euutnpwﬁnﬂumuudturhq:hu-mhmﬂdmmﬂglmnmmﬁdﬁdpmﬂhnd
investments in all instruments,



Participants of NSDL

NSDL performs its functions through its participants. The following are some of the
important NSDL participants:

{IT Trust, Corporation Services, Global Trust Bank, HDFC Bank, City 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 Natidnal Securities Clearing Corporation, Deutsche Bank

Legal aspects of NSDL

NSDL was established by passing of the Depositories Act, 1996, but with retrospective
effect from September 1995. Companies Act and Securities Contact Regulation Act were
amended suitably to facilitate the operations of NSDL

Section 224 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
transter of shares. The staternents issued by the depository are considered valid documents
of title.

Aspect of safety and security

An entity can be made operational as a DP only after registration by SEB, which is based
on the recommendation from NSDL and SEBls own independent evaluation. SEB! has
prescribed criteria for becoming a DP in the regulations.

Depository Participants are allowed to effect any debit and credit to an account only on the
basin of valid instruction from the client.

Every day, there is a system driven mandatory reconciliation between DP and NSDL.

There are periodic inspections into the activities of both DP and R&T agent by NSDL. This
also includes records based on which the debit/credit are effected.

The data interchange 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 SEBI Regulations.
All transactions are recorded at NSDL Central System and in the databases maintained by
business partners.

All investors have a right to receive their statement of accounts periodically from the DP.

Every month NSDL forwards statement of account to a random sample of investors as a
counter check.

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 investors can tranafer their holdings 1o an account held with
another DP.

Certification in Depository Operations - NSDL has introduced a Certification Programme
in Depository Operations, and it has been made compulsory for all DPs to appoint a persan

Trading In Stock Market

Self-instructional Material 11 119



Commodity and Stock Market

Notes qualified in this certification in each of its branches. This way, NSDL wanis to ensure
that each branch of a DF 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 categories
ramely,

* New issues and

* Secondary market transactions

1L New issues

Generally, the investor has the option to receive the shares either in physical form or
in the electronic mode. When shares are allotied to the investor, he should specify his
choice clearly, If he wishes to hold securities in the electronic form, he should specify the
. depository participant to which, the allotted shares are to be delivered.

Shares will be allotted according to SEBls 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 entties in the pass book. Transactions in Demat are not subject
to stamp duty.

2 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 delivery in the
physical form and vice versa.

That is, the seller has the shares in the physical mode while the buyer prefers the electranic
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 basic services of NSDL include services to brokers, banks, investors and other 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 intermediary account.
Dematerialisation }

®  The process by which a physical security certificate |s converted into electronic balances.

* To begin with, an investor is required to deface the certificates and surrender them to the
DiPs.

* Next, the DPs sends the relevant certificates to the concerned authority of NSDL.

*  Once the suthorised issuer verifies the claim, the confirmation is made and the securities
are submitted in the depository account of the Investor.
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Rematerialisation

¢ The process by which the securities are held in electronic form, are converted into physical
certificates.

¢ Tobegin with, an investor is required to submit a rematerialisation request 1o the concerned
DPs.

¢ The DPs block the specific holding of the investor which has been submitted for
remalberialisation,

®  The DPy send the service request to the NSDL and the concerned issuer for confirmatbon,

* Once confirmed, the issuer blocks the balance submitted for rematerialisation and the
NSDL is updated with the same information and the transaction is processed.

Market Transfer
As an investor, you can purchase/sell the securities held by you in the dematerializod 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.

Inter-depository tramsfer
An inter-depository transfer is a transfer of securities in the form of one account in one depository
to an account in another depository.

Transmission

It is the devolution of the shares to another instead of self. This is operation by law under cases
of death, succession, 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.

Value Added Services

* Automatic Delivery out Instructions: If you need to move your securities from CM Pool
Account to OM 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 authorised
under the Securities Lending Scheme, 1997 with SEBL Also, the intermediary requires the
approval of NSDL as well.

*  Public lssue: The Securities and Exchange Board of India have issued a statement that all
respective trades of public shares will be held only in demat form.

Trading In Stock Market
Notes
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Notes * SMS Alerts: NSDL also offers SMS alerts for all demat account holders with respect to al
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transactions, alerts and notifications free of cost.

NSDL CAS (Consolidate Account Statement)

This is a single statemnent which has the details of all your investments in the security market.
It contains the following information of - equity share investment, mutual funds, bords and
debentures, povernment bonds and certificates and money market instruments like treasury bills.
This statement also helps an investor to electronically access their investmamt portfolio.

NSDL e-Services: E-services by NSDL facilitates 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-# website via a samart card or e-token. s aim is to reduce the overall
turnaround time.

IDeAS (Intermet-based Demat Account Statement): With this facility, you can view the
balances and transactions which have been executed online in the demat account with a
delay of maximum 30 minutes.,

STeADY (Securities Trading Information easy Access and DeliverY): Specific to contract
notes, brokers can electronically deliver/submil contract notes to custodians/ fund
managers and it also allews for modification of the contract notes.

Depository Account Validation (DAN): Under this facility, you as investor can validate/
authenticate identities such as client [D, DP ID, PAN and other basic details via the online
platform.

SPICE (Submission of Power of attorney based Instructions for Clients Electronically):
With this service, Clearing Members can sulimit 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) Poal Accounts, These
clearing members have authorized Power of Attorney to conduct on behalf of the Clearing
Member.

SIMPLE (Submission of Instruction through Mobile Phone Login Easily: If you have
registered for SPEED-¢ services, you can issue transfer instructions with the registered
mobile number with NSDL.

Authorized Banks for NSDL
The following are the authorised banks and principal shareholders in NSDL:

Axis Bank



*  Dena Bank
* Canara Bank
& Oriental Bank of Commerce

3.8 CENTRAL DEPOSITORY SERVICES LIMITED

CSDL is the second largest 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
Bank, Standard Chartered Bank and Union Bank of India.

CDSL was set up with the objective of providing convenient, dependable and secure
depository services at aifordable cost to all market participants. Some of the important milestones
of CDSL system are:

* CDSL received the certificate of commencement of business from SEBI in February, 1999,

* Honourable Union Finance Minister, Shri Yashwant Sinha flagged off the operations of
CDSL on July 15, 1999,

¢ Settlement of trades In the demat mode through BOI Shareholding Limited, the clearing
house of BSE Lid. started n July 1999,

*  Allleading stock exchanges like the BSE Lid. (formerly known as Bombay Stock Exchange
Ltd). National Stock Exchange and MCX Stock Exchange Limited have established
connectivity with CDSL

Benefits

Dematerialisation of securities with COSL offers numerous benefits to the issuer of securities
Some of the benefits are:

* In 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 depariment / RTA.

. Dumﬂﬁmmﬂhmmmhhﬂhkm,&ﬂhmnﬁhﬁunmmmbyhhngmfwm
certificates, thereby saving companies from lengthy correspondence, litigation and
complaint handling,. [t will therefore eliminate instances of bad delivery.

* All non-cash corporate actions such as rights, bonus, subdivision of holdings, conversion
of securities, lssuing 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

& I“‘\"!fylﬂwm
*  With the CDSL's centralised database, the issuer can get upto-the-moment information on

any changes in its holding pattern of a security. Thus, the company effectively monitors the
change in holding and is alert to any undue threat,

Safety

* CDSL has acquired state-of-the-art equipment including the HP &4 Bit Enterprise server
system (super computer technology with the robustness of enterprise class), which is the
highest performing RISC/ UNIX server system available in the marketplace.

Trading In Stock Market
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* This system is connected to a near fault tolerant storage system from EMC2 Corporation.
Notes This is the world's best storage system and the first of its kind to be installed in India, nay
Asia

¢ The software developed has all the security features conforming to world standards. The
software facilitates a robust accounting and transaction management System.

* CDSL's system is based on o centralised database with on-line connectivity with Depository
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 systemns, whene
a back up of the data is also stored at a remote site.

* CD5L 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

s The hardware, software and connectivity systerns 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.

* Promoterss Another contrast between the two is their promoters. NSDL s backed by
IDBI Bank Ltd., the Unit trust of india, and NSE. CDSL is promoted simply by BSE as of
December 2019.

* Estublishment year: NSDL was established in 1996 and CDSL was established in 1999,

. Dmﬂpmmtmhfwmnth‘undﬁwﬁmbﬂmﬂﬂ.mdmbmm
account number. Demat accounts held with CDSL have 16 numeric digits in them and
NSDL Demat accounts have two alphanumeric digits-TN' and 14 numeric digits.

o Several depositories: CDSL has 599 depository participants registered with itself and

NSDL has 278 depository participants registered on its system. This is according 1o 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 short form) signifies conversion of a share certificate from its
physicil form to electronic form. The term Demat, in India, refers to a dematerialised account for
individual Indian citizens to trade in listed stocks or debentures, as required by The Securities
Euiunylmrddhﬂh{ﬂ!ﬁ]}hlmmmwmmhmhudmﬂy
instead of the investor taking physical possession of certificates. -

Ani will have to first open an account with a Depository Participant and then request
for the isation 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 electronic settlements
of trades to take place.

An investor intending to dematerialise 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
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intimating NSDL electronically, the DP sends the securities to the concerned lssuer/ R&T agent.
NSDL in tum informs the Issuer/ R&T agent electronically, using NSDL Depository system, about
the request for dematerialisation.

1§ the Tssuer/ 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.

India has adopted this system of electranic book keeping thereby eliminating the need for
p-pamd:hammmﬁuumhﬂdhmmmuudemﬂmde
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.

. {hlythmhddhw&utmngimdinhmm-d&mmﬂnh
dematerialised.

o Names of the holders of the securities should match with the names given for the demat
account,

* 1f the same set of joint holders held securities in different sequence of names, these joint
holders by using Transposition cum Demat facility can dematerialise the securities in the
same account even though share certificates are in different 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 dematerialised in the depository account
which is in any name combination of X and Y Le., either X first and Y second or Y first and
X second. Separate accounts need not be opened to demat each share certificate. 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 whone shares are to be given for

- mrm&mm&wdm{mghmdw]wﬂhmmmmw
with the name appearing on the certificales merely on account of initials not being spelt
out fully or put after or prior to the sumame, can be processed, provided the signature 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 lssued by Government of India and simultaneous
transmissdon and demat.

How Does the Depository System Operate?

¢ The operations in the Depository System involve the participation of a Depository,
Depudemﬁdpmu{ﬂnCmpmqfﬂegiﬂ:madlwm
e The company is also called the Issuer. A Depository is an crganisation that facilitates

Trading in Stock Market
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Notes holding of securities in the electronic form and enables DPs to provide services to investors -
relating to transaction n securities.

® 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
in 1999,

* . A Depository Participant is the agent of the Depository and is the medium through which
the shares are held in the electronic form.

* They are also the representatives of the investor, providing the link between the investor
and the company through the Depository.

L AWMHIMWM—MMMHWMW
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 system. A bank holds funds in
accounts whereas a Depositary holds securities in accounts for its clients. A bank transfers
funds between accounts whereas a Depository transfers securities between accounts,

® [n both ﬂumﬂumn{m:mmhﬁmwﬁhﬂmmmw
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, one needs to open a demat account with
a DP of his choice.

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 is no stipulated minimum balance of securities to be kept in a demat sccount.

Following is the procedure of opening a Demat account:
L Choosea DP.

2 Fill up an account opening form provided by DP, and sign an agreement with DP in a
standard format prescribed by the depository.

3. DP provides the investor with a copy of the agreement and schedule of charges for his
future reference.

DP opens the account and provides the investor with a unique account number, also known
as Beneficiary Owner Identification Number (BOID).

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
mmmmmwmmmmmmmﬂm.nﬂmmm
me}wﬁﬁhwﬂnﬂ:wiﬂ:hmnﬂmhuthmmmmphyﬂulmEvtry
security has an ISIN (International Securities Identification Number), Separate DRFs must be filled
for each ISIN Number.
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Notes

example, regulations look to limit, or abolish, short selling and eliminate the possibility of market
and price manipulation, such as comering 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 financial crisis The Dodd-Frank Wall Street Reform and
Consumer Protection Act gave the CFTC authority over the swaps market, which was previously
unregulisted.

Regulation of commaodity markets has continued to remain in the spotlight after four leading
investment banks were caught up in a precious metals manipulation probe in 2014

Commodity Market Trading vs. Stock Trading

For most individual investors, acoessing commaodities markets, whether spot or derivatives, |s
untenable. Direct access to these markets typically requires a special brokerage account and/or
certain permissions. Because commaodities are considered an alternative asset class, pooled funds
that traded commodities futures, such as CTAs, typically only allow accredited Investors,

Still, orclinary investors can gain indirect sccess to commodities via the stock market itself.
Stocks on mining of materials companies tend to be correlated with commodities prices. and there
are various ETFs now that track various commaodities or commodities indexes.

Investors looking to diversify their portfolio can look to these ETFs, but for most long-term
investors stocks and bonds will make up the core of their holdings

Mareover, because commadity prices tend by mare volatile than stocks and bonds, commaodities
trading is often most-sulted for those with & higher risk tolerance and/or longer time horizon.

5.6 MEANING OF FORWARD MARKET COMMISSION (FMC)

Forward Market Commission is a regulatory authority which is overseen by the Ministry of
Consumner 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 authority for all
Commodity Derivatives Exchanges in India. Forward Markets Commission (FMC) headquartered
at Mumbai, is a regulatory authority for commeodity futures market in India.

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 to enable
an assessment of thelr performance. This unit examines the performance of these six
commodity futures. The results indicate that most of these markets are yet o develop fully
as efficient mechanisms of risk management and price discovery.

Sagging Agricultural Commaodity Exchanges
Commeodity derivatives have a crucial role to play in managing price risk especially in
agriculture dominated economies. However, as Jong as prices of many commodities are
restrained to a certain extent by government intervention in production, supply and
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(NYMEX), the Intercontinental Exchange (ICE) dominate the space. Each exchange offers a wide Notes
range of global benchmarks across major asset classes

5.4. TYPES OF COMMODITY MARKETS

Generally speaking, commaodities trade gither in spot markets or derivatives markets. Spot markets
are also referred to as "physical markets” or “cash markets” where buyers and sellers exchange
physical commodities for immediate delivery.

Derjvatives markets involve forwards, futures, and options. Forwards and futures ame
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 over or close out their contracts in order to avold making
or taking delivery altogether.

Forwards and futures are generically the same, except that forwards are customizable and
trade over-the-counter [OTC), whereas futures are standardized and traded on exchanges.

5.5 EXAMPLES OF COMMODITIES MARKETS

The major exchanges in the US,, which trade commedities, are domiciled in Chicago and New
York with several exchanges in other locations within the counbry. The Chicago Board of Trade
{CBOT) was established In Chicago in 1848,

Commaodities traded on the CBOT include corn. gold, silver, soybeans, wheat, cats, rice, and
ethanol. The Chicago Mercantile Exchange (CME) trades commodities such as milk, butter, feeder
catle, cattle, pork bellivs, lumber, and lean hogs.

The New York Board of Trade (NYBOT) commodities include coffee, cocon, orange juice,
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, palladivm, platinum,
heating oil, propane, and electricity.

Key commodity markets in regional centers include the Kansas City Board of Trade (KCBT)
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 commaodity exchanges.

Commodities are predominantly traded electronically; however, several US, exchanges still
use the open outcry method. Commeodity trading conducted outside the operation of the exchanges
is referred to as the over-thecounter (OTC) market.

Commodity Market Regulation

In the US. the Commodity Futures Trading Commission (CFTC) regulates commodity fubures
and options markets. The CFTC's objective is to promole competitive, effickent, and transparent
markets that help protect consumerns from fraud and unserupulous practices.

The CFTC and related regulations were designed to prevent and remove obstructions on
interstate commerce in commedities by regulating transactions on commodity exchanges. For
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Notes . MW-WLG{MDIII.MM#.
* Metals - Gold, Silver, Copper, Zinc etr.

* Sploes - Turmeric, Pepper, Jeera e

= Fibres - Cotton, Jute eic.

*  Others - Gur, Rubber, Natural Gas, Crude Oil etc.

5.3 TRADING IN COMMODITY MARKET

Commaodities 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
derivatives to hedge future consumptian or production.

Speculators, investors, and arbitrageurs also play an active role in these markets. Certain
mmimmhummmmwdmhnwwmm
and & broad set of commodities as an alternative asset class can help diversify a portfolio.

Because the prices of commodities tend to move in opposition 1o stocks, some investars also
rely on commaodities during periods of market volatility. «

mhmmwnumm.wmmdmm.mm
and was primarily limited to professional traders.

Today, there are more optians for participating in the commodity markets.

Brief History of Commodity Markets

memwmmm&mﬂhmuvmmummchuﬂmﬁ
umwmmuwammmmmhmwﬂmm
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 trading systems and facilitate the exchange of commodities across vast
swaths.

. Tm.mmmwwlummmamﬂ
mmpmu-mmmmmwmmmmdmmm
nwhhﬁtthnpuphhmdmﬂuﬂiudmmnmﬁtyhﬁin;uﬂwhqlwﬁqnﬂmd
efficient markets.

. Mpﬂwmthﬂunﬁﬂnmdemcmmﬂhmﬁdhhﬂhhphrﬂdtn&
MHumeIMwhuﬂw@uﬂrwwﬂrWhﬂmﬂhnﬂt
as wheat, comn, and soybeans in order to help farmers and commedity consumers manage
risks by removing price uncertainty from agricultural products such as wheat and corm.

. Tm.#:ﬂnmﬂhmmﬂuﬂm-wmwdmhﬂmm&i
silver, US, Treasury bonds, and energy products, The Chicago Mescantile Exchange (CME)
Grmpmrydwﬂhﬂtﬂhﬂgnﬂmrddﬁld![ﬂlﬂnmm.mmﬂm
qﬂyhﬂnpm&wumﬂupmp'-nhﬁmmwm

Some comemodities exchanges have merged or gone out of business in recent years. The

mwdmhnaumruﬂwﬁﬂmﬁmmodm:l&m@mwhﬂnhnﬂgh
group. In the S, the Chicago Mercantile Exchange (CME), the New York Mercantile Exchange
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frozen orange juice. : Notes

Although they are often confused and may be used Interchangeably, the terms commodity
and product are very different. A commodity is 4 raw material ussd to manufacture finished
goods. A product, on the other hand, is the finished good sold to consumers, |

Both commaodities and products are part of the production 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.

Key features

* A commodity is a raw material used in the production process to manufacture finished
goods, while a product is a finished good sold to consumers.

*  Novalue is added to a commodity, which can be grown, extracted, or mined.

*  Commuodities are traded on exchanges through futures contracts, stocks, and ETFs, and can-
also be bought and sold in their physical states,

* Products are sold on the market for consumption by the average consumer and can also be
found in investment portfolios.

History of the Commodity Futures Market in India

The Commodity Futures market in [ndia dates back to more than a century. The firit organized
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 futures trading in
oilseeds, food grains, et

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 numberod
commodity exchanges trading futures contracts in several commodities like cotton, groundnut,
groundnut oil, raw jute, jute goods, castor seed, wheat, rice, sugar, precious metals like gold and
silver were flourishing throughout the country.,

In view of the delicate supply situation of major commodities in the backdrop of war efforts
mobilization, futures trading came to be prohibited during the Second World War under the Defence
of India Act. After Independence, especially in the second half of the 1950s and first half of 1960,
the commodity futures trading again picked up and there were thriving commodity markets.
However, in mid-1960s, commodity futures trading in most of the commeodities was banned and’
futures trading continued in two minor commodities, pepper and turmeric.

Current Scenario

Currently 5 national exchanges, viz, Multi Commodity Exchange. Mumbai: National Commaodity
and Derivatives Exchange, Mumbai and National Multi Commodity Exchange, Ahmedabad, Indian
Commadity Exchange Ltd., Mumbai (ICEX) and ACE Derivatives and Commodity Exchange,
regulate forward trading in 113 commodities. Besides, there are 16 Commodity specific exchanges
recognized for regulating trading in various commodities approved by the Commission under the
Forward Contracts (Regulation) Act, 1952

The commodities traded at these exchanges comprise the following:

. WMWMWMMMM.SMHM, Rice
bran oil, Sov oil etc.
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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 commadity, including general stock market fAuctuations
and company-specific factors, :

However, there are a small number of commodity index mutual funds that invest in futures
contracts and commodity-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 management fees are high, and
some of the funds may have sale charges.

Using Commodity Pools and Managed Futures to Invest in Commodities

ﬁmuudllypudwhrtffﬂlharﬂm{wmmdputﬂrﬂﬁp}ﬂmpﬁm‘mwﬁm
investors and then combines it into one pool in order to invest that money in futures contracts
ﬂm%dmhumﬂkmm“wﬂlumﬂwm,
They are also required to keep strict records of all investors, transactions, and any additional
poals they may be operating 1

CPOs will usually employ a commodity trading advisor (CTA) 1o advise them on trading
decisions for the pool. CTAs must be registered with the Commodity Futures Trading Commission
(CFIC) and are usually required to get a background check before they can provide investment
advice. 23

hmmmrdﬂ:mpﬂmh;t?ﬂhcmuﬂwhlwhlddHhuuﬁmtm
professional advice from a CTA. In addition, a pooled structure provides more money and more
opportunities for the manager to invest, if investors choose a closed fund, all investors will be
required to contribute the same amount of money.

The Bottom Line

Both novice and experienced traders have a variety of different options for investing in financial
mnstruments that give them access 1o the commodity markets. While commaodity 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
commodites exposure,

In the most basic sense, commodities are known to be risky investment 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.

5.2 COMMODITY MARKET IN INDIA

[
There are several commodities available. Energy products include crude oil, natural gas, and
gasoline. Precious metals include gold. silver, and platinum. Agricultural products include wheat,
com, soybeans, and livestock. Other commodities you can trade are colfee, sugar, cotton, and
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Using Stocks to Invest in Commodities Notes

Mmymwhnmwmmmeuﬁﬂhupuﬁmhrmdjwmﬂmm
in stocks of companies that are related to a commodity in some way. For example, investors
interested in the ail industry can invest in ofl drilling companies, refineries, tanker companies,
ummwnumwmmﬂdm.mmmm
stocks of mining companies, smelters, refineries, or any firm that deals with 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 Plus, it is possible to narrow investments o a
sector, Of course, investors need to do some research to help ensure that a particular
company s both a good investment and commedity play. -
Investors can also purchase options onstocks. Similar to eptions on futures contracts, options
on stocks require a smaller investment than buying stocks directly.

hwﬂlﬂrwrmtwhminvuunlinultnﬂkﬂpﬁmm;rhcﬁnﬁhdmllwmidﬂunpﬁom
hpﬂimdnmm;mymmmhmmdﬂum&d
a company with a related investment.

mmdmmmmmmmmMmmaMwm
is easier because most investors already have a brokerage account. Public information about a
mf:ﬂmﬂﬂﬂmlﬁmkmdﬂymuﬂhhmnamudﬂndumm
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
of a stock may be influenced by company-related factors that have nothing 1o do with the value
of the related commodity that the investor is trying to track.

mmmnﬂummhwu

waﬂ:{ﬂﬁjmﬂuﬂu@ﬂmﬂu[ﬂﬂn}mmd&iﬁmﬂmim
investors who are interested in entering the commodities market. ETFs and ETNs trade like stocks
and allow investors to potentially profit from fluctuations in commodity prices withoul investing
directly in futures contracts.

Commeodity ETFs usually track the price of a pasticular commodity-or group of commodities
that comprise an index-by using futures contracts, Sametimes investors will back the ETF with
the actual commodity held in storage. ETNs are unsecured debt securities designed to mimic the
price fluctuation of & particular commodity or commodity index.

ETNs are backed by the issuer, ETFs and ETNs allow investors to participate in the price
fluctuation of a commuodity or basket of commodities, but they typically do not require a special
hdutlpmhhmﬁumwﬂumdmpﬂm&uﬁmmwmm
hyhdlﬂhﬂﬂ:hﬂmunﬂ.fﬂ!lﬂmmdiﬁﬂhﬁﬂﬂﬁm,mnbummhdwm
them.

BAL: iPath Bloomberg Cotton Subindex Total Return ETN; CAFE: iPath Pure Beta Colfee
ETN; NIB: iPath Bloomberg Cocoa Subindex Total Retum ETN
Another downside for investors is that a big move in the price of the comimodity may not

be reflected point-for-point by the underlying ETF or ETN. In addition, ETNs specifically have
credit risk assoclated with them since they are backed by the issuer.
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Marufacturers 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 commadities 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 aitline 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
hedging 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 1o hedge with futures
contracts, any velatility 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
jpenses,

Speculative investors also participate in the futures markets for commodities. Speculators
are sophisticated investors or traders who purchase assets for shart periods of time and employ
certain strategies as & way of profiting from changes in the asset's price. Speculative (nvestors
hope to profit from changes in the price of the Ritures contract.

Because they do not rely on the actual goods they are speculating 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 not have a broker that 2lso trades futures contracts, you may be required to open
a new brokerage sccount. 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 required to deposit more money
into your account in-order to keep the position open.

D to the high level of leverage, small price movements in commodities 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 participating in the
commodities market. Analysis can be easier because it's a pure 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 full-size contracts (that otherwise may be difficult to afford). Hnl!]}r 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 1o close your position.

Mest futures contracts offer the possibility of purchasing options. Futures options can be a
lower-risk way 1o enter the Futures markets. One way of thinking about buying options is that it
is similar to putting a deposit on something 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 explres.

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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Commodities that are traded are typically sorted into four categories broad categories: metal,
energy, livestock and meat, and agricultural.

Metals

Metals commodities include gold, silver, platinum, and copper. During periods of market volatility
or bear markets, some investors may decide to invest in precious metals-particularly gold-because
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 currency devaluation.

Livestock and Meat
Livestock and meat commodities include lean hogs, pork bellies, live cattle, and feeder cattle.

Agriculture

Agricultural commodities Include com, soybeans, wheat, rice, cocoa, cuffee, cotton, and sugar.
In the agricultural sector, grains can be very volatile during the summer months or during any
period of weather-related transitions. _

For investors interested in the agricultural sector, population growth-combined with limited
agricultural supply-can provide opportunities for profiting from rising agricultural commaodity prices.

Using Futures to Invest in Commodities

One way to invest in commodities is through a futures contract. A futures contract is a legal
wﬂhwmﬂlpﬁcﬂmm&ymnlmmuﬂmuimﬁd
time in the future. The buyer of a futures contract is taking on the obligation to buy and receive
the underlying commaodity when the futures contract expires.

The seller of the futures contract is taking on the obligation to provide and deliver the
underlying commodity at the contract'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 commodities: commercial or institutional users of the commodities and speculative
investors.

Energy

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 oil prices, as demand for energy-related products has gone up at the same time that
oil supplies have dwindled.

Investors who are interested in entering the commodities market in the energy sector should
also be aware of how economic downturns, any shifts in production enforced by the Organization
of the Petroleum Exporting Countries (OPEC), and new technological advances in allernative 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.
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of commodities include grains, gold, beef, oil. and natural gas.

For investors, commodities can be an important way to diversify their portfolio bevond
traditional securities. Because the prices of commaodities tend to move in opposition to stocks,
some investors also rely on commodities during periods of market volatility

Ini the past, commodities trading required significant amounts of time, money, and expertise, and
was primarily limited to professional traders. Today, there are more options for participating in
the commeodity markets.

| Key Points:

* Commodities that are traded are typically sorted inlo four categories broad categories
metal, energy, livestock and meat. and agricultural.

* Far investors. commodities can be an important way o diversify their portfolio bevond
traditional securities.

* In the most basic sense. commodities are known to be risky investment propositions
because their market (supply and demand) is impacted by uncertainties that are difficall
or impossible to predict, such as unusual weather patterns, epidemics, and disasters both
natural and man-made.

*  There are & number of ways to invest in commodities, such as futures contracts, options,
and exchange-traded funds (ETFy),

Special Characteristics of the Commodities Market

In the broadest sense, the basic principles of supply and demand are what drive the commodities
markets. Changes in supply impact the demand; Jow supply equals higher prices

S0, any major disruptions in the supply of a commodity, such as a widespread health issue

that impacts 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 metals) has contributed to the declining availability of metals, such
as steel, for the rest of the world,
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5.0 LEARNING OBJECTIVES

After reading this chapter students will be able fo:
s Understand the Meaning of Forwazd Market Commission (FMIC)
¢  Know the The Role of Forward Market Commission in Indian Commodity Market |
* Know the patterns of trading
s Discuss the Challenges faced by commodity markets
s Undertand the concept of Trading and Settlement in Commodity Marke!

51 INTRODUCTION

Commadities are an important aspect of most American's daily life. A commodity is a basic good
used in commerce that is interchangeable with other goods of the same type. Traditional examples
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‘? pnwmv QUESTIONS

Define commodity market . State its functions.
Distinguish between Forwards and Futures Contract.
What are objectives of commodity market '
Differentiate between physical and futures market
Discuss the organisation structure of a commodity market
Discuss about FMC - functions, powers

Discuss the conditions for a succesaful commodity exchange
Write notes on : MCX , NMCE, NCDEX , ICEX 7

Give explanatory notes on

{2) Major commaodity exchanges in india

{b) Depositories

{c) Demat

() Tranasctions
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A commedity exchange provides a convenient place where the members can meet at fixed
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

as are uced in abundance and cover a very wide field as far as trading therein is
concermed. '

As organised markets commaodity exchanges establish and enforce rules and regulations
with a view to facilitating trade on sound lines. The rules 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
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 which are traded on the commeodity exchanges have, to be graded according
to quality. In this manner, the dealers can quickly enter into agreements for

KEY WORDS

Cash Contracts (Physical Market); The cash contracts for the purchase or sale of
commodities are those which call for payment of the full con~tract 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.

Spot Transactions: Spot transactions 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
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 thiey 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.
Futures Contracts: A futures contract is a special type of agreement made strictly under
the rulés of 8 commodity which may or may not call for the actual delivery of goods and
payment of price in cash on a future date.

Credit risk; Credit risk on account of default by counter party: This is very low or almost
zevos because the Exchange takes on the responsibility for the performance of contracts.

Market riske Market risk b the risk of loss on sccount of adverse movement of price.

Legal risk: Legal risk is that legal objections might be raised; regulatory framework might
disallow some activities.

Operational risk: Operational risk is the risk arising out of some operational difficulties,
like, failure of electricity or connectivity, due to which it becomes difficult to operate in the
market,
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are on a higher side due to the rapid increase in demand for commodities national as well as
internationally

Developing 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 commaodities coupled with the fact that it has a long history of trading in commodities has a
promising markel

The management will assume substantial importance in future with the promation of free
trade and the removal of trade barriers, Bulk of Indian investors are not aware of the potential
of the organized commodity market,

But 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.

i

SUMMARY

* A commodities Market is an organised market that functions under established rules and
regulations.

* Commodities are hard assets ranging from wheat to gold to oil. The US. government
defines commodities in the 1936 Commodity Exchange Act.1 The Act covers trading in
lptﬂtmlmdmhﬂmmmmﬁﬁu.mmylthemuﬁhﬁmiﬂpmdm
like commoditien, it doesn't consider them 1o be commodities. The Act also bans trade in
onions as & commodity.

. Cmmdﬂmeumspechl‘mdurgmhdmhhwhthpmﬁklphnm
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 commaodity is a private assoclation of
dealers and is not for making money or profit or for fixing prices.

* lts 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. Buying and selling, trading practices and actual working of the organised market
&re governed by a code of rules and regulations and these can ensure fair dealings, fair
prices and equity.

* [Every forward market has a clearing house organisation to facilitate clearing of all dealings
and their settiement. The clearing house guarantees payment of dues and taking and giving
of delivery of commaodities or securities during the settlement period.

* An organised market acts as a clearing house of market tnformation, Le. 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 commaodity or
securities market Speculation is an integral part of market mechanism whether in stock
exchange or in commodity schange.
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elfective management.

SEBI as a regulator has got immense powers and authority under the Securities Contracts
WME&A}uﬂhmm“bﬂmmlwﬂmhﬂwmhhﬂvmlmm
mﬂiuﬂmﬂmﬁy,?ﬂfuﬂyhﬁdﬂmwwmwwguhhﬂmﬂchmgﬂ whereas SEBI has the

powers to regulate the brokers also.

‘Ihl"reuﬂsmnh:

India is amongst the top five producers of most of the Commodities. Further; it is also a major
mdmmdwmm,wmmﬂm-Mtntﬂquhmws
economy and employs around 57% of the labor force on a total of 163 million hectors of land.

wu-mmwmmmmmds—wﬁlmmmm&
unheprmwhdnnmhr&nmhhmdtngnfmmwdityduhnlm

Trends in volume contribution on the three National Exchanges: -

Trends on Multi Commodity Exchange (MCX):-

hﬂhhh:gutamumdﬂymhnph\mdwﬂmlthmmhdﬁrd-hmmm
bullion and second-largest in silver futures trading in the world.

wmuemmnlmmmumdmmmuﬂyafinumn\adlﬁnmﬁ'idz[nr
more than 80 per cent of total business 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
mmmwmmdmmwmnd.cm,um,mmmm

Trends on National Commodity & Derivatives Exchange (NCDEX):-

National Commaodity & Derivative Exchange (NCDEX) is the second-largest commodity exchange
pllﬂwmhhﬂhdmﬂﬂ.m&p!ﬁumwlmmmibuwrumNGJEmﬁmmm
commodities,

They have a fundamental challenge of small market size, which is making them susceptible
ummﬂmwuhﬁmﬁlmnﬂﬂwnmdemHﬂEHsadﬁnd
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 Commaodities. Trading on NMCE had
a significant proportion of commodities with large market size ay jute rubber ete. Over a pertod of
time, the trend has changed and gradually moved towards commodities with a litthe market size.

Major volume contributors:

Majorly trade has been focused in a few commodities such as:
* Non-Agro Commodities like (bullion, metals and energy etc)
« Agro-based commodities with an insignificant market share like guar, Urad, Mentha etc.
India has a promising future with regards to the commodities market. Prices of all commodities

Commodity Market
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concerned, this sector has also become a good spot for booking good retums 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 are 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 commaodities besides the price discovery tool.

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: moneover
it will impart a comprehensive view of commaodity futures as risk management 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 & revolution in the trading and business
nﬂﬂmhﬁm&ﬂwﬁumﬁﬂmmﬁ%hhmﬂhﬂﬂgwm
started as fairs in small streets of Europe soon spread to various other regions. Thus Hamburg,
Bremen, New York Exchanges were later set up, which are still treated as exchanges of significant
mmportance.

hhm!pﬂﬂ&rm&gmﬂlwgmﬁz&dmmhrdmﬂﬁmgmhlm.ﬁuthwﬁh
may also be traced to Japan. wherein the trading originally started with rice receipts rather than
a physical product.

Over a period, such exchanges practices became profitable and encouraged the entry of
various other products 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 surge in the market, in terms of modern exchanges,
commodities allowed for derivatives trading and value of futures trading in commodities.

Further development took place with the launch of anline commodity exchanges to facilitate better
risk coverage and delivery of commodities.

Regulation of Commodity 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
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7.  International commodity Exchanges:

Futures’ trading 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 commuoxdity futures exchanges in the world are in the United States, Japan, United
Kingdom, Brazil, Australia, Singapore et

Major commodity exchanges of the world are New York Mercantile Exchange, London
M&dﬂﬂpﬂiﬂ:@:hﬂd?ﬂd@.&kﬂpmﬂmmmnﬁynmww
exchange eic.

Working Methodology of Commodity Market

. Twnkhﬂ:duadthpmdiﬂdhmmmﬂdlﬁﬁ,ﬂmhﬂuspmm,mwﬁhmupnﬂ
against physical goods and the deal s closed.

o Second is futures trade. The basics for futures is the warehouse receipt. A person deposits a
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 warchouse.

People trading in commodity futures need not necessarily possess such a receipt tor wtrike a
deal. Anyone can buy or sale a commodity future on an exchange based on his expectation
of future prices realization.

Futures have mucpirydatnlhywtmﬁmmwmsﬁlﬁﬂuwﬂm his account or gives/
ukudalheryufﬂ:undeﬂym;mmmnﬂty.ﬁwbmkmhwp-mmﬂdaumm
dﬂlﬁghﬂwmhwhtﬁmﬂmﬁuuﬂrﬂﬁmﬂmmmmhth
futures price is recorded. Closing off is done by taking an opposite contract so that the net
outstanding is nil.

For commedity futures to work, the seller must be able to deposit/handover the commodity
at the nearest warehouse and collect the receipt. The buyer should be able to take physical
delivery at a location of his cholce on presenting the warehouse receipt. At present, very
firw warehouses provide delivery for specific commodities.

Presently the system of commodity exchange is an online and physical visit to the market
is not required for speculation.

The entire process involves three stages:
e Trading- Involves Order receiving/ matching/ reporting/ limit fixation/ Price Fixation is
done at this stage

® Clearing- Involves Clearinghouse transactions/ Matching/ Reggistration/ Price limits/
position limits/ Notation/ margining function is done at this stage

o Settlernent- Involves Settlement of the transactions s done at this stage

4.9 COMMODITY EXCHANGE - A REFERENCE TO THE INDIAN
SCENARIO

It i:whﬂsh‘l.lynldtluurdhh-mummditymdmmmrannmmmidﬂtml
pnpuhﬁmﬁmgagedhpmrymdiﬂeﬂymmdhﬂy.mqmmdmdﬂmmmym
sugar, textile, metal, energy etc. are based on various commodities. So, far the financial retums are

Commodity Market
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private and public sector marketing of agricultural commaodities, research and training

were adequately addressed in structuring the Exchange. finance was still a vital missing

link. Punjab Nationa! Bank (PNB) took equity of the Exchange to establish that Linkage.

Even today. NMCE is the only Exchange in India to have such investment and technical

support from the commuodity relevant institutions.

Mission

. Improving efficiency of marketing through online trading in dematerialized form

*  Minimization of setilement risks i

= lmproving efficiency of operations by providing best infrastructure and latest
technology

*  Rationalizing the transaction feis to optimum level.

* dmplementing best quality standards of warehousing grading and festing in tune
with trade practices

= Improving lacilities for structured finance

. Improving quality of services rendered 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 &= o nation-wide screen based online derivatives

exchange for commosdities and has established a reliable, eificient and transparent trading

platform. It has put in piace assaying and warchousing facilities in order to facilitate

deliveries. Vision & Mission of HTEX

= Provide fair, transparent and efficient trading platform to all participants.

*  Meet the international benchmarks for the Indian commodity market.

*  Provide equal opportunity and access to investors al over the country through the
maodern communication modes.

*  Attract a wide ammay of end-users, fmancial 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
Maner.

ACE Commodity Exchange

Kotak promoted, Ace Derivatives and Commodity Exchange Limited bs a screen based

online derivatives exchange for commodities in Indiz. Ace Commodity. Exchange earlier

known as Ahmedabad Commodity Exchange has been in existence for more than 5 decades

in commpdity business, bringing in the best and tramsparent business practices in the

Indian commuodity space.

Indian Commodity Exchange, Gurgaon

This Is a screen-based online exchange platform for commedities, located in Gurgaon. s

promoters include Refiance exchange Next Limited, MMTC Limited, India Bulls Financial

Services Limited, India Potash and KRIBHCO eic, It deals with commadities such as Gold,
silver, dlamoad. copper, lead, crude oll ete.




i

e It has introduced standardized commodity futures contracts on its platform,
e It has several strategic alliances with various leading global commodity exchanges.
s  MOCX COMDEX is Inclia’s first and only composite commodity price index.

National Commeodity & 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-driven Commadity Exchange. with an independent Board of Directors
and driven by professionals. Its promoters include ICICI Bank, LIC NABARD, CANARA
Bank, CRISIL etc.

lthmmmlmmwmwmlmwlminumnm:w

mmnf:mn&ﬂydﬁnﬁmdﬂwnhrhﬁmmﬁwﬂmFdMaﬂ

ransparency.

NCDEX is regulated by SEBI and is subjected to other laws like the Companies Act, Stamp

Act, Contracts Act, Securities Contracts Regulation Act and various other legislations.

NCDEX is in Mumbai and offers facilities to its members in more than 550 centers

throughout India. NCDEX facilitates the trading of 57 comumodities.

Key takeways

«  NCDEX Iy a professionally managed online multi commodity exchange based in
India and located in Mumbai.

. [tmmﬁuammliﬂﬂmwﬂmﬂh April 2003 under
the Companies Act, 1956, It was originally promoted by ICICT Bank , NSE, NABARD
and LIC. .

» It is the country’s second largest commodity exchange which mainly deals in
agricultural commodities.

- Its shareholders include national level institutions, large public sector bank and
companies.

. 1t is regulated by the FMC.

Facilities provided by NCDEX include

1. NCDEX offers trading in more than 31 agrif non agri commodities

2 NCDEX provides an agricultural commodity index called DHAANYA which is
weighted value index.

3. It has introduced N-charts - an advanced web based charting tool provided to users
free of cost, helping them in technical analysis. ;

4. Launched COMTRACK - a proprietary electronic warshouse accounting system

5. Eﬂunghphymh-mﬂyumredﬁﬂﬁwm#fmﬁmh]

National Multi Commeodity Exchange (NMCE)

National Multi Commodity Exchange of India Ltd. (NMCE) was promoted by commodity-

relevant public institutions, vie, Central Warehousing Corporation (CWC), Mational

Agricultural Cooperative Marketing Federation of India (NAFED), Gujarat Agre-Industries

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, warehousing, cooperatives,
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and brokers is critical to ensuring the integrity of the exchange.
Rﬂwmtmdhd:puﬁmﬁnmﬂm#m!huuhﬂhmtﬂmﬂmmﬂy'
Mﬂﬂﬂ!iﬂpﬂﬂmmhmmmmﬂmﬂﬂPMMHﬁﬂﬂh
delivering value and maintaining its integnty.
lup?dumnfﬂnmuudi&ﬂTﬂda&Tnmyuh'hmhmgﬁmmmmhmﬂ
volumes of commodity across its trading floor.

4.8 MAJOR COMMODITY EXCHANGES IN INDIA

1)
2)
3)
%)
5)
1.
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There are numerous regional commodity exchanges in india, of which four exchanges are of
MMMWWMEWM&MMWMH
[N@M.HMWHCMWWdMLWﬁ{MﬂLMNMHﬂH
CMW&MW[MMMWW@EM
(TCEX), 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)
mw.wummmm

mwmwhmﬁumqw{mq’ﬂmmm

The Multi Commodity Exchange of Incia Limited (MCX)
National Commodity and derivatives Exchange (NCDEX)
National Multi Commaodity Exchange (NMCE)

Indian Commodity Exchange Limited (ICEX)

ACE Commadity exchange

Multi Commodity Exchange of India Limited (MCX)

The Multi Community Exchange of India Limited (MCX), India’s first listed exchange, is a
state-of-the-art, mmwmmmpw!mmmm clearing
and settlement of commodity futures transactions, thereby providing a platform for risk
management. [tmuhﬂﬂﬂhﬁﬂlﬂﬂhhldhﬂumhﬂﬁhugﬂhhﬂh?h
FMC. Vision & Mission of MOCX

Vision
Wemﬂmn-muﬁadindimmmmduymuiﬂﬂuthdnmhymhthm-d
m;w.mpumhmmmmmﬁpﬁm
mmmwmmwmmhww
uﬂnmhgymmﬂupﬁmﬂdﬂﬁmdﬂmdnﬂﬂuuﬂrhdhlmmm
market.

Mission
mmﬂmﬂmmmhdmeﬁmdmvﬂﬁﬂﬁﬁ:pmﬂm
mﬂqmmﬂmmhmﬂmmmmm
mwwpmmmmmmmmhw
authomty,

Features

MO is a state of the art electronic commaodity future exchange with permanent government
recognition. ]

MCX offers more than 40 commodities across various segments such as bullion, ferrous
and non ferrousmetals . energy and agro commaodities.




d) Physical delivery of contracts and penalty for default/ delivery obligations.

e)

Dialy mark to marketing of the contracts

Management of commodity exchanges .

These exchanges are managed by the Board of Directors which is composed primarily of the
members of the association. Members of commodity exchanges includes:

1)

4

Ordinary Members They are the promoters who have the right 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 o others who have the right to trade in the
exchange.

Trading Members: These members execute buy and sell orders in the trading ring the
exchange on thelr account, on account of ordinary members and other clients.
Trading-cum-Clearing Members: They have the right to participate in clearing and
seitlement in respect of transactions charred out an their account and on account of
their clients.

Institutional Clearing Members: They have the right to participate in clearing and
settlement on behalf of other members but do not have the trading rights.
Designated Clearing Bank: It provides banking facilities in respect of payin, pay-out
and other monetary settlements,

Preconditions for a Successful Commodity Exchange

1)

8

6)

8)

mu&:ﬁumhmwm?mﬂlldﬂﬂmwﬂumﬂﬂnﬁm
The exchange must have a detailed business plan, operating budget and strategy to
engage productively with stakeholders. .

Cood Governance: A commaodity 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-inc commodity exchange leadership must meet with
farmers, traders, processors, banks, the Central Bank, Ministry of Agricuilture,
Ministry of Finance and donors/ relief agencies to generate support for the exchange.
Enabling Environment/Infrastructure: The host country needs to have legislation in
place that conpistently addresses agricultural, financial. trade and legal policies,
Well-Designed Trading and Clearing Systems: The exchange must develop a system
that is appropriate 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 designed 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 trades and more detailed commodities-
specific contracts that contain standard information on quality standards, analysis,
delivery and weights, demurrage, force majeure and arbitration. among others.
Extensive, Continuous Education and Trading; Training and certification of members
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Need for regulating commodity market
The need for regulation arises on account of the fact that the benefits of futurés 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 appropriate rak management system.

The functions of the Forward Markets Commission

a)  FMC advises Central Governmint in respect of grant of recognition or withdrawal of
recognition of anv association.

b) It keeps forward markets under observation and takes such action in relation to them
as it may consider necessary, in exercise of pawers assign to it

¢) It collects and publishes information relating lo trading conditions In respect of goods
including information relating to demand, supply and prices and submits to the
Government periodical reports on the operations of the Act and working of forward
markets in commodities,

d) It makes recommiendations for improving the organizstion and working of forward
markets.

e} It undertakes inspection of books of accounts and other documents of recognized/
registered associations. 1

Powers of the Forward Market Commission

The Commission has powers of deemed civil court for :

(a) Summoning and enforcing the attendance of any person and examining him on oathy
b} Requiring the discovery and production of any document:

fc) Receiving evidence on affidavits, and

(4) Requisitioning any public record or copy thereof from any office.

Regulatory measures prescribed by Forward Markets Commission

Forward Markets Commission provides regulatory oversight in order o ensure financial integrity

(ie. to prevent systematic risk of default by one major operator or group of operators), market
integrity (Le. to ensure that futures prices are truly aligned with the prospective demand and
supply conditions) and to profect & promote interest of customers/ non-members.

The Forward Markets Commission prescribes following regulatory measures:

a) Limit on net open position as on the close of an Iindividual operator and at Member
level to prevent excessive speculation.

b) Circuit-filters or limit on price fluctuations to allow cooling of market in the event of
abrupt upswing or downswing in prices.

¢ Impeosition of margins to prevent defaults by Members/ clients.
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ETCs in China and India gained in importance due to those countries’ emergence as
commodities consumers and producers. China sccounted for more than 60% of exchange-traded
enmmodities 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 15 billion million contracts.

Over-the-counter (OTC) Commodities Derivatives

Ower-the-counter (OTC) commodities derivatives trading originally involved two parties, without
an exchange. Exchange trading offers greater transparency and regulatory protections. In an OTC
trade, the price is not generally made public OTC commodities derivatives 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-thirds as investors reduced
riak following a five-fold increase in the previous three years.

Money under management more than doubled between 2008 and 2010 to nearly $380 billion.
Inflows into the sector toltaled 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 contributed to the increase in the
value of commodities funds under management.

Commodities Exchange

A commodities exchange is an exchange where various commodities and derivatives are traded.
Most commodity matkets across the world trade in agricultural products and other raw materials
(like wheat, barley, sugar, maize, cotton, cocoa, coffee, milk products, pork bellies, oil, metals, etc,)
and contracts based on them. These contracts can include spot prices, forwards, futures and options
on futures. Other sophisticated products may include interest rates, environmental instruments,
swaps, or freight contracts.

4.7 GOVERNING BODY

The goveming body of the commadity markets is the Forward Markets Commission' (FMC). 1t
is the major regulator of product futures markets in India. The body operates under the Ministry
of Finance and their headquarter's in Mumbai . .

Explanation:

* To increase the regulation of the commaodity futures market and to make it stronger the
FMC was merged with the Securities and Exchange Board of India (SEBI)

* The commodity market trades in the primary economic sector like fruits, sugar, cocoa. [t
provides 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.

* The main function of the governing body is to advise the government in regards to the
administration of the Forward Contracts and to make recommendations for improving the
systems and working of forwarding markets.
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There are four national level commodity exchanges, namely, the Mulh Commodity Exchange
(MCX), National Commodities and Derivatives Exchange of India (NCDEX). National Multi
Commuodity Exchange (NMCE) and the National Board of Trade (NBOT).

ﬂuﬂrst&wum:hmpmumnﬂhpunﬂmdmmmndeHthmhwﬂyh
soyabean. The forwards Markets Commission (FMO) currently regulate the commodities futures
market.

Exchange-traded commodities (ETCs)

mwmh.mmhwwmmm
furuhjwmmmd&rmhﬁgﬂuddmh[whlchmmﬂ].ﬁuu&utﬂupﬁumn{m
mdzﬁyﬁlg-muwdityhduhﬂndhgmulmmmﬁmhmdmningkmmhy.ﬁq
are similar to ETFs and traded and settled exactly like stock funds. ETCs have market maker
W%WIWM.MMWWHMWMMMH‘MM
introduced in 2003.

At first, only professional institutional investors had access, but online exchanges opened
mmHCmﬂmm-Mmmﬂﬁmmdmpuﬂyhmpmuhﬂnﬂ#npp&r
of eommodities in 2000, combined with record low inventories and increasing demand from
emerging markets such as China and India.

Prior to the introduction of ETCs, by the 1990s ETFs ploncered by Barclays Global Investors
Mﬂmnluﬂmﬁudﬂumﬂfmdslrdumy.ﬁyuuwdnfmmmmmm
all-time high of $1 erillion :

{Mmﬂﬁﬁrﬂmﬂtymbeﬁmﬂudﬂnuughmmfﬂdmmm
the early 19904, but it was not available for trade until 2003, The 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.

mmwmmwﬂmmmwmhmn
m.mdﬂwhﬂ#lmmmdﬂfwdwulﬂwusﬂanﬂWMﬂuNHh
2006. As of November 2010 a commedity ETF, namely SPDR Gold Shares, was the second-largest
ETF by market capitalization.

Generally, commodity ETFs are index funds tracking non-security indices. Because they do
mmmmmmmiwmmmwﬁumwmmm&

mmcmwmdlmmﬂuUﬁmdﬁnnﬂﬂwu;hMpuﬂthwhjﬂ
mmmwMMmmmmmuwﬁudelﬁt

Thrmy,m.hnﬂnnmmguhﬁmwﬂwmmdhrfandhgcmm
mwmmtymn:hummammmmmﬂmdm

Silver Trust NYSE Arca: SLV, actually owned the physical commodity (e.g., gold and silver bars).

Similar to these are NYSE Arca: PALL (palladium) and NYSE Arca: PPLT (platinum). However,
mmmwknmlhwmmdhgmugy,whﬂmypmqunmduﬁﬂmmulubm
owning the commodity. ]

Commadity ETFs trade provide exposure to an increasing range of commodities and
udlmﬂmﬂad&ml-mﬂiﬂummmmuhummnﬁmﬂd-w
mﬂumdhy.hﬂmﬁueuhmmmmhhvdﬂthdiﬁwﬂmmhm
structure, such as a high cost to roll.
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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.

fi. The futures prices are readily available for the farmers as the commodity exchanges
disseminate prices on a continudus 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.

iti. The futures market provides perfect collateral for the lenders to advance larger Joans 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 wanis to

speculate on commodity but does not have the storage capacity can increase his speculative
ability.
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 simultanecusly 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 harvesting.

¥. Cmmdltym-iﬂdwpmdmmdmmhlmpmdnwuy-d
enable them to hedge thelr price risk.
The prices disseminate by exchanges are highly reliable and acceptable to both the business
community and the farmers as they are discovered by discounting all information available
at that point of time.

vi. The quality and delivery standards imposed by the exchanges in their products act as
benchrmarks and increase quality consciousness among inrmers.

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 Commodity 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 508 crore was in soybeans, while another third was
in maize Bihar, Maharashira 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 js viewed with suspicion and termed as gambling.

Mﬂwwmmmmdmmﬂwmmmmmmm
but provide easy access to credit and market.

However, FPOs, as aggregates of small farmers. can provide the scale of production needed
if they receive sufficlent information and support.

Progress

Indian commodity 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 2 few commodities. In

2003, the government mandated the setting up of nation-wide online commodity exchanges and! |

allowed futures in a wide gamut of cofmmodities.

Commodity Market
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Alternatively, if markets are efficient and if no risk premium is present futunes prices will
be unblased predictors of future spot prices only. Under the conditions of market efficiency and
risk neutrality, we can frame the hypothesis that futures prices provide unblssed forecasts of
spol prices Thﬁmrﬁﬁmkﬁeﬁcﬁyhmhwwﬂnudwﬁkl&ﬁngmm
into consideration Le. Markets may be effickent and unblased in the long run. but may experience
short-run inefficiencies and pricing hiases

The ability of futures mkmhpnndﬁnuheqmmwml\ntm-mmﬂﬂmpk
for 4 number of years. Empirical evidence to date is mixed: for any given market, some studies:
find evidence of efficiency, others of inefficiency.

Input!huqmﬁlynﬂlﬂhgﬁndhwrrﬂmdlﬂnmmmﬂﬁmpeﬁnﬁmdym
mdihm]mbdmmimh:ﬁnpﬁlhnﬁhﬁmufmﬁn;mhﬂudmiﬁmﬁmdmuhu
as elther efficient or inefficlent with o assessment of the degree to which efficiency is present.

mmmummmmmm.wdmwm
mulrhlhmmnmieuuwumupﬁmmhnddw.mddwdmlmdnhuw
d&m.hmmmwmwmmmmmmma
mmﬂmmudmhmy,mmmmmmmpam

mer.ﬂuwhmdmmduluuhn;muhﬂnrﬂﬂpdnumtbﬂdhhﬂmm
wﬁmﬂy.quuhhspﬂwimmc:ﬂdmdbyhmﬂﬂuumhwmﬂmm
wimuwlluhymnhhﬂﬁsmﬂmwmgﬁiﬂhmh!put
Mﬁmmhmdbywmpmdiﬂw;ﬁmmmm

How “Future Trading” Helps in Improving Agriculture Production in India

There 1= a considerable time gap between the time of initial investment and the receipt of returns
fmﬂﬁfmnlh:mpﬂumlhnﬁmafsmuhhbghlynﬂm&hpﬁmﬂh:ﬂﬁnnu
rﬁamhshd:wniﬂwﬁmrﬂﬁmﬂnghudmtmmmpmmlhgm

Likewise, purchasers of agricultural commodities for une an inputs in production must make
i-udgmmhsmﬂud:uaihhilitymdcmudiﬁmntm#tﬁludmﬁghywx To guard
u@mﬁmud@nammmmnmu.mmmm“mm
mum.nwm-pmwuuqmm,qmmmmdmmwmm
deliver for sale or acquine for purchace at a pre- decided date in the future.

‘Future contraces” are, ths, standardised contracts to buy or sell a quantity of 2 standard
qu.ulih,'nfAcmnm.ﬂmnuwmdinu:hmgmmmaghhukm“&mmrﬂdhﬂu
buyer and seller to meet and negotiate.

Anlmpmuntfumn-isuunmmmmnhmﬂedhymmﬁmy. It can be
nuh:[wdhynndhetungtmumruhmbyuwbuwwmﬂn.m&umﬂmhsqumdu
amy piint at some gain or loss

To avoid paying margins, traders can buy an option to offer or scquire  contract at some
specified fumdale_uﬂmopumhmlmdmd.hmurpﬂwmhmmmm
expectation. the loss i restricted o the premium paid to hold the option and the transaction
costs of acquiring it

Role of Futures Market:
Futures trading have an important role in bringing about improvements in agricultural production
Sy atem.

k FummmrhmmalﬂcwhmIuddwuﬂunupnnlpcdﬂrdprnﬂmﬂm
date. The clearing houses of the commodity exchanges guarantee the performance of these
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Mhmﬂmhhpeﬁm-mudpdmmMmﬂmmmmmFm
Mumﬂ-ﬂmmdrmnuhﬂwmpmlndiumm

Commodities suitable for futures trading

All the cammodities are not suitable for futures trading. It must fulfill the following characteristics:
1)  The commodity should have a sultable demand and supply conditions.

2 mwhm&hmmw{mmpmm.hnuﬂmmnu
would be a demand for hedging facilities.

3) Frkﬂlhmidhvdnﬁh»nmmlhrdmﬂuwﬂﬁﬂummdhgmmmm
wiﬂtngpﬂuuﬁdnmuihnmtfutiprhrhhhlmﬂtm“uuhldmudlm
hedging facilities.

4 mmlqdmddhﬁﬂﬁnmmbdmﬁﬂ:mlﬁmmmﬁm'[ﬂuﬂw
buﬁu}hnﬂmbﬁhmmwpﬁy.dhﬁhuﬂmgndpkﬁdwmmdﬂy,

5 ﬂummmdﬂ'ynmidbemmuﬂmdmulyumthpmi&mtpmfy-
Mhm!wﬂuhmmwmddmnwmmmm

6) The commaodity should be storable. In the absence of this condition arbitrage would not be
puuﬁbknﬂhnwauﬂbemﬁamhip between spot and futures.

Features of commodity Futures

a) dehqhhmhm,ﬂlyorgmdmﬂﬂ'ﬂnmnyﬂudmnmthnsm
Mummmmmunhﬂmmmhmmmm;dm
association.

b) muntudpﬂuqmﬁmmdmdm;mﬁn-dmmmumﬂnmmm
being capable of altering these units.
¢)  The delivery periods are specified.
d) ﬂwnuminl{umnwhﬂmhdmmﬂmdduwhﬂmhdﬂimgmw
ukmmhmhdarﬁﬁw&uwgmdu.umdnmmtndyql
mammdmmﬁnnﬂnmymmhmdmummmmummnmmm
other pre-specified delivery centres.

4.6 EFFICIENCY IN COMMODITY FUTURE MARKETS

Efficient futures markets provide a mechanism for managing the risk associated with the uncertalnty
dfuhmemﬂwvﬂmdh:mmmﬂuhmmmdrlumymmdhhp&!du
pfvmn.ﬂl!ltp!dﬂtdfwhnidﬂ:fﬁdmn}'uﬂﬁmtﬁi.
hmkﬂmyhd:ﬂrmdnd&inﬁmﬂwwmnnﬁmulmﬂmepmd the -assets
mdedmﬂutmnk!thmnmwnl}rrdlmmwnﬂahhwm
mmhmgmmdh\mniwukdtﬂﬂumpﬂmwmuﬂmﬂl.lﬂihhlc
thhpﬂﬂwﬁﬂ!hﬂulmﬂhﬁnﬂdmmmnqﬂmh
benefits derived from that information, Efficiency will be achieved throujch arbitrage between traders.
MMMWMMMMthmqm to expecied future spot
pmﬂmdrhtpnniummﬁdmmyhmnmmuﬂhg,

Commodity Market
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For example, suppone 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, e can enter into a futures contract to sell his crop in two months’ time at a price determined
now, This way he is able to hedge his risk arising from a possible adverse change in the price
of his comnmaodity.

Futures contracts are products created by exchanges. A futures comtract is an agreement
that requires a party to a agreeing either 1o sell or buy something at a designated future date at
a predetermined price.

As the value of a futures contract is derived from the value of the underlying instrument
they are commonly called derivative instruments.

The basic economic function of futures markets s to provide an opportunity for market
participants to hedge against the risk of adverse price movement.

The futures contracts based on a financial instrument or a fnancial ndex are known as
financial futures. Financlal futures can be classified as stock index futures, interest rate futures,
and currency futures

Financial futures contracts exist to provide risk rganagement services to participants. Risk
and uncertainty in the form of price volatility and opportunism are major factors giving rise to
future trading,

Futures trading evolved out of autonomous forward contracting by merchants, dealers and

Indeed, early futures markets were viewed as delivery markets in which transactions were
facilitated by the provision of uniform rules on grade and delivery terma, and the security provided
by the clearing houses in guarantesing individual contracts,

This evolution from spot, to forward, to futures contracts suggest a progressive adaptation
of institutions 1o more efficlent methods of dealing with price risk

It is frequently argued that a precondition for futures trading is a well developed cash
market and the breakdown of forward contracting. Futures markets develop because they are

a more eificient means of transferring those coniract rights attached to price. Spot and forward
contracting may become oo costly. :

However, these three contracting modes are not mutually exclusive ways of transacting,
Indeed, the development of futures markets improve the efficiency of spot and possibly of forward
contracting.

It is perhaps best 1o view fulures markets as "side’ markets designed to deal with price
volatility that is poorly handled by spol and forward markets. This transactional superiority of
Futures markets comes mainly from their transaction - cost reducing attributes.

Futures markets, by forming prices relating to forward delivery 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 wse futures prices in this way, and the
information contained In such prices is an externality to them,

Agents muy also use futures markets in deciding whether to store a commaodity (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 snd
of processing activities according to the expected outcome of hedging. Agents in these latter two
categones are, of course. transistors on futures markets,
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to government. It is also aimed at bringing transparency in the commadity exchange
market. However, CTT would raise transaction costs of the commadities traded on the

exchanges.

1f CTT is imposed, Multi Commuodity Exchange, National Commodities and Derivatives
Exchange, National Multi Commodity Exchange. Indian Commodity Exchange and Ace
Derivatives and Commaodity Exchange would be affected.

CTT is levied on the value of taxable commodities transaction as:

—Sale of an option in good or an option in commadity derivative
—ﬂndmwﬁmlnpﬂurmnmmmﬂw&ﬂmﬁmwﬁmhmhd
—Sale of any other commaodity derivative

CTT is not new. The Finance Act 200809 proposed a levy of CTT at 0.017% for sale of an
bﬁlmhpn&wmnphnhmmﬁtyduin&mmduhufm}ruﬂmmmdhy
derivative and 0.125% for sale of an option in goods or an option in commadity derivative,
where option is exercised.

Till now, traders have to p#hnhupnnbuthmduﬂms the commodities, But from

now on CTT will be charged which will increase the transaction cost of trading in non-
wmmjmmmmhmmmdmmmmmmmm

deponit margin, brokerage, stamp duty and transaction charges.

45 TYPES OF COMMODITY DERIVATIVES

Two important types of commodity derivatives are

m

Commodity options.

Commodity futures.
Mwmmmuﬁhﬁmnm&mmme
for hedging and speculation. The commodity option holder has the right, but not the
obligation, to buy (or sell) a specific quantity of a commodity at a specified price on or
before & specified date. Option contracts involve two parties - the seller of the option writes
hnpﬁnnhhmﬂﬂrhw{tﬂdujwhnpwumﬁnmﬁummhaﬂkrmnw
for the option.

There are two basic types of commodity options: a call option and a put option.

hndlupﬂmglmhhuyﬂ.lhdghlhhrjrthtami{mmmﬁtﬂﬂughmwh.m
‘given price’ s called “strike price”. For example: A bought a call at a strike price of Ra.S00.
On expiry the price of the asset is Rs450. 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 right to sell the asset at the ‘strike price” to the buyer. Here
the buyer has the right to sell and the seller has the obligation to buy, For example: B
bought a put at a strike price of Rs.600. On expiry the price of the asset is Rs 619. A will not
exnrcise his put option. Because he can sell the same et in the market at Rs.619, rather
than giving it to the seller of the put option for Rs.600

mmwamwmmbmwimbumﬁulﬁng

a commodity for a predetermined delivery price at a specific future time. Futures are
standardized contracts that are traded on organized futures exchanges.

Commodity Market
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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.

Price stabilization function: Commodity Derivatives market holps 1o keep a stabilising
influence on spot prices by reducing the shortterm fluctuations. In other words, derivative
reduces both peak and depths and leads to price stabilisation effect in the cash market for
uniderlying asset.

Risks faced by participants in commodity derivatives markets
Different kinds of risks faced by participants in commodity derivatives markets are

Credit risk
Market risk
Liquidity rink
Legal risk
Operational risk

Credit risk: Credil risk on account of default by counter party: This ks 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.

L@Mlﬁﬂﬂhhtkﬁdnﬁ#ﬂmﬂ%hmmmlmhﬂﬁgh
disallow soine activities

Operational risk: Operational risk is the risk arising oul of some operational difficulties,
like, fallure of electricity or connectivity, due to which it becomes difficult to aperate in the
market.

Commodity Transaction Tax

CTT ks applicable for those dealing in trading of commodities. It is introduced to tax the
commodity trading in India where both parties— buyer & seller of contract— will be taxed
dirpending 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, commaodity
transactions have been exempled from any levy.

While agricultural commodities will be exempted from CTT, non-farm commodities like
gold, silver and non-ferrous metals such as copper and energy products like crude ol
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 1o shift 10 commodity exchanges as there is no transaction
charges levied on commodity trading. CIT will be allowed as a deduction if the income
from such transactions form part of business income

CTT shall be levied on nor-agricultural commaodities futures contracts at the same rate as
on equity futures that is at 0.01% of the price of the trade.

According to the finance ministry estimate, CTT will bring revenues of around Rs.45 billion




4.4 PARTICIPANTS IN COMMODITY DERIVATIVE MARKET

1) Hedgers
They use derivatives markets to reduce or eliminate the risk associated with price of a commodity.
Mmmhmmwmmﬂdmm!hpﬂﬂuﬂmmlw
they are actually physically dealing. Some of the hedgers are Listed below and their objective from
trading in this mariet;-
a) mwmmmmmmwmm
from a future delivery but not yet purchased.
b) Importers: People who want to take advantage of lower prices againat the commodities
contracted for future delivery but not yet received,

¢} Farmers: People who need protection against declining prices of crops still in the field or
against the rising prices of purchased inputs such as feed.

d) Merchandisers, elevators: People who need protection against lower prices between the
mdpudmwmmdmﬁmﬂmwdiﬁmﬁmth:mud the time it is
sold. -

&) Hmms?mhmmdpmﬁmwmwngmwmmﬂcnﬂww

decreasing inventory values.

2) Speculators :
ﬁpuuhlmnmthnuwhnwrmhnwmmmhﬂumdymmm.hnmmw
dpﬂmmhmbhmﬂmﬂmypmvmdtpﬂtudllqmdhfhﬂumkﬂﬂq
puwkhnudulmﬂrumﬁmmdmmgrdpmafhhtum&umm.liwmﬂdmih
wrong to Ly ﬂuth-hunmuhpecuhtw:ﬂumketwiﬂnmﬁqmdmdmutﬁmcﬂhpu

3) Arbitrageurs
mmmmanmmemmmmmanmwﬂm;pm
hh&ghﬂlh-nuubuymptmhrmﬂsmlheunmcﬁnnmt,mlﬂngmrhbimpwﬁt.

Advantages of commodity Derivatives

1) Hmﬁdﬂhﬂﬂhmﬂhnpmtuﬂﬁnrﬁmﬂmmnwditydﬁ“ﬂvum
mmhmﬁuthmﬂmdm&m&mﬂhMImwm
risk. Commodity derivatives provide a powerful tool for limiting risks that farmers and
up&tﬂhmmmhwﬁmmﬂmﬂmmﬁm

2) Mhhﬂwcmduwmmmuwhxhﬁmdin;ufmkmmpmm
and that leads to improving market efficiency. '
Traders find commodity dertvatives to be more attractive instrument than the underlying
security. This is mainly because of the greater amount af liquidity in the market offered
hydniuﬁmnwﬂﬁu!lmurumﬁmmwwﬂhmdh;lmmduy
derivative as compared to the costs of trading the underlying commaodity derivative as
compared to the costs of trading the underlying commodity in cash market

3) smhﬁnn:mhhmtﬂwuﬂym.mdpmhblymﬂnmimpuumm.nf
commodity derivatives. Commudity derivatives are considered to be risky, IF tost used
prnpﬂty,ﬂm:cmle-hmﬂnuﬂlldmrmimhmmprﬂuﬁun.
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uammmamamnmmmmumam
contracts. Cash contracts are made for actual purchase and sale of the commodities. Under
these contracts the commodity is delivered and the price paid in full, though in some cases
price differences may be paid.
The futures market is also called the exchange market as against physical market which is
ancther name for cash markst.

The futures trading are the most important feature of business activity on the commodity
mmmmwmeMyhmMmm
futures contracts are made for speculative and hedging purposes.

Difference between Forwards and Futures Contract

Forwards Contract:

Essentially, OTC contracts involve only the buyer and the seller.
Both the parties in forwards contract have necessarily 10 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 maturlty on forwards 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 Contrack

Futures contract is traded through an ex-change. Buyer, Seller and Exchange are involved.
Futures contract need not necessarily culminate in delivery of the underlying,

To trade 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.

The maturity and size of contracts are standardized in futures contract

In futures contract settiement is on a daily basis on all the outstanding contracts {marking
to market on a daily basxis).

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 delivered and taken delivery of in futures contract.

Derivatives
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,




i

Futures Contracts:

A futures contract is a special.type of agreement made strictly under the rules of a
commaodity 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 been defined " as a contract for the future delivery of some commaodity

without reference to specific lots, made under the rules of some commercial body, in aset |

mhmnmumm&mmmmmurmmym
stereatyped, and only the determination of the total amounts and the price is left open to
the contracting parties” '

Fustures 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:

(1)

(1)

(i)

Such contracts are meant exclusively for future settlement through the exact data of
settlement is decided by reference to the wishes of the seller and the established mules of
the commodity exchange.
mmwmmhmm#amﬁmwywha
basic grade called the contract grade acorpted as the commeon grade for all futures dealings.
The details in respect of the unit of amount, the time of settlement, the quality etc. are
mentioned 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 10 be setthed
sometime in une 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.

Only members of commodity exchange can enter into such a deal. No outsider can become
a party to a futures agreement.

Such contracts can be made only in multiples of a fixed unit of trading specified in the rules
of the exchange. No such contracts can be made in fractions 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 seitlement of such contracts.

The time of delivery is not specified in these contracts. 1t is left to the choice of the seller.

The seller may settie the contract on any day of the trading month for which the delivery
was fixed.

As per rules of the exchange the contracting parties have lo deposit a cerfain percentage
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 machinery provided for the purpose.

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. All futures contracts are
generally made for the purpose of speculation or hedging.
mmmhwmihhmthdwmmmhynﬂ
oppnhrmh::tanu_tﬂﬂrmnwtl‘m:uﬂy differetice bitween the current and the contract
price s paid.

Commeodity Market
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Standardization

US soybean futures, for something else, are of not being standard grade if they are "CMO or a
mixture of GMO and Non-GMO No. 2 yellow soybeans of Indiana, Chio and Michigan origin
produced in the US A. (Non-screened. stored in silo)".

They are of "deliverable grade” if they are "GMO or o mixture of GMO and Non-GMO No.
2 yellow soybeans of lowa, Illinois and Wisconsin origin produced in the USA. (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 coton, orange julce, cocon, sugar, wheat, comn, barley, 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 the use of the FIX Protocol by commodities
exchanges has allowed trade messages 1o be sent, recvived and processed in the same format as
stocks or equities. This process began in 2001 when the Chicago Mercantile Exchange launched a
FIX-compliant interface that was adopted by commodity exchanges around the world,

4.3 TRANSACTIONS IN COMMODITY MARKET

Broadly speaking there are two types of transactions — Cash and Futures. The commaodity markets,
therefore, have the characteristics of organised markets. In some commodity markets only cash
contracts are executed but generally commaodity markets are future markets.
1. Cash Contracts (Physical Market):
The cash contracts 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 imto two subelasses:
i} Spot Transactions:

Spot transactions 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 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 commodities are brought and sold in physical form by paving
cash is a spot market.

For example, if you are a farmer or dealer of Chana and you have physical holding of 10
kgu[ﬂ‘lmwhh;wwh!chyuuw:ﬂluullhthemuhh?mmdumhyuﬂin;;w
holdings in either of the three commodities exchanges in India in spot market at the existing
market or spot price. . '...
(i) Forward Contracts:

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 s specified period on a fised date.
The basic feature commeon 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 fo
say, the cash contracts are generally made outside the exchange.
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Securities and Exchange Commission ordered US, stock markets to convert from the fractional
system to a decimal system by April 2001. Metrification. conversion from the tmperial system of
measurement to the metrical. increased throughout the 20th century.

Eventually FIX-compliant interfaces were adopted globally by commodity exchanges using
the FIX Protocol. In 2001 the Chicago Board of Trade and the Chicago Mercantile Exchange (later
merged into the CME group, the world's largest futures exchange company) launched their FIX-
compliant interface.

By 2011, the alternative trading system (ATS) of electronic trading featured computers buying
and selling without human dealer intermediation. High-frequency trading (HFT) algorithmic
trading, had almost phased out “dinosaur fooe-traders’,

Complexity and Interconnectedness of Global Market

The robust growth of emerging market economies (EMEs, such as Brazil, Russia, India, and China),
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 commodities, in order to diversify into an asset class with less
exposure 10 currency depreciation.

In 2012, as emerging-market economies slowed down, commodity prices peaked and started
to decline. From 2005 through 2013, energy and metals' real prices remained well above their
long-term averages. In 2012, real food prices were their highest since 1982

The price of gold bullion fell dramatically on 12 April 2013 and analysts 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 Sachs 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 years in commodity markets.

The earliest commodity exchange-traded fund (ETFs), such as SPFDR Gold Shares NYSE Arca:
GLD and &hares Silver Trust NYSE Arca: 5LV, actually owned the physical commodities. Similar
to these are NYSE Arca: PALL (palladium) and NYSE Arca: PPLT (platinum),

However, most Exchange Traded Commaodities (ETCs) implement a futures trading strategy.
At the time Russian Prime Minister Dmitry Medvedev warned that Russia could sink into recession.
He argued that "We live in a dynamic, fast-developing world.

It Is so global and so complex that we sometimes cannot keep up with the changes®. Analysts
have claimed that Russia's economy is overly dependent on commoditios.

Contracts in the commodity 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 inspection and is carried out in
phynical markets such as a farmers markel

Derivatives markets, on the other hand, requine the existence of agreed standards so that
trades can be made without visual inspection.

Commodity Market
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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 commmodities tend to move in opposition to
stocks, some investors also rely on commodities during periods of market volatility.

In the past, commodities trading required significant amounts of time, money, and expertise,
and was primarily lmited to professional traders. Today, thiere are more options for participating
in the commodity markets.

Types of Commodity Markets

Generally speaking, commaodities 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 commodities for immediate delivery.

Derivatives 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 over or close out their contracts in order to avoid making
or taking delivery altogether,

Forwards and futures are generically the same. except that forwards are customizable and
trade over-the-counter (OTC), whereas futures are standardized and traded on exchanges.

Examples of Commodities Markets

The major exchanges in the US., which trade commodities, are demiciled in Chicago 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 include 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) commeodities include cofiee, cocoa, orange juice,
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 commodity markets in regional centers include the Kansas City Board of Trade (KCBT)
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 electranically; however, several US. exchanges still
use the open outcry method. Commaodity trading conducted outside the operation of the exchanges
is referred to as the over-the-counter (OTC) market.

Electronic Commodities Trading

In traditional stock market exchanges such as the New York Stock Exchange (NYSE), most trading
activity took place in the trading pits in face-to-face interactions between 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 US.
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hours and transact business in a commedity according to a certain well established rules Nofes
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
COnTCeTmed.

2 Regulating Trading:

As organised markets commodity 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 commedity exchange enter into deals for setilement in future
after making gn assessment the trends of price and the prospects of a rise or fall in prices
of a commadity. 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:
Commodities which are traded on the commodity exchanges have, to be graded according

to quality. In this manner, the dealers can quickly enter into agreements for the purchase
and sale of commodities by description.

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 Commodity Exchange - MCX

National Commaodity and Derivatives Exchange - NCDEX
National Multi Commodity Exchange - NMCE

Indian Commodity Exchange - ICEX

Ace Derivatives Exchange - ACE

6. The Universal Commeodity Exchange - UCX

In 2015, the regulatory body of the commodities trading -~ Forward Market Commission (FMC)
exchanges requires standard agreements as per the instructions so that trades can be executed
without visual inspection. In general, commodities are classified into four types:

Metals - Silver, Gold, Platinum, and Copper
Energy - Crude oil, Natural gas, Gasoline, and Heating oil
Agriculture - Corn, Beans, Rice, Wheal, etc,
Livestock and Meat - Eggs, Pork, Cattle, etc,,

I

W

How Commodity Markets Work

Commaodities markets allow producers and consumers of commaodity products to gain access to them
in a centralized and liquid marketplace. These market actors can also use commodities derivatives
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Organised market has the following features:

1. Best facilithes available for close and continuous contact between total demand and total
supply both present and potential

2 All businesses are governed by rules and regulations and these rules are strictly enforced
by the exchange authorities,

II 3 Usually the exchange enjoys internal autonomy and it is self-regulated, self-administered
and self-disciplined autonomous body. At present. almost in all organised markets there
| are special legislations to control the activities of these organised markets.

| & There is free competition of buyers and sellers. The forward markets for commedities and
securities are also known as two-way auction markets. Open public oulery gives offers and
bids by seilers 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 clearing house guaraniees payment of dues and taking and giving
of delivery of commosdities or securities during the settlement period,

6. 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
vertainty and confidence.

7. The speculative trader is a necessary and vital part of any broad and stable commodity or
se~curities market. Speculation is an integral part of market mechanism whether in stock
exchange or in commodity exchange.

B Itis & convenlent central market place.

Key Points

* A commodity market involves buying, selling. or trading a raw product, such as oil, gold,
or coffes

* There are hard commodities, which are generally natural resources, and soft commaodities,
which are livestock or agricultural goods.

* Spot commaodities markets involve immediate delivery, while derivatives markets entail
delivery in the future. :

* Investors can gain exposure to commodities by investing in companies that have exposure
to commodities or investing in commaodities directly via futures contracts,

s Themajor US commodity exchanges are the Chicago Board of Trade, the Chicago Mercantile
Exchange. the New York Board of Trade, and the New York Mercantile Exchange.

Functions of Commodity Exchanges
Commadity exchanges are generally utilised for wholesale dealings in agricultural commodities
or the products of some important primary industries like lumbering.
Thesa exchanges perform the following important functions:
1. Providing a Market Place:
A commedity exchange provides a convenient place where the members can meet at fixed
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Definition of Commodities Market :

A commodities Market is an organised market that functions under established rules and regulations,
This market is the place for the purchase and sale of commodities.

I. E. Pyle has defined organised market in this way:

Commodity exchanges are specialised organised markets which provide a place where their members
buy and well commodities or contract for future delivery under established rules and regulations.

The commaodities which are generally traded in at the commodity exchanges include the following:
() Natural produce of the soil e.g cotton, wheat, tea, jute etc.
(i) Mineral products like copper, gold. mica, lead etc,
(iif} Some manufactured products like gunny bags, clothing, hides, artificial jams etc.

All types of commaodities are not fit for dealings in the commodity exchanges.

The products which possess the following characteristics are fit for dealing in commodies Market :
1. Homogeneity:

The commodity must be homogeneous Le., all units of a particular commaodity must be
perfectly identical so that all dealers may mean the same commaodity when they mention it
in their dealings.

2  Durability:

It must be durable =0 as bo last for a period of a future contract (ordinarily more than one
year). If it perishes rather quickly, con-tracts for its purchase and sale will be frustrated.

3.  Gradability:
The commadity should be such as will lend itself to grading. If the commeodity cannot be
classified into well-known grades, trading will be difficult for every time the quality will
have to be ancertained.

4. Price Fluctuation:

There must be frequent fuctuations in the price of the commaodity. If there were no price
fluctuations, the speculators would have no intention to speculate in it at the exchange.

5. Open Supply:

The supply of the commodity should be open and free and should not be monopolized

by one or a few persons. Again. the supply of the commodity or its price must not be
controlled by the Govt.

Objectives of Commodity Exchanges

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 commaodity is a private association of dealers and is not for making

money or profit or for fixing prices.

Its objoctives 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.
Buying and selling trading practices and actual working of the organised market are govemnad
by a code of rules and regulations and these can ensure fair dealings, fnir prices and equity.

Commodity Market
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natural resource commodities. Although the Act treats financlal products like commodities, i
doesn't consider them to be commodities. The Act also bans trade in onions as a commaodity.

Objectively, a commodities market is a place where selected commodities are traded between
memnbers, based on fived rules and regulations. In a comunodities market, the objectives of trading
can be any one of these twoe

*  To take delivery of the commodities in arder to actually use them, or
* To profit from the price movements of the commodities

anu&humgﬁmmm“hnﬁnrmﬂwmmm
the market. Primarily, India has six national commodity exchanges namely,

®  Multi Commadity Exchange (MCX)

*  National Commodity and Derivatives Exchange (NCDEX)

* Indian Commodity Exchange (ICEX)

*  National Multi Commodity Exchange (NMCE)

* ACE Derivatives Exchange (ACE)

* Universal Commoddity Exchange{UCX)

In 2018, the National Stock Exchange (NSE) and the Bombay Stock Exchange (BSE) also

launched a segment for trading in commaodities on thelr exchanges.
Types of Commodities Traded in these Markets

Let's agnin take a litthe detour and visit your local supermarket for a bit. You'll find various kinds
of goods put up for sale there, isn't it? You'll see manufactured products like stationery items,

-utensdls and clothes.

And you'll also see stuff that's grown or produced - like fruits and vegetables. Much like
this, the goods traded in the commodities market can also clearly be classified into one of types
of commodities - hard commodities and soft commaodities.

Hard commodities

Hard commaodities include natural resources like metals and ofl reserves that make up the backbone
of a country’s economy. Some other examples of hard cormmedities include gold, silver, iron, steel,
aluminium and copper.

Metals like these often act as key contributing agents to a country’s export trade. The need
and svailability 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 commaodities are basically goods that are grown and nurtured. Think of agricultural produce,
cattle and other livestock and any other agricultural or allled 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 positively or adversely due to seasonal patterns
and weather changes. And there’s no way these things can be predicted accurately in advance.
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in the 1930s and 1940s, expanding the list from grains to include rice, mill feeds, butter, eggs, |

Irish potatoes and soybeans,

Successful commodity markets require broad consensus on product variations (o make each
commaodity 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 quality and timeliness.

Through the 1%th century “the exchanges became effective spokesmen for, and innovators of,
improvements in transportation, warchousing, and financing; which paved the way to oxpanded
interstate and international trade." g

Reputstion and clearing became cenitral concerns, and slates that could handle themn most

effectively developed powerful financial cenbers

4.2 COMMODITIES MARKET

The term commodity refers to any material, which can be bought and sold. Commodities in a
market’s context refer to any movable property other than actionable claims; money and securities
Commaodities represent the fundamental elements of utility for human beings.

Commodity market refers o markets that trade in primary rather then manufactured
products. Soft commodities are agricultural products such as wheat, coffee, cocoa and sugar. Hard
commaoxdities are mined, such as (gold, rubber and ofl).

Commaxdities are hard assets ranging from wheat to gold to oil. The US. government defines
commuodities in the 1936 Commodity Exchange Act.] The Act covers trading in agricultural and
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A financial derivative is a financial instrument whose value is derived from a commaodity termed
an underlier. Derivatives are either exchange-traded or over-the<ounter (OTC).

An increasing number of derivatives are traded via clearing houses some with central
counterparty clearing, which provide clearing and settiement services on a futures exchange, as
well as off-exchange in the OTC market.

Derivatives such as futures contracts, Swaps (1970s-), Exchange-traded Commeodities (ETC)
(2003-), forward contracts have become the primary trading instruments in commodity markets.
Futures are traded on regulated commodities exchanges.

Over-theounter (OTC) contracts are "privately negotiated bilateral contracts entered into
between the contracting parties directiy”.

Exchange-traded funds (ETFs) began to feature commodities in 2003 Gold ETFs are based
on “electronic gold* Mdmmlerﬂﬂﬂuwnmtﬂpdphyﬂulhﬂimwﬂhlhndd&dmu
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.

History

Commodity-based money and commedity markets in a crude early form are believed to have
ariginated 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 delivered. These promises of time and date of delivery resemble futures contract.

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.

Gald and silver markets evolved in classical civilizations. At first, the precious metals were
valued for their beauty and intrinsic worth and were associated with royalty.

In time, they were used for trading and were exchanged for other goods and commeodities, 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 natural trading asset

Beginning in the late 10th century, commodity markets grew as a mechanism for allocating
goods, labor, land and capital across Europe. Between the late T1th 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 evidence of commercialization

The spread of markets is (lhustrated by the 1466 installation of reliable scales in the villages
of Sloten and Osdorp 8o villagers no longer had to travel to Haarlem or Amsterdam to weigh
their locally produced cheese and butier.

The Amsterdam Stock Exchange, often cited as the first stock exchange, originated 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
a commodity 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, whest. corn, cattle. and pigs were widely traded using standard
instruments on the Chicago Board of Trade (CBOT), the world's oldest futures and options exchange.
Other food commodities were added to the Commodity Exchange Act and traded through CBOT
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4.0 LEARNING OBJECTIVES

After reading this chapler studenits will be able fo;
*  LUnderstand the meaning of Commodity market
*  Describe the concept Transactions in Commaodity Market
* Know the various kinds of Commadity Derivatives
s  Know the major commodity exchanges in India .

41 INTRODUCTION

A commaodity market is a market that trades in the primary economic sector rather than manufactured
products. such as cocoa, fruit and sugar. Hard commaodities 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 spol prices, forwards, futures, and options on futures. Farmers
have used a simple form of derivative trading in the commaodity market for centuries for price

risk management.
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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 whiclf 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.

Inter-depository transfer: An inter-depository transfer is a transfer of securities in the form
of one account in one depository to an account in another depository.

Transmission: It is the devolution of the shares to another instead of self. This is operation
by law under cases of death, succession, bankruptcy, marriage or inheritance

Corparate 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
mm.hﬂuﬂhhphmmhnhlnﬂndafupﬂmwlﬂumhphnmnpwhdd
perssimism an the Bourses,

Badla: This refers to a carry forward system of settlement, particularly at the BSE. It is a
facility that allows the postponement of the delivery or payment of a transaction from one
settlement period to another,

Odd lot trading: Trading in multiples of 100 stocks or less,

Penny Stocks: ﬂmmmﬂﬁuthﬂhawmvduemﬂwmmmhn whose
trading contributes to speculation,

?
( REVIEW QUESTIONS

Explain the entities or players involved in clearing mechanism
Explain the clearing and settlement process

Explain the role/functions of NSDL and CDSL

Benefits of dematerialization or depositary system.

FURTHER READINGS

Mukund Sharma . HR Appanaiah Stock and Commadity Market-Himalayan Publication
International Financial Management.
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(1923).
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grievances. The Government and the stock exchanges were rather helpless in redressing the
investar's problems because of lack of proper penal provisions in the existing legislation. In
view of the above, the Government of India decided to set-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 also aims to stimulate competition
and encourage innovation. This environment includes rules and regulations, institutions
and their interrelationships, instruments, practices, infrastructure and policy framework.

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
securitien only when stock exchange suthotities are satisfied 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 or
corporate bodies. So the first step is to select a broker who will buy/sell securities on behalf
of the investor or speculator.

Demat (Dematerialized) account refer to an account which an Indlan citizen must open
with the depository participant (banks or atock brokers) to trade in listed securities in
electronic form. Second step in trading procedure is to open a Demat account.

The securitics 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.) and CDSL (Central Depository Services Lid.).

Depository participant will maintain securities account balances of investor and intimate
investor about the status of their holdings from time to time.

NSDL performs its functions through its participants. The following are some of the
important NSDL participants:

The basic services of NSDL include services to brokers, banks, investors and other 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 intermediary account.

CD5L works for BSE and NSDL works for NSE: the trades can utilize both of the depositories
for exchanging and settlement of securities. 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 simply by BSE as of December 2019. NSDL was established in 1996 and CDSL
was established in 1999,

KEY WORDS
Stock trading: It refers to the buying and selling of shares in a particular company; if you
own the stock, you own a piece of the company,

Dematerialisation: 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
eonverted into physical certificates,

Trading In Stock Market
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It reduces risks of delayed settlement. It ensures greater profit due to increase in volume of trading,
It eliminates chances of forgery, bad delivery. It increases efficency of trading, profitability and
confidence in investors.

Disadvantages of the Demat System:

The disadvantages of dematerializatiop of securities can be summarized as follows:
Trading in securities may becoms 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 trading does not act as a detriment to investors
The role of key market players in case of dematerialized securities, such as stock-brokers,
niseds to be supervised as they have the capability of manipulating the market.

Multiple regulatory frameworks have to be followed, including the Depositories Act,
Regulations and the various By-Laws of various depositories.

Additonally, agreements are entered al varicus levels in the process of dematerialization.
Investors may find the process complicated.

SUMMARY

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.

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).

The Securities 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 Parliamnt 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
consultants and others involved in the 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 Companles Act, violation of rules and regulations of
stock exchanges and listing requirements, delay in delivery of shares etc. These malpractices
and unfair trading practices have eroded investor confidence and muitiplied investor



The complete process of dematerialisation is as follows:

Surrender of certificates by the investor for dematerialisation to the depository participant.
Depository participant intimates Depository of the request through the system.
Depository participant submits the certificates to the registrar of the Lssuer Company.
Registrar confirms the dematerialisation request from depository.

After dematerialising the certificates, Registrar updates accounts and informs depository of
the completion of dematerialisation.

. Depository updates its accounts and informs the depository participant,
7. Depository participant updates the demat account of the investor.

B oW

Advantages
There are several benefits assoclated with the Demat system:
® i is a safe and convenient way to hold securities,
* [t ensures immediate transfer of securities. There is no stamp duty on transfer of securities.

* Risks associated with physical certificates such as bad delivery, fake securities. delays,
thefts, etc. are eliminated.

* There is a major reduction in paperwork involved in transfer of securities, and reduction in
transaction cost, etc. No odd lot problem exists; even ong share can be sold.

* Change in address recorded with DP and gets registered with all companies in which
investor holds securities eliminating the need to correspond with each of them separately.

*  Transmission of securities is done by DP eliminating correspondence with companies.
*  Automatic credit Into demat account of shares; arising out of banus/split/consolidation/
merger etc, can take place.

* Holding investments 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 pew lssues due to lower printing and
distribution costs. It increases the efficiency of the registrars and transfer agents and the Secretarial
Department of the company. It provides better facilities for communication and timely services
with shareholders, investors, etc.

Benefit to the Investors:

The depository system reduces risks involved in holding physical certificates, e.g. loss, theft.
mutilation, forgery, etc. It ensures transfer settlements and reduoces delay in registration of shares.
It ensures faster commumication 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 provides more acceptability and liquidity of securities.

Trading in Stock Market
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distribution, forward and futures markets for hedging price risk in those commodities
have only limited practical relevance.

A review of the nature of institutional and policy level constraints facing this segment
cum!wmwdmpnm&uwmﬂhﬁumﬂuwmhmphwm&
hmﬂmﬁhmﬂqﬁuaﬁnﬂmﬂmwaﬂmwﬂwﬂ
managerment.

Functions of FMC

(a) To advise the Central Government in respect of the recognition or the withdrawal
dmngﬁthn&mwund:ﬂmmhwﬁdmuﬂmmmmﬂmdh
administration of the Forward Contracts [Regulation) Act 1951

() Tuwmmmmmmmummhmmmmhﬂ.u
itmymﬂum.mmﬁﬂnfhpuwmnﬂgmdhﬂbywm&um.

(c) To collect and whenever the Commission thinks it necessary, to publish information
mﬁqhuﬂhg:mﬂlﬂmhmmﬂdﬂshwhﬁmyuiﬂummﬂ
ﬂnmnwﬂtappﬂnhh.hﬂudh\:hmﬂmugﬂdh;wpplpdmrdmdpdm
and to submit to the Central Government, periodical reports on the working of forward
markets relating to such goods; :

(d) Tuuﬂ:mmmﬂlﬂmpwnﬂyﬂthimmhnmmghw&mm
working of forward markets;

(c) Tuurdnuhhhupulhndﬂtmwnhmdnﬂudmwmﬂnlmymgnhd
mmwmnmmbﬂduﬂmuumeHn
considerns it necessary. '

5.7 THE ROLE OF FORWARD MARKETS COMMISSION IN
INDIAN COMMODITY MARKETS

wmmMMawmdmm.mwdmsmm
in India dates back to the ancient times citied in Kautialya's ‘Arthasastra’, Words like, “Teji",
W,'&H’.lﬂwmhmmw&rhnd in Indian markets for centuries which
seems 4o be coined in 320 BC and also referred in Forward Contracts (Regulation) Act, 1952 ;The
M«pﬂmﬁhhﬂmﬁthhﬂhwnhwmuhﬂiﬂuﬂhﬂﬁm&nﬂwnﬁsnfﬁn
‘huﬂgrﬂumﬁnde-ﬁmhﬂm‘mtmdnnmmmm.
mhmmmmwmmdmmmmmm@mmpu
mmmmmmwmmxmzmmmdmmghmm
hﬂmihmﬂmﬂhwm@yummmwmmdim

In independent India, the Forward Contracts (Regulation) Act was enacted in 1952 to regulate
the commodity trading in forward and futures contracts. Just as SEBI regulates the stock exchanges,
WMMWMWMMMCWM;WMM
Commission works under the purview of the Ministry of Finance, Department of Economic Affairs.

Forward Markets Commission is a regulatory body for commaodity futures/ forward made in
hldlLThHﬂumupmdndmeudfmm[hphum]M:ilm. It is responsible for
uphﬁn;mdpmwﬂnsfuttsrﬂﬂnnndmdﬁnmmdﬂim At present, there are three bers
of regulations of forward,/futures trading system exists in India, namely, Government of India,
Forward Markets Commission [TC) and Commodity Exchanges

Notes

Trading in Commodities Market
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Notes

Government of India, in 200203, has demonstrated its commitment to revive the Indian
agriculture sector and commodity futures markets. Prime Minister's Independence Day address
mhmﬂmmﬁwﬂ*mmm“ﬁmwmmmmwﬂngﬂp
of national commodity exchange among the important initiatives.

The year 200203, certainly, was an eventful year in terms of regulatory changes and
market developments that could set the agends for development 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.

Forward contracts are traded in the Over-the-Counter (OTC) market. There are six national
commodity exchanges: the Multi Commodity 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
Commodity Exchange Ltd. (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 recognized Exchanges. At present, 113 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 Commission (FMC) and commodity
exchanges. The FC (R) Act, 1952 prohibits options in commaodities.

Fwﬂwpurpuunﬂnrwudmlnmhhummumhmhﬂbymﬂyhg
those commodities u/s 15 of the Act; forward trading in certain other commodities 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.
In the absence of regulation, unscrupulous participants could use these leveraged contracts for
WMW.MMHMMMWMH*WM!MW
interests of soclety at large.

Regulation is also needed to ensure that the market has appropriate risk management system.
In the absence of such a system, a major default could create a chain reaction. The resultant
financial crisis in a futures market could create systematic risk.

Regulation is also needed to ensure 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.

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 ks dealing with commodity futures trading.

The Central Government broadly determines the policy relating to 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 trading is to be permitted,
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2 Forward Markets Commission (FMC): The commission came Into existence in 1953 under Notes
the provisions of Forward Contract (Regulation) Act, 1952 As a statutory body it functions
under the administrative control of the Ministry of Finance.

MmmﬁmhﬂqmﬁwmwmhnMumhmdmgtmﬂ
office at Kolkata. The Forward Markets Commission performs the role of approving the
Rules and Regulations of the Exchange in accordance to which trading is to Be conducted,
mmhmdeMMmme
conditions continuously and takes remedial measures wherever necessary.

3. Commodity Exchanges: The Recognized Exchanges/ Assoclations 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 contracts, provide forum for exchange
dmumwmm.wwmmm&npmﬂmd
 Forward Markets Commission.
mcwhmmmmmd&mammymmm
SEBI regulates the functions of Capital Market. The Forward Markets Commission s a
regulatory authority of commodity derivatives/ futures market in India.

FMC is the chief regulator of forward and futures markels in India. The Commission allows
mmdhyhmﬂlmdmdhghﬂuchmpmmdudﬂﬁ:hﬁmmw

The major national exchanges are ;
[11] Multicommuodity Exchange of India Ld. (MCX). Mumbai,
(i) National Commodity and Derivatives Exchange Ltd. (NCDEX), Mumbsai
(iii) National Multi-commodity Exchange of India Ltd. (NMCE), Ahemadabad,
(i¥) Indian Commodity Exchange Ltd. (ICEX) Mumibsi,
(v) Ace Derivatives & Commodity Exchange Ltd. [ACE) Ahemadabad, and

{vi) Universal Commodity Exchange Ltd. (UCX). These exchanges are recognized to regulate
trading in a variety of commodities approved by Forward Markets Commission under the
Forward Contracts (Regulation) Act, 1952
These an-line national commaodity exchanges have been organized for conducting forward/
futures trading activities in all commodities, to which section 15 of the Forward Contracts
(Regulation) Act, 1952 is applicable, and other commodities subject to the approval of the
Forward Markets Commission.

59 REGULATORY FRAME WORK OF COMMODITY MARKETS IN
INDIA

1.  Forward Contract (Regulation) Act "
The Commodity Derivatives and Futures Markets are regulated according to the provisions
of Forward Contract (Regulation) Act 1952 The Act broadly divides commodities into 3
uugurb-.u.mmmndﬂmhwhmhmudmdh;upmﬁhmd,mﬂiﬂuinﬂd:h
forward trading is regulated and residuary commodities.
Under Section 17 of the F.C(R) Act, 1952, the Government has powers to notify commodities,
forward trading in which is prohibited in whole or part of India. Any forward trading in
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such commuodities in the notified aren is illegal and Hable to penal action, Under Section 15,
Govemment has powers to notify commodities in which forward trading is regulated as

‘also the area in which such regulation will be in force.

Once a commaodity is notified under section 15, the forward trading in such contracts (other
than Nontransferable Specific Delivery Contracts) has to be necessarily between members
of the recognized association or through or with any such member.

Contracts other than these are illegal. Section 6 of the Act provides for powers to the Central
Government to grant recognition to an association for organizing forward contracts in the
commadity which is notified under Section 15,

Such recognition may be for a specified period or may remaln in force till revoked under
Section 7 of the Act. Section 18 (1) exempis 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 contracts in commodities also by issue of a
notification. Such notifications may apply for the whole of the country or the specified part
of the country. Trading in commodities where non-transferable sperific delivery contracts
are prohibited is (llegal and liable to penal action.

Trading in non-transferable specific defivery contracts in respect of regulated commodities
has to be through recognized associations fust as in the case of other forward contracts. The
commodities that are notified nelther under section 15 nor under section 17 of the Act is in
common parlance referred to as free commodities.

For organized whﬂhgmﬂﬂimmndﬁin. the concerned Association or Exchange
has to get a certificate of registration under Section 148 of the Act from the Forward Markets
Commission.

Forward Markets Commission (FMC)

The Forward Markets Commission (FMC) is o statuwtory body set up in 1953 under the

Forward Contracts (Regulation) Act. 1952 Forward Markets Commission (FMC), is a
regulatory authority for commodity futures and derivatives market in India

It functions under the administrative control of the Department of Economic 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 metmbers 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 commaodity 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 demapd goes down along with the prices. The traders take advantage of
these price fluctuations to reap profits for themselves or to protect themselves from related
risks. . .

Commodity Trading is one of the most upcoming forms of trading in Indla 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 averue for the retail investors and traders to
participate 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
commodities online, But just like other forms of trading, commodity trading also requines
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.

s Inorder to 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 commodity may
get affected by various factors like the government policies regarding that commaosdity,
economy of the country which is a big producer of the commodity, economic policies,
political policies. health of the country, price of the raw materials, expected future price of
thee raw

. mwufmmmmmmmm.m
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 complementary goods etc.

Fur example, the price of oil futures ls affected by the political situation in the Middle
East and the price of gold futures is affected by wedding season or the situation of
gold mining comparnies.

Thus, the background to understand how commodity trading works is actually how
demand and supply work. With inelastic demand and supply in the commeodity
markets, the prices become valatile and give the traders the opportunity to bank on
the price fluctuations and sarm money,

For example, a trader bought a Gold Futures contract with a minimum contract size
of 100 gm at 372,000 on MOX He pays the margin amount of. say. 3.5% which is
equal to 32.520. If the next day price of gold goes up to 373,000, the difference of 1000
will be credited to the trader's account, and the next day if gold trades at 372,500, the
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 commodity trading.

With reference to the step by step process of how commodity trading works, it is more or less

similar to all other forms of trading.

1. Opening A Commodity Trading 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 broking company and its stockbrokers that hold your account and execute

vour trades. The brokers also help in educating traders on commodity trading and in
making sound financial decisions through their recommendations.

When the broker has been decided upon after due consideration, the paperwork
is done. Application form which contains all the information like age. financial
status, the trading expurience of the trader is filled and submitted along with the
required documents. The broker then analyses the documents and the form and upon
satisfaction, the account is opened.

2 Margin Money:
The trader also has to deposit the initial margin amount into the account as soon as
the account is open. Initial margin amount is generally 5-10% of the contract 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.
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3 Order Processing:

Once the account is opened. it is good to go for placing orders on commodity trades.
The trader studies 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 margin 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:

At the end of each trading day, the clearinghouse determines the settlement price
of each commaodity. The setthement price is then compared 1o the price at which the
order 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 ks 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 either be terminated by taking and giving delivery of the goods,
which is actually a rare form of fermination in the commedity market.

The most used method of termination of the contract is cash setflement; the difference
in the expectation of the buying and selling parties is settled in cash. The commaodity
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
thecommeodities move, driven by the demand and supply. The process of trading is
simple and uncomplicated, but it does involve high risks due to volatility snd high
leverage.

So, the traders must be cautious and well- informed before entering into the
commodity trading market.

After the process of opening account is done the investor may want to trade in
commaodity. 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 trading system. At the initiation of the trade; a price
is set and initial margin money is deposited in the account.

Atthe énd 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 price. 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.
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5.10 TRADING AND SETTLEMENT IN COMMODITY MARKET Notes

Emnwmﬁmﬂmmmdmmmpummemmmm
section provides a brief overview of how transaction happen on the commodity market/ commodity
exchanges.

1 'h'lﬁﬂl ]
ﬂtmdhgrrﬂmm&nmmdngwmmﬂﬁnmtymmudm
mwdhghhmmmwdﬁnmnmmmm“wﬂlumm
monitoring and survelllance mechanism.

Itluwmmmdndﬁmmmwwﬂamphhmpfmdm&;
mmnﬂmdmwwmmmmm4mpmm
mmmmmmhwmumm
mm&rymhﬂwqﬂmwppmmﬂdmdﬁmnH:MﬂEmmﬁu!w
mmy.mmhmuuugmhmummmmmmmd
m.ﬂ@mm“mmﬂmﬁhmpm
mmwhwo{h‘dﬁ\;mﬂﬂwdﬂlwmlhmmm
vmmmmmwmhrh;hmdﬁ:kﬁm&wmhdh
contracts traded from time to time. '

Wlnnmrmdermﬂnmdhq;pmuhmnﬂwm. It tries to find a match on
the other side of the book. I it finds a match, a trade is generated.

Hltdmnﬁ&ndamﬂd\.huﬁrbumpuiwmdpuqumdmﬂumﬁw
mﬁn&guﬂuh&m&mm;mmummmmmw
lpuﬂﬂhr{ulmphhmdltwtﬁnquhud.

Cmmmdﬂjrrmhmmdumwwﬂn Iunwnrmmmmgmmﬂuwnmﬂr
and three month expiry cycles.
hllmmmmﬂteﬂhdﬂ!mmﬂ&.mmahmupimm
wﬂ@mh%djmﬂnﬁﬂmm%wwﬂhm
the 20th February.
Hhﬂhdﬂnmmmhnmmm.hmmﬂnﬂmm&m
mm.mmmhmmﬂnuumm following the expiry of
the near month contract.

managed by commadity exchanges.

wmmmummmm}mmm‘m
1o chear and settled contracts through the clearing house.

Atmmdﬂrndmtgﬂ.muﬂumdin;huuumﬂwupﬁydm.bucdmﬂ:wuhhh
Mhmuﬁuhd&lwﬁﬂuﬁuwuﬁﬂﬂpmﬂwhﬁﬂmmwﬂm

hrpinsvirwhlmﬂdmunﬂd:hmpnﬁydﬂwﬂﬂtf warehouse,
nmmdlﬂn.ahﬂdydepudbdmddmmiﬁimmnﬂutdhrdeﬂmm.mum
mhyﬂmwwmundhumhmmgmhm.
mmahmmcmmmwawmm
fmﬂvﬁkpﬂﬁmmdmuﬂtdpﬂﬁmﬁﬂmumdpmﬁwhaWMMde
cash. The cash settlement is only for the incremental gain/ lows as determined on the basis
of final settlement price.
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Settlement. 3
Futures contracts have two types of setthements, the MTM settlement which happens on a

continuous basis at the end of each day, and the final settlement which happens on the last
trading day of the futures contracts.

On the commaodity exchanges, daily MTM settlement and final MTM settlement in respect
of admitted deals in futures contracts are cash settled by debiting,/ crediting the clearing
accounts of CMs with the respective clearing bank.

All positions of a CM, either brought forward, credited during the day or closed out during
the day, are market to market at the daily settlement price or final settlement price at the

:close of trading hours on a day.

On the date of expicy, the final settlement price is the spot price on the expiry day. The
responaibility of settlement is on a trading cum clearing members for all traders done on
his own account and his client’s trades.

A professional clearing member is responsible for selling all the participants traders trades
which he has confirmed to the exchange.

On the expiry date of a futures contracts members submit delivery information through
delivery request window on the traders workstations provided by commodity exchanges
!mlﬂﬂpmpmtﬁmfmammdityhrlﬂmﬂmuﬂshﬁhﬂmnymmmdﬂy
exchanges on receipt of such information, matches the information and arrives at a delivery
positions for a member for a commodity .

The seller intending to make delivery takes the commaodities to the designated warehouse.
These commodities have o be assayed by the exchange specified assayed. The commodities
have to meet the contracts specifications with allowed variances.

If the commodities meet the specifications, the warehouse accepts them. Warchouse
&mmthﬂﬂumﬁphgﬂnpdﬂdhﬂ:dqmﬁﬁqqﬂmp‘uﬁglwﬂﬂh&t
depositors” electronic account.

The seller then gives the invoice to his clearing member, who would courier the same to the
buyer's clearing member. On an appointed date, the buyer goes to the warehouse and takes
physical possession of the commodities.

Trading System of Commodity Exchanges.

The trading system at commodity exchange is as follows

The entire trading operation at commodity exchange shall be conducted under the
automated screen based Trading system, which is called as ‘commodity exchanges Trading
system’, The Exchange will provide such Automated Trading Facility in all contracts
permitted to commedity exchange by FMC

Trading on the exchange shall be allowed only through approved workstation (s) located at
lppmodkﬂunufnrhdﬂu{quhhhmmumamwmﬂmﬂnfmﬁﬂ;
Members is connected by LAN or any other way to other workstations at any place it shall
be in advance.

Each members shall have a unique identification number which shall be provided by the
En-hlmrnﬂwlﬂchﬂuﬂhmd!uhgm{ﬂmm]uﬂ-m
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d) A member shall have a non-exclusive permission to use the Trading system as provided by Notes
the exchange in the ordinary course of business as Trading member/ Participant.

€} A member shall not any title. rights or interested with respect to Trading System, its
facilities, software and information provided by MCX. The permission to use the Trading
Systemn shall be subject to payment of such charges as the Exchange may from time to Time
prescribe inthis regard.

n ﬁmﬁwﬂﬂmmimﬁwwmm:jmmhmmpmﬂdd
by exchange for any purpose other than the purpose as approved and specified by the
Exchange,

Use the software provide by exchange on any equipment other than the workstation
approved by the exchange copy, alter, modify or make available to any other person the
software provided by the exchange use the software in any manner other than the manner
as specified by the exchange.

Attempt directly or indirectly to decompile, dissemble or reverse engineer the same.

gl A Member shall not, by itself or through any other person on his behalf, publish, supply,
show or make svailable to any other person or reprocess, retransmit, store or use the
facilities of the Trading System or the information provided by the Trading System except
with the explicit approval of the Exchange

h)  The exchange will provide the application software for installation of TWS, However,
the member has to arrange at his own cost the system software required for installation
of trading application. Besides, he has to arrange for installation of trading applications
software at his TWS at his own cost.

5.11 MARGINS FOR TRADING IN COMMODITY DERIVATIVES

Margin is the deposit money that needs to be paid to buy or sell contract. The margin required for
a futures contract is better describe as performance bond or good faith money. The margin levels
are set by the exchanges based on volatility (market conditions) and can be changed at any time.

The margin requirements for most futtres contracts range from 2% to 15% of the value of the
contract. In the futures market, there are different types of margine which are discussed as follows:

1 Initial margin: The amount that must be deposited by a customer at the time of entering
into a contract is called initial margin. This margin is meant to cover the largest potential
loss in one day. The margin is a mandatory requirement for parties who are entering into
the contract.

2 Maintenance margin: A trader is entitled to withdraw any balance in the margin account
in excess of the initial margin. To ensure that the balance in the margin account never
becomes negative. a maintenance margin, which is somewhat lower than the initial margin,
s et

If the balance in the margin account falls below the maintenance margins the traders
receives a margin call and is requested to deposit extra funds to bring it to the initial margin
level within a very short period of time. The extra funds deposited are known as a variation
margin. If the traders does not provide the variation margin, the broker closes out the
positions by offsetting the contract.

3 Additional margin: In case of sudden higher than expected volatility the exchange for an
additional margin, which is a pre-emptive move to prevent breakdown. This is imposed
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Notes when the exchange fears that the markets have become too volatile and may results in some
payment crisis elc.

4  Mark-to-Market margin (MTM): At the end of each trading day, the margin account is
adjusted to reflect the trader’s gain or loss. This is known as marking to market the account
of each trader. All futures contracts are settied daily reducing the credit exposure to one
day's movement

Based on the settlement price. The value of all positions is marked-to-market each day
after the official close i.e. the accounts are either debited or credited based on how well the
positions are fared in the day's trading session.

If the account falls below the maintenance margin level the trader need s to replenish the
account by giving additional funds can be withdrawn (those funds above the required
indtial margin) or can be used to fund additional trades.

5.12 CHALLENGES FACED BY COMMODITY MARKETS

Efficiency of commodity markets.
Despite a long history of commodity markets, the Indian commodity markets remained under
developed, partially due to intermediate ban on commodity trading and mare due to the policy
interventions by the government.

Being agriculture-based economy, commodity markets plat vital role in the ecomomic
development of the country. Well the agricultural liberalization as provide way for commodity
trading. India as to still go on long way in achieving the benefits of commodity markets.

Towards the development of the commodity markets, it is improved to understand the
growth constraints and address those issues in the right perspective. Commodity markets play an
important role in the development of an economic, especially those economics that are depended
to a large extent on the agriculture sector. Owing to its dependence on agriculture sector, Indian
economy to 4 large extent would benefit from commodity markets.

Despite the fact, that Indian economic as witnessed robust growth in the last decade on
sccount of service sector; agricultural sector still remain the back bone of Indian economic. Roughly
around 60% of the Indian population is dependent on agriculture. Vibrant commadity markets in
India well not anly benefit the farmers but also the manufacturing sectors that is dependent on
it to gain significant price gains.

The following are challenges faced by Indian commodity markets corrently. These are the
explained and also conclusion is provided at the end of it

* Legal challenges

* Regulatory Challenge

* Infrastructural challenges

* Awareness among investors and producers.
1 Legal Challenges

Right from the beginning of commodity markeis there has been several bottlenecks
regarding the products being in the essential commodities list because of which the often
got banned. Also there were times when because of hoarding and black marketing there
were famine for a very long time, so the market needed an efficient regulator which led to
the formation of PMC.
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Moreover, many efficient in commaodity markets. Also weather and rainfall iIndexes are also Notes
banned from trading on the commodity exchanges because of the clauses of the banking
regulations act, which defines that anything that could be obtained in physical form only
can be traded at the exchange.

These inefficiencies must be eradicated by amending these acts. Several amendments have
been introduced in these acts and also accepted by the government biut only some of them
has been passed. Rests are in the queue.

2 Regulatory challenges
As the market activity pick -up and the volumes rise, the market will definitely need a
of India (SEBI) that regulates the securities markets unlike SEBI which is an independent
body, the forwards markets commission (FMC) is under the department of consumer
Affairs (Ministry of consumers Affairs, food and Public Distribution) and depends on it for
funds, it is imperative that the government should grant more power to the FMC to ensure
that there is orderly development of the commodity markets.

The SEBI and FMC also need to work closely with each other due to interrelationship
between the two markets.

3. Infrastructural Challenge: The main Infrastructural Challenges includes
a) The Warehousing and Standardization

For commodity derivatives market to work efficiently, it is necessary to have sophisticated,
cost effective. reliable and convenient warehousing system in the country A Sophisticated
warehousing industry has yvet to come in India further, independent labs are quality
testing, centers should be set up in each region to certify the quality, grade quantity
and commodities so that they are appropriately standardized and there are no shocks

*  walting for the unlimited buyers who takes the physical delivery. Warehouse also need to
beconveniently located.

b) Cash versus Physical Settlement
It is probably due to the inefficiencies in the present ware housing system that only about
1% to 5% of the total commadity derivatives trade in country is settled in physical delivery.
Therefore warehousing problem obviously has to be handled on a war footing, as a good
delivery system is the backbone of any commodity trade.
A particularly difficult problem in cash settlement of commuodity derivative contracts is that
at present, under the forward contracts (regulation) act 195, cash settlement of outstanding
contacts at maturity is not allowed,
In other words, all outstanding contracts at maturity should be settled in physical delivery.
To avoid these, participants square off their positions before maturity,
So, in practice, most contract are settled in cash but before maturity. There is a need to
modify the laws to bring it closer to the widespread practice and save the participanis from
unnecessary hassles,

¢) Lack of Economy of scale
There ane too many (5 national level and 22 regional) commodity exchanges, though over
113 commodities are allowed for derivatives trading, in practice denvatives are popular
only for few commodities. Again, most of the trade take place only on a few exchanges.
With so much of volume of trade makes some exchanges unvisble. This problem can
possibly be addressed by consolidating some more exchanges.
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Also, the questions of convergence of securities and commodities derivatives markets
has been debited for-a long time known 'ﬂngmmnﬂndhhummudm
intention to integrate the two markets.

It is felt that convergence of these derivative markets would bring in economies of
sale and scope without having to duplicate the efforts, thereby giving a boost to the
growth of commaodity derivatives market. It would also help in resolving some of the
issues concerning withthe regulation of the derivative markets.

However, this would necessitate complete co-ordination among various regulating
authorities such as reserve bank of India, forward markets commission, the securities
and exchange board of India, and the department of company affairs ete.

d) Tax and legal Bottlenecks

There are at present restrictions on the movement of certain goods from one state to
another. These need to remove such restrictions so that a true national market could
develop for commodities and derivatives,

Also, regulatory changes are required to bring about uniformity in octroi and sale
taxes act. VAT has been introduced in the country 2005, but has not vet been uniformly
implemented by all states.

4 Awareness among investors and producers

Creation of awareness amongst the farmers, related bodies and organizations including
the once which could be potential hedgers/ aggregators and other market constituents
has been one of major activities of the commission.

During 2010-11, 829 awareness programs were organized for various stockholders
of the commodity features market. Of this, 486 programs were held exclusively for
farmers, In the previous year 515 awarenessprograms were held, of which 423 were
exclusively for the farmers. The programs were conducted at different locations all
over the country,

These awareness programs were attended by different category of market participants
from farmers, traders and member s of commadity exchanges to bankers, co-operative
personnel staff and students of university, government functionaries ware house
professional agricultural extensions workers, makers eto..

These awareness programs have resulted in creating awareness among the various
constituents about commedity futures trading and benefits thereof. The programs were
arganized in associate with various organization/ university having connectivitywith
the farmersvia agricultural universities, NABCONS farmer's cooperatives and
federations GSKs national & Regional Base commadity exchanges.

Benefits of Commodity Markets

A safe investment during crisis - Investing in precious metals like silver, gold &
platinum offer a clear protection during inflation and times of economic uncertainty.

Diversified investment portfolio - An ideal asset allocation plan means having a
diversified portfolio. Thus an investor who has Invested in stocks is suggested to invest
in commodities so that in case of a stock crash he has some safety from commaodity
sector. »

Transparencies in the process - Trading in commodity is & transparent process.
The course of action leads to fair price discovery which ks controlled by large scale

participation.
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i hdhhkm-tmmdﬂishwhupuwhmwhkhcmﬁwm ' Notes
profitable returns in investments are planned correctly and calculated risks are taken.

5. Protection against inflation - the price of commodities usually go up during high
inflation, accordingly price of raw materials also sees an upward trend , which will
help those who have invested in such commodities,

6 Trﬂqmww-cbmmuyhﬂmm:nmtlﬁmgmm
broker which can be close to 5-10% of the total vilue of the contract , which Is much
lower considering other asset classes. Such low margins allow traders to takg larger
positions at a lesser capital.

7. Managing the risk - Exchanges have well structured settlement procedures and
prudent risk management practices , which reassures an investor. The absence of
counter party risk and existence of clearing house as a legal counter party increases the
faith of investors and risk is manged well.

8 Beneficial to farmers - India is a traditionally agricultural economy and price
mmmmmmmmammmhhfnm
community.

Mﬂmmmmmulwmﬁm!mwﬂqlmdwd

assurance on the price front. Also, using the futures platform farmers can store their produce
in the exchange provided warehouse till the time that their produce fetches reasonable returns.

h

SUMMARY

* The Commodity Futures market in Incia dates back to more than a century. The
first organized 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 futures trading in oilseeds, food grains, etc.

*  FMCis a negulatory authority which is overseen by the Ministry of Consumer 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 authority
for all Commaodity Derivatives Exchanges in India. Forward Markets Commission

(FMC) headquartered at Mumbai, is a regulatory authority for commodity futures
mirket {n India

* Efficiency of commodity markets. Despite a long history of commodity markets, the
Indian commodity markets remained under developed, partially due to intermediate
ban on commodity trading and more due to the policy interventions by the government.
Being agriculture-based economy, commodity markets plat vital role in the economic
development of the country,

* Towards the development of the commaodity markets, it is improved to understand the
growth constraints and address those kssues in the right perspective.

¢ Commodity markets play an important role in the development of an economic,
especially those economics that are depended 1o a large extent on the agriculture
sector. Owing to its dependence on agriculture sector, Indian economy to a large
extent would benefit from commodity markets
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Trade settlement: is a two-way process which comes in the final stage of the transaction.
muwmﬁwmmhuﬂnpﬂhmtmhmﬁw
trade is said to be wetthed.

Financial Market: It is a market for creation and exchange of financial assets. It helps in
mobilisation and channelising the savings into most productive uses. Financial markets
also helps in price discovery and provide liquidity to financial assets.
quﬂ-kﬁlthnmuhﬂh:hnt—hmﬁmhitduhhnmmmbwm
pﬂiﬂﬂﬂhﬂﬁrbmmmmynj.mmmdmmkﬂhﬂdﬂm
mmmﬂm,ﬂm,mddmdtmmdanpmﬁpﬁm
certificates and money market mutual funds.

CﬁpiﬂHuhhhhlphﬁﬂhﬂ:hﬁ-meﬂlﬂmhﬂiﬁdhth
undertakings and Government. Capital Market may be devided into primary market and
mmduryMFﬂmuymhﬂduhwinwucmﬁuwhﬂ\mm previously
tradable to the public. Secondary market is a place where existing securities are bought and
sald.
Mwwmﬂwmmuwhtchpmﬂelphﬂmhhuﬁngmd
d:ndmmmmmpmmmmmtmm
thpﬂm.wmﬂmmﬂpmdmmmm

Q pnmrnsw QUESTIONS

State the types of margins in commodity market

What are the benefits of commodity market

Explain trading and clearing process
mﬂu@:dmnmmdnymntetwﬂﬂchqdmmuditym
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