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Preface  

NSE  and CBSE Certification in Financial Markets (NCFM)  

NCFM is an online certification p rogramme aimed at upgrading skills and building competency.  

The programme has a widespread reach with testing centres present at more than 154+ locations 

across the country.  

The NCFM offers certifications ranging from the Basic to Advanced.  

One can regi ster for the NCFM through:  

ü Online mode by creating an online login id through the link óEducationô>óCertificationsô >óOnline 

Register / Enrollô available on the website www.nseindia.com  

ü Offline mode by filling up registration form available on the web site www.nseindia.com > 

óEducationô >ôCertificationsô >óRegister for Certificationô  

Once registered, a candidate is allotted a unique NCFM registration number along with an online 

login id and can avail of facilities like SMS alerts, online payment, check ing of test schedules, online 

enrolment, profile update etc. through their login id.  
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UNIT - 1 Markets and Financial Instruments  

1.1  W HAT I S I NVESTMENT ? 

The money you earn is partly spent an d the rest saved for meeting future expenses. Instead of 

keeping the savings idle you may like to use savings in order to get returns on it in the future. This 

is called Investment.  

1.1.1  Why should one invest?  

One needs to invest to:  

Å earn return on your  idle resources  

Å generate a specified sum of money for a specific goal in life  

Å make a provision for an uncertain future  

One of the important reasons why one needs to invest wisely is to meet the cost of Inflation. 

Inflation is the rate at which the cost  of living increases. The cost of living is simply what it costs to 

buy the goods and services you need to live. Inflation causes money to lose value because it will 

not buy the same amount of a good or a service in the future as it does now or did in the past. For 

example, if there was a 6% inflation rate for the next 20 years, a Rs. 100 purchase today would 

cost Rs. 321 in 20 years. This is why it is important to consider inflation as a factor in any long -

term investment strategy. Remember to look at an i nvestmentôs órealô rate of return, which is the 

return after inflation. The aim of investments should be to provide a return above the inflation rate 

to ensure that the investment does not decrease in value. For example, if the annual inflation rate 

is 6%,  then the investment will need to earn more than 6% to ensure it increases in value. If the 

after - tax return on your investment is less than the inflation rate, then your assets have actually 

decreased in value; that is, they wonôt buy as much today as they did last year.  

1.1.2  When to start Investing?  

The sooner one starts investing the better. By investing early you allow your investments more 

time to grow, whereby the concept of compounding (as we shall see later) increases your income, 

by accumulating t he principal and the interest or dividend earned on it, year after year. The three 

golden rules for all investors are:  

Å Invest early  

Å Invest regularly  

Å Invest for long term and not short term  

Warren Buffet Quote: ñI bought my first share at the age of 11 years and even then it 

was too late!ò1 

 

1.1.3  What care should one take while investing?  

Before making any investment, there are certain steps to ensure safety of investments. There are 

12 important  steps to investing where the investor must make sure t o:  

1.  Obtain written documents explaining the investment  

2.  Read and understand such documents  

3.  Verify the legitimacy of the investment  

4.  Find out the costs and benefits associated with the investment  

5.  Assess the risk - return profile of the investment  
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6.  Know the liquidity and safety aspects of the investment  

7.  Ascertain if it is appropriate for your specific goals  

8.  Compare these details with other investment opportunities available  

9.  Examine if it fits in with other investments you are considering or you have already made  

10.  Deal only through an authorised intermediary  

11.  Seek all clarifications about the intermediary and the investment and invest only if you are 

comfortable. Refuse to invest if you are not convinced.  

12.  Explore the options avail able to you if something were to go wrong, and then, if satisfied, 

make the investment.  

1.1.4  What is meant by Interest?  

When we borrow money, we are expected to pay for using it -  this is known as Interest. Interest is 

an amount charged to the borrower fo r the privilege of using the lenderôs money. Interest is 

usually calculated as a percentage of the principal balance (the amount of money borrowed). The 

percentage rate may be fixed for the life of the loan, or it may be variable, depending on the terms 

of  the loan.  

1.1.5  What factors determine interest rates?  

When we talk of interest rates, there are different types of interest rates -  rates that banks offer to 

their depositors, rates that they lend to their borrowers, the rate at which the Government borr ows 

in the Bond/Government Securities market, rates offered to investors in small savings schemes like 

NSC, PPF, rates at which companies issue fixed deposits etc.  

The factors which govern these interest rates are mostly economy related and are commonly 

re ferred to as macroeconomic factors. Some of these factors are:  

Å Demand for money  

Å Level of Government borrowings  

Å Supply of money  

Å Inflation rate  

The policies set by the Reserve Bank of India and the Government determine some of the variables 

mentioned  above.  

1.2  W HAT ARE VARIOUS OPTI ONS AVAILABLE FOR IN VESTMENT ? 

One may invest in:  

Å Physical assets like real estate, gold/jewellery, commodities etc. and/or  

Å Financial assets such as fixed deposits with banks, small saving instruments with post 

offices, insurance/provident/pension fund etc. or securities market related instruments like shares, 

bonds, debentures, mutual funds, etc.  

Investment Options  

 

Short - term investment  Long ïterm investment  

¶ Savings bank account  

¶ Money market funds  

¶ Bank fixed depos its  

¶  Post Office savings  

¶ Public Provident Fund  

¶ Company fixed deposits  

¶ Bonds and debentures  

¶ Mutual Funds  

 

¶ Life Insurance Policies  

¶ Equity shares  

1.2.1  What are various Short - term financial options available for investment?  
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Broadly speaking, savings bank acc ount, money market/liquid funds and fixed deposits with banks 

may be considered as short - term financial investment options.  

Å Savings Bank Account is often the first banking product people use, which offers low interest 

 (4% -6% p.a.), making them only marg inally better than fixed deposits.  

Å Money Market or Liquid Funds are a specialized form of mutual funds that invest in 

 extremely short - term fixed income instruments and thereby provide easy liquidity. Unlike most 

 mutual funds, money market funds are pri marily oriented towards protecting your capital and 

 then, aim to maximise returns. Money market funds usually yield better returns than savings 

 accounts, but lower than bank fixed deposits.  

Å Fixed Deposits with Banks are also referred to as term deposit s and minimum investment 

 period for bank FDs is 30 days. Fixed Deposits with banks are for investors with low risk 

 appetite, and may be considered for 6 -12 months investment period as normally interest on 

 less than 6 months bank FDs is likely to be lowe r than money market fund returns.  

1.2.2  What are various Long - term financial options available for investment?  

There are several options available for long term investments like Post Office Savings Schemes, 

Public Provident Fund, Company Fixed Deposits, Bo nds and Debentures, Mutual Funds etc.  

Å Post Office Savings: Post Office Monthly Income Scheme is a low risk saving instrument, 

which can be availed through any post office. It provides an interest rate of 8.4% per annum, 

which is paid monthly. Minimum amo unt, which can be invested, is Rs. 1,000/ -  and additional 

investment in multiples of 1,500/ - . Maximum amount is Rs. 4,50,000/ -  (if Single) or Rs. 

9,00,000/ -  (if held Jointly) during a year. It has a maturity period of 6 years. A bonus of 10% 

is paid at the  time of maturity. Premature withdrawal is permitted if deposit is more than one 

year old. A deduction of 5% is levied from the principal amount if withdrawn prematurely; the 

10% bonus is also denied.  

Å Public Provident Fund: A long term savings instrument  with a maturity of 15 years and 

interest payable at 8.7% per annum compounded annually. A PPF account can be opened 

through a nationalized bank at any time during the year and is open all through the year for 

depositing money. Tax benefits can be availed for the amount invested and interest accrued is 

tax - free. A withdrawal is permissible every year from the seventh financial year of the date of 

opening of the account and the amount of withdrawal will be limited to 50% of the balance at 

credit at the end o f the 4th year immediately preceding the year in which the amount is 

withdrawn or at the end of the preceding year whichever is lower the amount of loan if any.  

Å Company Fixed Deposits: These are short - term (six months) to medium -term (three to five 

years ) borrowings by companies at a fixed rate of interest which is payable monthly, 

quarterly, semi -annually or annually. They can also be cumulative fixed deposits where the 

entire principal along with the interest is paid at the end of the loan period. The r ate of 

interest varies between 8 -12% per annum for company FDs. The interest received is after 

deduction of taxes.  

Å Bonds and Debentures: It is a fixed income (debt) instrument issued for a period of more 

than one year with the purpose of raising capital.  The central or state government, 

corporations and similar institutions sell bonds. A bond is generally a promise to repay the 

principal along with a fixed rate of interest on a specified date, called the Maturity Date. 

Debentures are instruments issued by  companies similar to bonds. These could be 

convertible, non -convertible or partly convertible. Convertible debentures can be fully 

converted to equity at the option of the debenture holder on maturity. Non -convertible 

debentures are fully repaid on maturi ty and partly convertible debentures are partly repaid 

and partly convertible on maturity, at the option of the debenture holder.  

Å Mutual Funds: These are funds operated by an investment company which raises money from 

the public and invests in a group of  assets (shares, debentures etc.), in accordance with a 
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stated set of objectives. It is a substitute for those who are unable to invest directly in equities 

or debt because of resource, time or knowledge constraints. Benefits include professional 

money man agement, buying in small amounts and diversification. Mutual fund units are issued 

and redeemed by the Fund Management Company based on the fundôs net asset value (NAV), 

which is determined at the end of each trading session. NAV is calculated as the value  of all 

the shares held by the fund, minus expenses, divided by the number of units issued. Mutual 

Funds are usually long term investment vehicles though there some categories of mutual 

funds, such as money market mutual funds which are short term instrume nts.  

Å Life Insurance Policies : Though not strictly investment avenues, life insurance policies also 

can be considered so based on the type of policy. Life Insurance is a contract providing for 

payment of a sum of money to the person assured or, following him to the person entitled to 

receive the same, on the happening of a certain event. It is a good method to protect your 

family financially, in case of death, by providing funds for the loss of income. Types of policies 

include term life insurance, endowme nt policies, annuities/pension policies and Unit Linked 

Insurance Plans or ULIPs. In term life policies, lump sum is paid to designated beneficiary in 

case of the death of the insured. Endowment policies provide for periodic payment of 

premiums and a lump sum amount either in the event of death of the insured or on the date of 

expiry of the policy, whichever occurs earlier. Annuities/pension policies give a guaranteed 

income for life or for a certain period. In case of the death, or after the fixed annuity period 

expires for annuity payments, the invested annuity fund is refunded, usually with some 

additional amounts as per the terms of the policy. A ULIP is a life insurance policy which 

provides a combination of risk cover and investment.  

1.3  W HAT IS MEANT  BY A STOCK EXCHANGE ? 

The Securities Contract (Regulation) Act, 1956 [SCRA] defines óStock Exchangeô as any body of 

individuals, whether incorporated or not, constituted for the purpose of assisting, regulating or 

controlling the business of buying, sellin g or dealing in securities. Stock exchange could be a 

regional stock exchange whose area of operation/jurisdiction is specified at the time of its 

recognition or national exchanges, which are permitted to have nationwide trading since inception. 

NSE was in corporated as a national stock exchange.  

1.3.1  What is an óEquityô/Share? 

Total equity capital of a company is divided into equal units of small denominations, each called a 

share. For example, in a company the total equity capital of Rs 200,00,000 is divi ded into 

20,00,000 units of Rs 10 each. Each such unit of Rs 10 is called a Share. Thus, the company then 

is said to have 20,00,000 equity shares of Rs. 10 each. The holders of such shares are 

members/owners of the company to the extent of shareholding and  have voting rights.  

1.3.2  What is a óDebt Instrumentô? 

Debt instrument represents a contract whereby one party lends money to another on pre -

determined terms with regards to rate and periodicity of interest, repayment of principal amount 

by the borrower t o the lender.  

In the Indian securities markets, the term ñbondò is used for debt instruments issued by the 

Central and State governments and public sector organizations and the term ñdebentureò is used 

for instruments issued by private corporate sector.  

1. 3.3  What is a Derivative?  

Derivative is a product whose value is derived from the value of one or more basic variables, called 

underlying. The underlying asset can be equity, index, foreign exchange (forex), commodity or any 

other asset.  
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Derivative product s initially emerged as hedging devices against fluctuations in commodity prices 

and commodity - linked derivatives remained the sole form of such products for almost three 

hundred years. The financial derivatives came into spotlight in post -1970 period due t o growing 

instability in the financial markets. However, since their emergence, these products have become 

very popular and by 1990s, they accounted for about two - thirds of total transactions in derivative 

products.  

1.3.4  What is a Mutual Fund?  

A Mutual Fu nd is a body corporate registered with SEBI (Securities Exchange Board of India) that 

pools money from individuals/corporate investors and invests the same in a variety of different 

financial instruments or securities such as equity shares, Government secu rities, Bonds, 

debentures etc. Mutual funds can thus be considered as financial intermediaries in the investment 

business that collect funds from the public and invest on behalf of the investors. Mutual funds issue 

units to the investors. The appreciation of the portfolio or securities in which the mutual fund has 

invested the money leads to an appreciation in the value of the units held by investors. The 

investment objectives outlined by a Mutual Fund in its prospectus are binding on the Mutual Fund 

scheme . The investment objectives specify the class of securities a Mutual Fund can invest in. 

Mutual Funds invest in various asset classes like equity, bonds, debentures, commercial paper and 

government securities. The schemes offered by mutual  

funds vary from fund to fund. Some are pure equity schemes; others are a mix of equity and 

bonds. Investors are also given the option of getting dividends, which are declared periodically by 

the mutual fund, or to participate only in the capital appreciation of the scheme . 

1.3.5  What is an Index?  

An Index shows how a specified portfolio of share prices are moving in order to give an indication 

of market trends. It is a basket of securities and the average price movement of the basket of 

securities indicates the index movem ent, whether upwards or downwards. The main index of the 

NSE is the Nifty 50. The Nifty 50 is a well diversified 51 stock index accounting for 13 sectors of the 

economy. It is used for a variety of purposes such as benchmarking fund portfolios, index based  

derivatives and index funds.  

1.4  W HAT IS A DEPOSITORY ? 

A depository is like a bank wherein the deposits are securities (viz. shares, debentures, bonds, 

Government securities, units etc.) in electronic form.  

1.4.1  What is Dematerialization?  

Dematerializati on is the process by which physical certificates of an investor are converted to an 

equivalent number of securities in electronic form and credited to the investorôs account with his 

Depository Participant (DP).  
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The above is the image of a physical shar e certificate. When this is dematerialised, it will be 

converted to electronic form. The physical certificate will be destroyed and the number of shares 

held will be transferred to the beneficiary account. The report of the DP submitted to the investor 

wil l look like the image below.  

 

 

 

1 .5  W HAT IS MEANT BY óSECURITIES ô? 

The definition of óSecuritiesô as per the Securities Contracts Regulation Act (SCRA), 1956, includes 

instruments such as shares, bonds, scrips, stocks or other marketable securities of sim ilar nature 

in or of any incorporate company or body corporate, Government securities, derivatives of 

securities, units of collective investment scheme, interest and rights in securities, security receipt 

or any other instruments so declared by the Central  Government.  
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To give the exact definition:  

(h) ñsecuritiesò includeð (i) shares, scrips, stocks, bonds, debentures, debenture stock or other 

marketable securities of a like nature in or of any incorporated company or other body corporate; 9 

[(ia) derivativ e; 6 Inserted by the Securities Laws (Amendment) Act, 2004 (w.e.f. 12 -10 -2004). 7 

Inserted by the Securities Laws (Second Amendment) Act, 1999 (w.e.f. 16 -12 -1999). 8 Clause 

(ga) lettered as Cl. (gb) by the Securities Laws (Amendment) Act, 2004 (w.e.f. 12 -10-2004) 9 

Inserted by the Securities Laws (Amendment) Act, 1999 (w.e.f. 22 -02 -2000). (ib) units or any 

other instrument issued by any collective investment scheme to the investors in such schemes;] 

10[(ic)security receipt as defined in clause (zg) of secti on 2 of the Securitisation and 

Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002;] 11 [(id) units 

or any other such instrument issued to the investors under any mutual fund scheme;] 12(ii) 

Government securities; (iia) such o ther instruments as may be declared by the Central 

Government to be securities; and (iii) rights or interest in securities;  

1 .5 .1  What is the function of Securities Market?  

Securities Markets is a place where buyers and sellers of securities can enter into  transactions to 

purchase and sell shares, bonds, debentures etc. Further, it performs an important role of enabling 

corporates, entrepreneurs to raise resources for their companies and business ventures through 

public issues. Transfer of resources from th ose having idle resources (investors) to others who 

have a need for them (corporates) is most efficiently achieved through the securities market. 

Stated formally, securities markets provide channels for reallocation of savings to investments and 

entreprene urship. Savings are linked to investments by a variety of intermediaries, through a 

range of financial products, called óSecuritiesô. 

1 .5 .2  Which are the securities one can invest in?  

Å Shares  

Å Bonds and Debentures  

Å Government Securities  

Å Derivative pro ducts  

Å Units of Mutual Funds  

are some of the securities investors in the securities market can invest in.  

1.6  REGULATOR  

1 .6 .1  Why does Securities Market need Regulators?  

The absence of conditions of perfect competition in the securities markets makes the  role of the 

Regulator extremely important. The regulator ensures that the market participants behave in a 

desired manner so that securities market continues to be a major source of finance for corporate 

and government and the interest of investors are pro tected.  

1 .6 .2  Who regulates the Securities Market?  

The responsibility for regulating the securities market is shared by Department of Economic Affairs 

(DEA), Department of Company Affairs (DCA), Reserve Bank of India (RBI) and Securities and 

Exchange Board  of India (SEBI).  

1 .6 .3  What is SEBI and what is its role?  

The Securities and Exchange Board of India (SEBI) is the regulatory authority in India established 

under Section 3 of SEBI Act, 1992. SEBI Act, 1992 provides for establishment of Securities and 

Exchange Board of India (SEBI) with statutory powers for (a) protecting the interests of investors 
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in securities (b) promoting the development of the securities market and (c) regulating the 

securities market. Its regulatory jurisdiction extends over corporat es in the issuance of capital and 

transfer of securities, in addition to all intermediaries and persons associated with securities 

market. SEBI has been obligated to perform the aforesaid functions by such measures as it thinks 

fit. In particular, it has p owers for:  

Å Regulating the business in stock exchanges and any other securities markets  

Å Registering and regulating the working of stock brokers, sub -brokers etc.  

Å Promoting and regulating self - regulatory organizations  

Å Prohibiting fraudulent and unfai r trade practices  

Calling for information from, undertaking inspection, conducting inquiries and audits of the stock 

exchanges, intermediaries, self - regulatory organizations, mutual funds and other persons 

associated with the securities market.  

1.7  PARTICI PANTS  

1 .7 .1  Who are the participants in the Securities Market?  

The securities market essentially has three categories of participants, namely, the issuers of 

securities, investors in securities and the intermediaries, such as merchant bankers, brokers etc.  

While the corporates and Government raise resources from the securities market to meet their 

obligations, it is households and other corporates and financial institutions that invest their savings 

in the securities market.  

1 .7 .2  Is it necessary to transac t through an intermediary?  

It is advisable to conduct transactions through an intermediary. For example you need to transact 

through a trading member of a stock exchange if you intend to buy or sell any security on stock 

exchanges. This is mandatory as per  SCRA. You need to maintain an account with a depository if 

you intend to hold securities in demat form. You need to deposit money with a banker to an issue if 

you are subscribing to public issues. You get guidance if you are transacting through an 

interme diary. Chose a SEBI registered intermediary, as it is accountable for its activities. The list of 

registered intermediaries is available with exchanges, industry associations and also on the SEBI 

website, www.sebi.gov.in.  

1 .7 .3  What are the segments of Se curities Market?  

The securities market has two interdependent segments: the primary (new issues) market and the 

secondary market. The primary market provides the channel for sale of new securities while the 

secondary market deals in securities previously i ssued.  

POINTS TO REMEMBER  

¶ Investing is the process of employing the savings made in order to make money from the 

savings. There are certain precautions to be taken while investing. The investor should be 

comfortable with the investments made. Earlier inves tments yield better returns. The 

investment mantra is to start early to earn maximum. There are various short and long 

term options of investments including equity and debt. Interest is the amount earned on 

debt. Equity represents ownership in the company and gives returns in the form of 

dividends and capital appreciation. The purchase and sale of equity is governed by stock 

exchanges. The movement of the markets is represented by the index. Other products 

include derivatives which are derived from equity, debt as underlying assets and mutual 

funds which invest professionally in the markets. Almost all dealings on the stock exchange 

are through dematerialised securities, which are financial securities in electronic form.  
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¶ Securities markets comprise financi al securities like shares, bonds and debentures, mutual 

fund units, Government securities, derivatives. The securities markets is a means for buying 

and selling financial markets through intermediaries. It is regulated by the Department of 

Company Affairs,  the Department of Economic Affairs, SEBI and RBI. SEBI is the apex 

regulator responsible for primary regulation of securities markets. Securities markets 

consist of primary markets -  being market of first issue and secondary markets ï being 

trading in lis ted securities.  
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UNIT - 2  Primary  and Secondary  Market  

2 .1  W HAT IS THE R OLE OF THE óPRIMARY M ARKETô? 

The primary market provides the channel for sale of new securities. Primary market provides 

opportunity to issuers of securiti es; Government as well as corporates, to raise resources to meet 

their requirements of investment and/or discharge some obligation.  

They may issue the securities at face value, or at a discount/premium and these securities may 

take a variety of forms such as equity, debt etc. They may issue the securities in domestic market 

and/or international market.  

2 .1.1  What is meant by Face Value of a share/debenture?  

The nominal or stated amount (in Rs.) assigned to a security by the issuer. For shares, it is the 

ori ginal cost of the stock shown on the certificate; for bonds, it is the amount paid to the holder at 

maturity. It is also known as par value or simply par. For an equity share, the face value is usually 

a very small amount (Rs. 5, Rs. 10) and does not have much bearing on the price of the share, 

which may quote higher in the market, at Rs. 100 or Rs. 1,000 or any other price as the market 

decides. For a debt security, face value is the amount repaid to the investor when the bond 

matures (usually, Government securities and corporate bonds have a face value of Rs. 100). The 

price at which the security trades depends on the fluctuations in the interest rates in the economy.  

2 .1.2  What do you mean by the term Premium and Discount in a Security Market?  

Securities are generally issued in denominations of Rs. 5, Rs. 10 or Rs. 100. This is known as the 

Face Value or Par Value of the security as discussed earlier. When a security is sold above its face 

value, it is said to be issued at a Premium and if it is sold at le ss than its face value, then it is said 

to be issued at a Discount. Normally, issues are made at premium. Discount issues are rarely 

made.  

2 .2  I SSUE OF SHARES  

2 .2.1  Why do companies need to issue shares to the public?  

Most companies are usually started pri vately by their promoter(s). However, the promotersô capital 

and the borrowings from banks and financial institutions may not be sufficient for setting up or 

running the business over a long term, especially when the business grows and looks to expand. 

So companies invite the public to contribute towards the equity and issue shares to individual 

investors. The way to invite share capital from the public is through a óPublic Issueô. Simply stated, 

a public issue is an offer to the public to subscribe to the share capital of a company. Once this is 

done, the company allots shares to the applicants as per the prescribed rules and regulations laid 

down by SEBI.  

2 .2.2  What are the different kinds of issues?  

Primarily, issues can be classified as a Public, Rights or Preferential issues (also known as private 

placements). While public and rights issues involve a detailed procedure, private placements or 

preferential issues are relatively simpler. The classification of issues is illustrated below:  

Å Initial Public Of fering (IPO) is when an unlisted company makes either a fresh issue of 

securities or an offer for sale of its existing securities or both for the first time to the public. This 

paves the way for listing and trading of the issuerôs securities. 
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Å A follow on  public offering (Further Issue) is when an already listed company makes 

either a fresh issue of securities to the public or an offer for sale to the public, through an offer 

document.  

Å Rights Issue is when a listed company proposes to issue fresh securit ies to its existing 

shareholders as on a record date. The rights are normally offered in a particular ratio to the 

number of securities held prior to the issue. For example, in a rights issue of 1:1, one new equity 

share is issued for every equity share he ld by the shareholders. Hence, the shareholding of the 

investor doubles after the rights issue. This route is best suited for companies who would like to 

raise capital without diluting the stake of its existing shareholders.  

Å A Preferential issue is an is sue of shares or of convertible securities by listed companies to a 

select group of persons under Section 62 of the Companies Act, 2013 which is neither a rights 

issue nor a public issue. This is a faster way for a company to raise equity capital. The issu er 

company has to comply with the Companies Act and the requirements contained in the Chapter 

pertaining to preferential allotment in SEBI guidelines which inter -  alia include pricing, disclosures 

in notice etc.  

Classification of Issues  

 

 

2 .3  W HAT IS MEAN T BY I SSUE PRICE ? 

The price at which a companyôs shares are offered initially in the primary market is called as the 

Issue price. When they begin to be traded, the market price may be above or below the issue 

price. Students can follow trades of public iss ues on the NSE website to see whether the security is 

being traded above or below the issue price.  

2 .3.1  What is meant by Market Capitalisation?  

The market value of a quoted company, which is calculated by multiplying its current share price 

(market price ) by the number of shares in issue is called as market capitalization. E.g. Company A 

has 120 million shares in issue. The current market price is Rs. 100. The market capitalisation of 

company A is Rs. 12000 million.  

2 .3.2  What is the difference between pu blic issue and private placement?  

When an issue is not made to only a select set of people but is open to the general public and any 

other investor at large, it is a public issue. But if the issue is made to a select set of people, it is 

called private pla cement. As per Companies Act, 2013, an issue becomes public if it results in 

allotment to 50 persons or more. This means an issue can be privately placed where an allotment 

is made to less than 50 persons excluding Qualified Institutional Buyers and Employ ee Stock 

Options.  
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2 .4  W HAT IS AN I NITIAL PUBLIC OFFER (IPO)?  

An Initial Public Offer (IPO) is the selling of securities to the public in the primary market. It is 

when an unlisted company makes either a fresh issue of securities or an offer for sale of it s existing 

securities or both for the first time to the public. This paves way for listing and trading of the 

issuerôs securities. The sale of securities can be either through book building or through normal 

public issue.  

2 .4.1  Who decides the price of an issue?  

Indian primary market ushered in an era of free pricing in 1992. Following this, the guidelines have 

provided that the issuer in consultation with Merchant Banker shall decide the price. There is no 

price formula stipulated by SEBI. SEBI does not pl ay any role in price fixation. The company and 

merchant bankers are however required to give full disclosures of the parameters which they had 

considered while deciding the issue price. There are two types of issues, one where company and 

Lead Merchant Ban ker fix a price (called fixed price) and other, where the company and the Lead 

Manager (LM) stipulate a floor price or a price band and leave it to market forces to determine the 

final price (price discovery through book building process). Nowadays, all is sues are normally done 

through the book built route. However, the fixed price route has been kept open to allow small and 

medium enterprises to offer shares on the SME platform of the exchanges.  

2 .4.2  What does óprice discovery through Book Building Processô mean? 

Book Building is basically a process used in IPOs for efficient price discovery. It is a mechanism 

where, during the period for which the IPO is open, bids are collected from investors at various 

prices, which are above or equal to the floor price . The offer price is determined after the bid 

closing date.  

2 .4.3  What is the main difference between offer of shares through book building and 

offer of shares through normal public issue?  

Price at which securities will be allotted is not known in case of offer of shares through Book 

Building while in case of offer of shares through normal public issue, price is known in advance to 

investor. Under Book Building, investors bid for shares at the floor price or above and after the 

closure of the book building process the price is determined for allotment of shares.  

In case of Book Building, the demand can be known everyday as the book is being built. But in 

case of the public issue the demand is known at the close of the issue.  

2 .4.4  What is Cut - Off Price?  

In a  Book building issue, the issuer is required to indicate either the price band or a floor price in 

the prospectus. The actual discovered issue price can be any price in the price band or any price 

above the floor price. This issue price is called ñCut-Off Priceò. The issuer and lead manager decides 

this after considering the book and the investorsô appetite for the stock 

2 .4.5  What is the floor price in case of book building?  

Floor price is the minimum price at which bids can be made.  

2 .4.6  What is a Price Band in a book built IPO?  

The prospectus may contain either the floor price for the securities or a price band within which the 

investors can bid. The spread between the floor and the cap of the price band shall not be more 

than 20%. In other words, it mea ns that the cap should not be more than 120% of the floor price. 

The price band can have a revision and such a revision in the price band shall be widely 

disseminated by informing the stock exchanges, by issuing a press release and also indicating the 

chan ge on the relevant website and the terminals of the trading members participating in the book 
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building process. In case the price band is revised, the bidding period shall be extended for a 

further period of three days, subject to the total bidding period not exceeding ten days.  

2 .4.7  Who decides the Price Band?  

It may be understood that the regulatory mechanism does not play a role in setting the price for 

issues. It is up to the company to decide on the price or the price band, in consultation with 

Mercha nt Bankers.  

2 .4.8  What is minimum number of days for which a bid should remain open during 

book building?  

The Book should remain open for a minimum of 3 days.  

2 .4.9  Can open outcry system be used for book building?  

No. As per SEBI, only electronically link ed transparent facility is allowed to be used in case of book 

building. The bids are submitted online only so that the total amount bid for is always transparently 

known. This facility/platform is provided by the exchanges.  

2 .4.10  Can the individual invest or use the book building facility to make an application?  

Yes.  

2 .4.11  How does one know if shares are allotted in an IPO/offer for sale? What is the 

timeframe for getting refund if shares not allotted?  

As per SEBI (Issue of Capital and Disclosure Requirem ents) Regulations, 2009 the Basis of 

Allotment should be completed with 4 working days from the issue close date. As soon as the basis 

of allotment is completed, within a working day the details of credit to demat account / allotment 

advice and despatch of  refund order needs to be completed. So an investor should know in about 5 

working days time from the closure of issue, whether shares are allotted to him or not.  

2 .4.12  What is ASBA?  

ASBA means ñApplication Supported by Blocked Amountò. ASBA is an application containing an 

authorization to block the application money in the bank account, for subscribing to an issue. If an 

investor is applying through ASBA, his application money shall be debited from the bank account 

only if his/her application is selected  for allotment after the basis of allotment is finalized, or the 

issue is withdrawn/failed.  

Under ASBA facility, investors can apply in any public/ rights issues by using their bank account. 

Investor submits the ASBA form (available at the designated branc hes of the banks acting as Self 

Certified Syndicated Banks (SCSBs)) after filling the details like name of the applicant, PAN 

number, demat account number, bid quantity, bid price and other relevant details, to their banking 

branch by giving an instruction  to block the amount in their account. In turn, the bank will upload 

the details of the application in the bidding platform. Investors shall ensure that the details that are 

filled in the ASBA form are correct otherwise the form is liable to be rejected.  

From 1 st  January 2016, it is mandatory that all public issues are subscribed through ASBA only.  

2 .4.13  How long does it take to get the shares listed after issue?  

It takes 6 working days after the closure of the book built issue.  

2 .4.14  What is the role of  a óRegistrarô to an issue? 

The Registrar finalizes the list of eligible allottees after deleting the invalid applications and ensures 

that the corporate action for crediting of shares to the demat accounts of the applicants is done 
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and the dispatch of ref und orders to those applicable are sent. The Lead Manager coordinates with 

the Registrar to ensure follow up so that that the flow of applications from collecting bank 

branches, processing of the applications and other matters till the basis of allotment i s finalized, 

dispatch security certificates and refund orders completed and securities listed.  

2 .4.15  Does NSE provide any facility for IPO?  

Yes. NSEôs electronic trading network spans across the country providing access to investors in 

remote areas. NSE d ecided to offer this infrastructure for conducting online IPOs through the Book 

Building process. NSE operates a fully automated screen based bidding system called NEAT IPO 

that enables trading members to enter bids directly from their offices through a so phisticated 

telecommunication network.  

Book Building through the NSE system offers several advantages:  

The NSE system offers a nationwide bidding facility in securities  

It provides a fair, efficient & transparent method for collecting bids using the latest  electronic 

trading systems  

Costs involved in the issue are far less than those in a normal IPO  

The system reduces the time taken for completion of the issue process  

The IPO market timings are from 10.00 a.m. to 5.00 p.m.  

2 .5  W HAT IS A PROSPECTUS ? 

A large number of new companies float public issues. While a large number of these companies are 

genuine, a few may want to exploit the investors. Therefore, it is very important that an investor 

before applying for any issue identifies future potential of a compa ny. A part of the guidelines 

issued by SEBI (Securities and Exchange Board of India) is the disclosure of information to the 

public. This disclosure includes information like the reason for raising the money, the way money is 

proposed to be spent, the retu rn expected on the money etc. This information is in the form of 

óProspectusô which also includes information regarding the size of the issue, the current status of 

the company, its equity capital, its current and past performance, the promoters, the proje ct, cost 

of the project, means of financing, product and capacity etc. It also contains lot of mandatory 

information regarding underwriting and statutory compliances. This helps investors to evaluate 

short term and long term prospects of the company.  

2 .5.1  What does Draft Offer documentô mean? 

óOffer documentô means Prospectus in case of a public issue or offer for sale and Letter of Offer in 

case of a rights issue which is filed with the Registrar of Companies (ROC) and Stock Exchanges 

(SEs). An offer docu ment covers all the relevant information to help an investor to make his/her 

investment decision.  

óDraft Offer documentô means the offer document in draft stage. The draft offer documents are filed 

with SEBI, at least 30 days prior to the registration of r ed herring prospectus or prospectus with 

ROC. SEBI may specify changes, if any, in the draft Offer Document and the issuer or the lead 

merchant banker shall carry out such changes in the draft offer document before filing the Offer 

Document with ROC. The D raft Offer Document is available on the SEBI website for public 

comments for a period of 21 days from the filing of the Draft Offer Document with SEBI.  

Red Herring Prospectus is a prospectus, which does not have details of either price or number of 

shares  being offered, or the amount of issue. This means that in case price is not disclosed, the 

number of shares and the upper and lower price bands are disclosed.  

2 .5.2  What is an óAbridged Prospectusô? 
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óAbridged Prospectusô is a shorter version of the Prospectus and contains all the salient features of 

a Prospectus. It accompanies the application form of public issues.  

2 .5.3  Who prepares the óProspectusô/ôOffer Documentsô? 

Generally, the public issues of companies are handled by óMerchant Bankersô who are res ponsible 

for getting the project appraised, finalizing the cost of the project, profitability estimates and for 

preparing of óProspectusô. The óProspectusô is submitted to SEBI for its approval. 

2 .5.4  What does one mean by óLock-inô? 

óLock-inô indicates a freeze on the sale of shares for a certain period of time. SEBI guidelines have 

stipulated lock - in requirements on shares of promoters mainly to ensure that the promoters or 

main persons, who are controlling the company, shall continue to hold some minimum  percentage 

in the company after the public issue.  

2 .6  W HAT IS MEANT BY óLISTING OF SECURITIES ô? 

Listing means admission of securities of an issuer to trading privileges (dealings) on a stock 

exchange through a formal agreement. The prime objective of admi ssion to dealings on the 

exchange is to provide liquidity and marketability to securities, as also to provide a mechanism for 

effective control and supervision of trading. In other words, listed securities can be traded on the 

stock exchanges where they ar e listed. After the allotment and on the listing day, a listing 

ceremony is performed where the shares open for trading.  

2 .6.1  What is a óListing Agreementô? 

At the time of listing securities of a company on a stock exchange, the company is required to 

ent er into a listing agreement with the exchange. The listing agreement specifies the terms and 

conditions of listing and the disclosures that shall be made by a company on a continuous basis to 

the exchange.  

2 .6.2  What does óDelisting of securitiesô mean? 

The term ñDelisting of securitiesô means permanent removal of securities of a listed company from 

a stock exchange. As a consequence of delisting, the securities of that company would no longer be 

traded at that stock exchange.  

2 .7  W HAT IS SEBIôS ROLE IN AN I SSUE ? 

Any company making a public issue or a listed company making a rights issue of value of more 

than Rs 50 lakhs is required to file a draft offer document with SEBI for its observations. The 

company can proceed further on the issue only after getting observations from SEBI. The validity 

period of SEBIôs observation letter is three months only i.e. the company has to open its issue 

within three months period after the observations are issued by SEBI.  

2 .7.1  Does it mean that SEBI recommends an issue?  

SEBI does not recommend any issue nor does it take any responsibility either for the financial 

soundness of any scheme or the project for which the issue is proposed to be made or for the 

correctness of the statements made or opinions expressed in the offer d ocument. SEBI mainly 

scrutinizes the issue for seeing that adequate disclosures are made by the issuing company in the 

prospectus or offer document.  

2 .7.2  Does SEBI tag make oneôs money safe? 

The investors should make an informed decision purely by themsel ves based on the contents 

disclosed in the offer documents. SEBI does not associate itself with any issue/issuer and should in 
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no way be construed as a guarantee for the funds that the investor proposes to invest through the 

issue. However, the investors a re generally advised to study all the material facts pertaining to the 

issue including the risk factors before considering any investment. They are strongly warned 

against relying on any ótipsô or news through unofficial means. 

2 .8  FOREIGN CAPITAL I SSUANCE  

2 .8.1  Can companies in India raise foreign currency resources?  

Yes. Indian companies are permitted to raise foreign currency resources through two main sources: 

a) issue of foreign currency convertible bonds more commonly known as FCCBs and b) issue of 

ordinary shares through depository receipts namely óGlobal Depository Receipts (GDRs)/American 

Depository Receipts (ADRs)ô to foreign investors i.e. to the institutional investors or individual 

investors.  

2 .8.2  What is an American Depository Receipt?  

An Amer ican Depositary Receipt (ñADRò) is a physical certificate evidencing ownership of American 

Depositary Shares (ñADSsò). The term is often used to refer to the ADSs themselves. 

2 .8.3  What is an ADS?  

An American Depositary Share (ñADSò) is a U.S. dollar denominated form of equity ownership in a 

non -U.S. company. It represents the foreign shares of the company held on deposit by a custodian 

bank in the companyôs home country and carries the corporate and economic rights of the foreign 

shares, subject to the ter ms specified on the ADR certificate.  

One or several ADSs can be represented by a physical ADR certificate. The terms ADR and ADS are 

often used interchangeably.  

ADSs provide U.S. investors with a convenient way to invest in overseas securities and to trade  

non -U.S. securities in the U.S. ADSs are issued by a depository bank, such as JPMorgan Chase 

Bank. They are traded in the same manner as shares in U.S. companies, on the New York Stock 

Exchange (NYSE) and the American Stock Exchange (AMEX) or quoted on NA SDAQ and the over -

the -counter (OTC) market.  

Although ADSs are U.S. dollar denominated securities and pay dividends in U.S. dollars, they do 

not eliminate the currency risk associated with an investment in a non -U.S. company.  

2 .8.4  What is meant by Global D epository Receipts?  

Global Depository Receipts (GDRs) may be defined as a global finance vehicle that allows an issuer 

to raise capital simultaneously in two or markets through a global offering. GDRs may be used in 

public or private markets inside or outs ide the US. The term GDR, though, normally applies to 

issues outside the US. GDR, a negotiable certificate usually represents companyôs traded 

equity/debt. The underlying shares correspond to the GDRs in a fixed ratio say 1 GDR=10 shares.  

2 .8.5  What is mea nt by Foreign Currency Convertible Bonds?  

As per definition given by RBI, óForeign Currency Convertible Bondô (FCCB) means a bond issued by 

an Indian company expressed in foreign currency, and the principal and interest in respect of which 

is payable in fo reign currencyô. These are bonds that are convertible to equity after a certain period 

of time at the option of the bond holder. These are issued in the international markets by Indian 

companies.  
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2.9  I NTRODUCTION  

2 .9 .1  What is meant by Secondary market?  

Secondary market refers to a market where securities are traded after being initially offered to the 

public in the primary market and/or listed on the Stock Exchange. Majority of the trading in 

securities markets is carried out in the secondary market. It  is a market where seller and buyers 

meet directly and the issuer does not meet the investor as it is listed securities that are bought and 

sold. Secondary market comprises of equity markets and debt markets.  

2 .9 .2  What is the role of the Secondary Market?  

For the general investor, the secondary market provides an efficient platform for trading of his 

securities. For the management of the company, secondary equity markets serve as a monitoring 

and control conduit ðby facilitating value -  enhancing control act ivities, enabling implementation of 

incentive -based management contracts, and aggregating information (via price discovery) that 

guides management decisions. Secondary markets are regulated markets where all transactions 

are carried out through stock excha nges. Hence it is a safe platform for investors. And listed 

companies have to abide by stringent rules and regulations which acts as a quality control on 

them.  

2 .9 .3  What is the difference between the Primary Market and the Secondary Market?  

In the primary  market, securities are offered to public for subscription for the purpose of raising 

capital or fund. Here, the investors and issuers are in direct contact for purchase and sale of 

securities. Secondary market is an equity trading venue in which already e xisting/pre - issued 

securities are traded among investors. Here, only the investors are in contact with each other and 

there is no contact between issuers and investors for purchase and sale of securities. Secondary 

market could be either auction or dealer market. While stock exchange is the part of an auction 

market, Over - the -Counter (OTC) is a part of the dealer market.  

2 .10  STOCK EXCHANGE  

2 .10 .1  What is the role of a Stock Exchange in buying and selling shares?  

The stock exchanges in India, under the over all supervision of the regulatory authority, the 

Securities and Exchange Board of India (SEBI), provide a trading platform, where buyers and 

sellers can meet to transact in securities. The trading platform provided by NSE is an electronic one 

and there is no need for buyers and sellers to meet at a physical location to trade. They can trade 

through the computerized trading screens available with the NSE trading members or the internet 

based trading facility provided by the trading members of NSE.  

2 .10 .2  Wha t is Demutualisation of stock exchanges?  

Demutualisation refers to the legal structure of an exchange whereby the ownership, the 

management and the trading rights at the exchange are segregated from one another.  

2 .10 .3  How is a demutualised exchange diffe rent from a mutual exchange?  

In a mutual exchange, the three functions of ownership, management and trading are concentrated 

into a single Group. Here, the broker members of the exchange are both the owners and the 

traders on the exchange and they further manage the exchange as well. This at times can lead to 

conflicts of interest in decision making. A demutualised exchange, on the other hand, has all these 

three functions clearly segregated, i.e. the ownership, management and trading are in separate 

hands.  
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2.11 DEPOSITORY  

2.11.1  HOW IS A DEPOSITORY S IMILAR TO A BANK ? 

A Depository can be compared with a bank, which holds the funds for depositors. An analogy 

between a bank and a depository may be drawn as follows:  

BANK  DEPOSITORY  

Holds funds in an account  Hold securities in an account  

Transfers funds between accounts on the 

instruction of the account holder  
Transfers securities between accounts on 

the instruction of the account holder.  

Facilitates transfers without  

having to handle money  
Facilitates transf ers of ownership  

without having to handle securities.  

Facilitates safekeeping of  

Money  
Facilitates safekeeping of shares.  

2 .11.2  W HICH ARE THE DEPOSIT ORIES IN I NDIA ? 

There are two depositories in India which provide dematerialization of securities. The N ational 

Securities Depository Limited (NSDL) and Central Depository Services (India) Limited (CDSL).  

1 .  What are the benefits of participation in a depository?  

The benefits of participation in a depository are:  

Å Immediate transfer of securities  

Å No stamp du ty on transfer of securities  

Å Elimination of risks associated with physical certificates such as bad delivery, fake securities, 

etc.  

Å Reduction in paperwork involved in transfer of securities  

Å Reduction in transaction cost  

Å Ease of nomination facility  

Å Change in address recorded with DP gets registered electronically with all companies in which 

investor holds securities eliminating the need to correspond with each of them separately  

Å Transmission of securities is done directly by the DP eliminating co rrespondence with 

companies  

Å Convenient method of consolidation of folios/accounts  

Å Holding investments in equity, debt instruments and Government securities in a single 

account; automatic credit into demat account, of shares, arising out of 

split/consol idation/merger etc.  

2 .  Who is a Depository Participant (DP)?  

The Depository provides its services to investors through its agents called depository participants 

(DPs). These agents are appointed by the depository with the approval of SEBI. According to SEBI 

regulations, amongst others, three categories of entities, i.e. Banks, Financial Institutions and SEBI 

registered trading members can become DPs. Normally brokers and banks themselves offer DP 

services in order to provide all services to the investors throu gh a single window.  
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3 .  Does one need to keep any minimum balance of securities in his account with his 

DP?  

No. The depository has not prescribed any minimum balance. You can have zero balance in your 

account.  

4 .  What is an ISIN?  

ISIN (International Securities Id entification Number) is a unique identification number for a 

security.  

5 .  What is a Custodian?  

A Custodian is basically an organisation, which helps register and safeguard the securities of its 

clients. Besides safeguarding securities, a custodian also keeps track of corporate actions on behalf 

of its clients. A custodian is also responsible for the following functions:  

Å Maintaining a clientôs securities account 

Å Collecting the benefits or rights accruing to the client in respect of securities  

Å Keeping the client informed of the actions taken or to be taken by the issue of securities, 

having a bearing on the benefits or rights accruing to the client.  

6 .  How can one convert physical holding into elec tronic holding i.e. how can one 

dematerialise securities?  

In or der to dematerialise physical securities one has to fill in a Demat Request Form (DRF) which is 

available with the DP and submit the same along with physical certificates one wishes to 

dematerialise. Separate DRF has to be filled for each ISIN number.  

7 .  Can odd lot shares be dematerialised?  

Yes, odd lot share certificates can also be dematerialised.  

8 .  Do dematerialised shares have distinctive numbers?  

Dematerialised shares do not have any distinctive numbers. These shares are fungible, which 

means that all the holdings of a particular security will be identical and interchangeable.  

9 .  Can electronic holdings be converted into Physical certificates?  

Yes. The process is called Rematerialisation. If one wishes to get back your securities in the 

physical form one has t o fill in the Remat Request Form (RRF) and request your DP for 

rematerialisation of the balances in your securities account.  

10 .  Can one dematerialise his debt instruments, mutual fund units, Government 

securities in his demat account?  

Yes. You can demateriali se and hold all such investments in a single demat account.  

POINTS TO REMEMBER  

Secondary markets, as opposed to primary markets, are regulated markets for dealing in listed 

securities. Here, the investors buy and sell between themselves and there is no con tact between 

investor and issuer. Stock exchanges are the medium through which these transactions take place. 

NSE has an online platform, NEAT, which facilitates such trading. Only brokers can trade on stock 
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exchanges. The investor can place the trades thr ough brokers by direct meeting, email, internet, 

sms or phone. The trade is confirmed through a contract note. There are certain precautions that 

an investor must take before investing. The securities traded here include equity, bonds, mutual 

fund units an d derivatives. It is advisable to have a diversified portfolio, investing in different asset 

classes.  

 

Primary markets are markets for first issue of securities. Primary issues can be either public issues 

or private placements. The price of issues can be e ither fixed or found out through book building. 

The chief intermediaries in primary markets are the merchant bankers who lead the company 

through public issues. SEBI also allows foreign issuances by way of American and Global 

Depository Receipts and Foreig n Currency Convertible Bonds. Public issues are monitored by SEBI 

and made through issue of prospectus. Once the issue is completed, the securities are listed on a 

stock exchange.  

Depositories hold securities in the accounts of the investors or beneficiari es. These are only for 

dematerialised securities. The depositories hold these through their depository participants. All 

securities can be dematerialised. The demat securities do not have distinctive numbers. They are 

fungible, i.e., every security is like  every other security. Custodians helps register and safeguard 

the securities of its clients.  

 

2 .12  STOCK TRADING  

2 .12 .1  What is Screen Based Trading?  

The trading on stock exchanges in India used to take place through open outcry without use of 

information  technology for immediate matching or recording of trades. This was time consuming 

and inefficient. This imposed limits on trading volumes and efficiency. In order to provide 

efficiency, liquidity and transparency, NSE introduced a nationwide, on - line, ful ly -automated screen 

based trading system (SBTS) where a member can punch into the computer the quantities of a 

security and the price at which he would like to transact, and the transaction is executed as soon 

as a matching sell or buy order from a counter  party is found.  

 

2 .12 .2  What is NEAT?  

NSE is the first exchange in the world to use satellite communication technology for trading. Its 

trading system, called National Exchange for Automated Trading (NEAT), is a state of - the -art client 

server based applic ation. At the server end all trading information is stored in an in -memory 

database to achieve minimum response time and maximum system availability for users. It has 

uptime record of 99.7%. For all trades entered into NEAT system, there is uniform respons e time of 

less than one second.  
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2 .12 .3  How to place orders with the broker?  

You may go to the brokerôs office or place an order on the phone/internet/SMS or as defined in the 

Model Agreement, which every client needs to enter into with his or her broker.  

2 .12 .4  How does an investor get access to internet based trading facility?  

There are many brokers of the NSE who provide internet based trading facility to their clients. 

Internet based trading enables an investor to buy/sell securities through internet whi ch can be 

accessed from a computer at the investorôs residence or anywhere else where the client can access 

the internet. Investors need to get in touch with an NSE broker providing this service to avail of 

internet based trading facility. The investor is provided with a user name and password with which 

he can login to the brokerôs website and place his orders. Only on such login will the broker accept 

the order for security reasons.,  

2 .12 .5  What are the other means of trading?  

While personally meeting the  broker and placing the order and phone trading have been in 

existence for some time, nowadays, the brokers allow trading through SMS as well. Again there are 

security measures like using registered phone or cell number, password usage and identification 

through security questions.  

2 .12 .6  What is a Contract Note?   

A contract Note is a confirmation of trades done on a particular day on behalf of the client by a 

trading member. It imposes a legally enforceable relationship between the client and the trading 

member with respect to purchase/sale and settlement of trades. It also helps to settle 

disputes/claims between the investor and the trading member. It is a prerequisite for filing a 

complaint or arbitration proceeding against the trading member in case of a dispute. A valid 

contract note should be in the prescribed form, contain the details of trades, stamped with 

requisite value and duly signed by the authorized signatory. Contract notes are kept in duplicate, 

the trading member and the client should keep one copy each. After verifying the details contained 

therein, the client keeps one copy and returns the second copy to the trading member duly 

acknowledged by him.  

2.12 .7  What details are required to be mentioned on the contract note issued by the 

stock br oker?  

A broker has to issue a contract note to clients for all transactions in the form specified by the 

stock exchange. The contract note inter -alia should have following:  

Å Name, address and SEBI Registration number of the Member broker.  

Å Name of partne r/proprietor/Authorised Signatory.  

Å Dealing Office Address/Tel. No./Fax no., Code number of the member given by the Exchange.  

Å Contract number, date of issue of contract note, settlement number and time period for 

settlement.  

Å Constituent (Client) name/ Code Number.  

Å Order number and order time corresponding to the trades.  

Å Trade number and Trade time.  

Å Quantity and kind of Security bought/sold by the client.  

Å Brokerage and Purchase/Sale rate.  

Å Service tax rates, Securities Transaction Tax and any ot her charges levied by the broker.  
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Å Appropriate stamps have to be affixed on the contract note or it must be mentioned that the 

consolidated stamp duty is paid.  

Å Signature of the Stock broker/Authorized Signatory.  

A sample contract note is given below for  reference:  

 

2 .12 .8  What is the maximum brokerage that a broker can charge?  

The maximum brokerage that can be charged by a broker from his clients as commission cannot be 

more than 2.5% of the value mentioned in the respective purchase or sale note. Howev er, it is 

upto the broker to charge less and many also do so. Hence, SEBI only prescribes the maximum 

brokerage chargeable and not the minimum.  

2 .12 .9  Why should one trade on a recognized stock exchange only for buying/selling 

shares?  

An investor does not get any protection if he trades outside a stock exchange. Trading at the 

exchange offers investors the best prices prevailing at the time in the market, lack of any counter -

party risk which is assumed by the clearing corporation, access to investor grievan ce and redressal 

mechanism of stock exchanges, protection upto a prescribed limit, from the Investor Protection 

Fund etc. It is also mandatory by the SCRA that any trades on a stock exchange are to be routed 

through brokers only. The investor grievance red ressal mechanism can be activated only if the 

investor transacts through a broker on a recognised stock exchange and not one on one.  

2 .12 .10  How to know if the broker or sub broker is registered?  

One can confirm it by verifying the registration certificate  issued by SEBI. A brokerôs registration 

number begins with the letters óINBô and that of a sub broker with the letters óINSô. SEBI website 

carries the list of registered brokers and sub brokers. Hence, registration can be verified there also.  
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2.13  W HAT PR ECAUTIONS MUST ONE T AKE BEFORE INVESTING  IN THE STOCK MARKETS ? 

2 .13 .1  Here are some useful pointers to bear in mind before you invest in the markets:  

Å Make sure your broker is registered with SEBI and the exchanges and do not deal with 

unregistered interm ediaries.  

Å Ensure that you receive contract notes for all your transactions from your broker within one 

working day of execution of the trades.  

Å All investments carry risk of some kind. Investors should always know the risk that they are 

taking and inves t in a manner that matches their risk tolerance.  

Å Do not be misled by market rumours, wrong advertisement or óhot tipsô of the day. 

Å Take informed decisions by studying the fundamentals of the company.  

Å Find out the business the company is into, its fut ure prospects, quality of management, past 

track record etc. Sources of knowing about a company are through annual reports, economic 

magazines, databases available with vendors or your financial advisor.  

Å If your financial advisor or broker advises you to  invest in a company you have never heard of, 

be cautious. Spend some time checking out about the company before investing.  

Å Do NOT invest in any security or company that you are not comfortable with even if the broker 

strongly recommends. You should be firm and invest only where you want to.  

Å Do not be attracted by announcements of fantastic results/news reports, about a company. Do 

your own research before investing in any stock.  

Å Do not be attracted to stocks based on what an internet website promote s, unless you have 

done adequate study of the company.  

Å Investing in very low priced stocks or what are known as penny stocks does not guarantee 

high returns.  

Å Be cautious about stocks which show a sudden spurt in price or trading activity.  

Å Any advise or tip that claims that there are huge returns expected, especially for acting 

quickly, may be risky and may to lead to losing some, most, or all of your money.  

2 .13 .2  What Doôs and Donôts should an investor bear in mind when investing in the stock 

markets ? 

Å Ensure that the intermediary (broker/sub -broker) has a valid SEBI registration certificate.  

Å Enter into an agreement with your broker/sub -broker setting out terms and conditions clearly.  

Å Ensure that you give all your details in the óKnow Your Clientô form. 

Å Ensure that you read carefully and understand the contents of the óRisk Disclosure Documentô 

and then acknowledge it.  

Å Insist on a contract note issued by your broker only, for trades done each day.  

Å Ensure that you receive the contract note fr om your broker within 24 hours of the transaction.  

Å Ensure that the contract note contains details such as the brokerôs name, trade time and 

number, transaction price, brokerage, service tax, securities transaction tax etc. and is signed 

by the Authorised  Signatory of the broker.  

Å To cross check genuineness of the transactions, log in to the NSE website ( www.nseindia.com ) 

and go to the ótrade verificationô facility extended by NSE. Issue account payee 

cheques/demand drafts in the name of your broker only,  as it appears on the contract 

note/SEBI registration certificate of the broker.  
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Å While delivering shares to your broker to meet your obligations, ensure that the delivery 

instructions are made only to the designated account of your broker only.  

Å Insist on periodical statement of accounts of funds and securities from your broker. Cross 

check and reconcile your accounts promptly and in case of any discrepancies bring it to the 

attention of your broker immediately. Please ensure that you receive payments/de liveries from 

your broker, for the transactions entered by you, within one working day of the payout date.  

Å Ensure that you do not undertake deals on behalf of others or trade on your own name and 

then issue cheques from a family membersô/ friendsô bank accounts.  

Å Similarly, the Demat delivery instruction slip should be from your own Demat account, not 

from any other family membersô/friendsô accounts. 

Å Do not sign blank delivery instruction slip(s) while meeting security payin obligation.  

Å No intermedia ry in the market can accept deposit assuring fixed returns.  

Å Hence do not give your money as deposit against assurances of returns.  

Å ñPortfolio Management Servicesô could be offered only by intermediaries having specific 

approval of SEBI for PMS. Hence, do not part your funds to unauthorized persons for Portfolio 

Management.  

Å Delivery Instruction Slip is a very valuable document. Do not leave signed blank delivery 

instruction slips with anyone. While meeting pay in obligation make sure that correct ID of  

authorised intermediary is filled in the Delivery Instruction Form.  

Å Be cautious while taking funding form authorised intermediaries as these transactions are not 

covered under Settlement Guarantee mechanisms of the exchange.  

Å Insist on execution of all  orders under unique client code allotted to you. Do not accept trades 

executed under some other client code to your account.  

Å When you are authorising someone through óPower of Attorneyô for operation of your DP 

account, make sure that:  

Å Your authorizat ion is in favour of registered intermediary only.  

Å Authorisation is only for limited purpose of debits and credits arising out of valid transactions 

executed through that intermediary only.  

Å You verify DP statement periodically say every month/ fortnight  to ensure that no 

unauthorised transactions have taken place in your account.  

Å Authorization given by you has been properly used for the purpose for which authorization has 

been given.  

Å In case you find wrong entries please report in writing to the auth orized intermediary.  

Å Donôt accept unsigned/duplicate contract note. 

Å Donôt accept contract note signed by any unauthorised person. 

Å Donôt delay payment/deliveries of securities to broker. 

Å In the event of any discrepancies/disputes, please bring them to the notice of the broker 

immediately in writing (acknowledged by the broker) and ensure their prompt rectification.  

In case of sub -broker disputes, inform the main broker in writing about the dispute at the earliest. 

If your broker/sub -broker does not r esolve your complaints within a reasonable period please bring 

it to the attention of the óInvestor Services Cellô of the NSE. 

While lodging a complaint with the óInvestor Grievances Cellô of the NSE, it is very important that 

you submit copies of all rele vant documents like contract notes, proof of payments/delivery of 

shares etc., along with the complaint. Remember, in the absence of sufficient documents, 

resolution of complaints becomes difficult.  
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Familiarise yourself with the rules, regulations and circ ulars issued by stock exchanges/SEBI before 

carrying out any transaction.  

2 .13 .3  What is SEBI SCORES or SEBI Complaints Redressal System?  

There will be occasions when you have a complaint against a listed company/ intermediary 

registered with SEBI. In the event of such complaint you should first approach the concerned 

company/ intermediary against whom you have a complaint. However, you may not be satisfied 

with their response. Therefore, you should know whom you should turn to, to get your complaint 

redres sed.  

SEBI takes up complaints related to issue and transfer of securities and non -payment of dividend 

with listed companies. In addition, SEBI also takes up complaints against the various 

intermediaries registered with it and related issues.  

SCORES facilit ates you to lodge your complaint online with SEBI and subsequently view its status. To 

register a complaint online on SCORES portal, click on ñComplaint Registrationò under ñInvestor 

Cornerò. The complaint registration form contains personal details and complaint details. A PDF 

document (up to 1MB of size for each nature of complaint) can also be attached along with the 

complaint as the supporting document. On successful submission of complaint, system generated 

unique registration number will be displayed on the screen which may be noted for future 

correspondence. An email acknowledging the complaint with complaint registration number will also 

be sent to the complainants email id entered in the complaint registration form. The complainant can 

also follow t he status of the complaint online.  

2.14  PRODUCTS IN THE SECONDARY MARKETS  

2 .14 .1  What are the products dealt in the Secondary Markets?  

Following are the main financial products/instruments dealt in the Secondary market which may be 

divided broadly into Sh ares and Bonds:  

 

Shares:  

Equity Shares: An equity share, commonly referred to as ordinary share, represents the form of 

fractional ownership in a business venture.  

Rights Issue/ Rights Shares: The issue of new securities to existing shareholders at a ratio  to those 

already held, at a price. For e.g. a  2:3 rights issue at Rs. 125, would entitle a shareholder to 

receive 2 shares for every 3 shares held at a price of Rs. 125 per share.  

Bonus Shares: Shares issued by the companies to their shareholders free of cost based on the 

number of shares the shareholder owns.  

Preference shares: Owners of these kind of shares are entitled to a fixed dividend or dividend 

calculated at a fixed rate to be paid regularly before dividend can be paid in respect of equity 

share. They also enjoy priority over the equity shareholders in payment of surplus. But in the event 

of liquidation, their claims rank below the claims of the companyôs creditors, 

bondholders/debenture holders.  

Cumulative Preference Shares: A type of preference s hares on which dividend accumulates if 

remained unpaid. All arrears of preference dividend have to be paid out before paying dividend on 

equity shares.  

Cumulative Convertible Preference Shares: A type of preference shares where the dividend payable 

on the same accumulates, if not paid. After a specified date, these shares will be converted into 

equity capital of the company.  
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Bond: is a negotiable certificate evidencing indebtedness. It is normally unsecured. A debt security 

is generally issued by a company,  municipality or government agency. A bond investor lends 

money to the issuer and in exchange, the issuer promises to repay the loan amount on a specified 

maturity date. The issuer usually pays the bond holder periodic interest payments over the life of 

th e loan. The various types of Bonds are as follows:  

Zero Coupon Bond: Bond issued at a discount and repaid at a face value. No periodic interest is 

paid. The difference between the issue price and redemption price represents the return to the 

holder. The bu yer of these bonds receives only one payment, at the maturity of the bond.  

Convertible Bond: A bond giving the investor the option to convert the bond into equity at a fixed 

conversion price.  

Treasury Bills: Short - term (up to one year) bearer discount secu rity issued by government as a 

means of financing their cash requirements.  

2.15  EQUITY I NVESTMENT  

2.15 .1  Why should one invest in equities in particular?  

When you buy a share of a company you become a shareholder in that company. Shares are also 

known as E quities. Equities have the potential to increase in value over time. Research studies 

have proved that the equity returns have outperformed the returns of most other forms of 

investments in the long term. Investors buy equity shares or equity based mutual funds because : -  

Å Equities are considered the most rewarding, when compared to other investment options if 

held over a long duration.  

Å Research studies have proved that investments in some shares with a longer tenure of 

investment have yielded far superi or returns than any other investment. On November 9, 

1999, the Nifty closed at 1,364 points. On February 18, 2016, the Nifty closed at 7191 points, 

showing an increase of 421% over 16 years.  

Å However, this does not mean all equity investments would guara ntee similar high returns. 

Equities are high risk investments. Though higher the risk, higher the potential returns, high 

risk also indicates that the investor stands to lose some or all his investment amount if prices 

move unfavourably. One needs to study  equity markets and stocks in which investments are 

being made carefully, before investing.  

2.15 .2  What has been the average return on Equities in India?  

If we take the Nifty index returns for the past sixteen years as on February 18, 2016, Indian stock 

ma rket has returned about 26% to investors on an average in terms of increase in share prices or 

capital appreciation annually. Besides that on average stocks have paid 1.5% dividend annually. 

Dividend is a percentage of the face value of a share that a comp any returns to its shareholders 

from its annual profits. Compared to most other forms of investments, investing in equity shares 

offers the highest rate of return, if invested over a longer duration.  

2.15 .3  Which are the factors that influence the price of  a stock?  

Broadly there are two factors: (1) stock specific and (2) market specific. The stock - specific factor is 

related to peopleôs expectations about the company, its future earnings capacity, financial health 

and management, level of technology and mar keting skills.  

The market specific factor is influenced by the investorôs sentiment towards the stock market as a 

whole. This factor depends on the environment rather than the performance of any particular 

company. Events favourable to an economy, politica l or regulatory environment like high economic 

growth, friendly budget, stable government etc. can fuel euphoria in the investors, resulting in a 

boom in the market. On the other hand, unfavourable events like war, economic crisis, communal 
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riots, minority  government etc. depress the market irrespective of certain companies performing 

well. However, the effect of market -specific factor is generally short - term. Despite ups and downs, 

price of a stock in the long run gets stabilized based on the stock - specifi c factors. Therefore, a 

prudent advice to all investors is to analyse and invest and not speculate in shares.  

2.15 .4  What is meant by the terms Growth Stock / Value Stock?  

Growth Stocks:  

In the investment world we come across terms such as Growth stocks, V alue stocks etc. 

Companies whose potential for growth in sales and earnings are excellent, are growing faster than 

other companies in the market or other stocks in the same industry are called the Growth Stocks. 

These companies usually pay little or no div idends and instead prefer to reinvest their profits in 

their business for further expansions.  

Value Stocks:  

The task here is to look for stocks that have been overlooked by other investors and which may 

have a óhidden valueô. These companies may have been beaten down in price because of some bad 

event, or may be in an industry thatôs not fancied by most investors. However, even a company 

that has seen its stock price decline still has assets to its name -  buildings, real estate, inventories, 

subsidiaries, a nd so on. Many of these assets still have value, yet that value may not be reflected 

in the stockôs price. Value investors look to buy stocks that are undervalued, and then hold those 

stocks until the rest of the market realizes the real value of the compa nyôs assets. The value 

investors tend to purchase a companyôs stock usually based on relationships between the current 

market price of the company and certain business fundamentals. They like P/E ratio being below a 

certain absolute limit; dividend yields above a certain absolute limit; Total sales at a certain level 

relative to the companyôs market capitalization, or market value etc. 

2.15 .5  How can one acquire equity shares?  

You may subscribe to issues made by corporates in the primary market. In the prim ary market, 

resources are mobilised by the corporates through fresh public issues (IPOs) or through private 

placements. Alternately, you may purchase shares from the secondary market. To buy and sell 

securities you should approach a SEBI registered trading  member (broker) of a recognized stock 

exchange.  

2.15 .6  What is Bid and Ask price?  

The óBidô is the buyerôs price. It is this price that you need to know when you have to sell a stock. 

Bid is the rate/price at which there is a ready buyer for the stock, wh ich you intend to sell.  

The óAskô (or offer) is what you need to know when youôre buying i.e. this is the rate/ price at 

which there is seller ready to sell his stock. The seller will sell his stock if he gets the quoted ñAskô 

price.  

If an investor looks a t a computer screen for a quote on the stock of say XYZ Ltd, it might look 

something like this:  
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Bid (Buy side)            Ask (Sell side)  

 

Qty.  Price (Rs.)  Price (Rs.)  Qty.  

    

1000  50.25  50.35  2000  

500  50.10  50.40  1000  

550  50.05  50.50  1500  

2500  50.00  50.55  3000  

1300  49.85  50.65  1450  

Total  5850    8950  

 

Here, on the left -hand side after the Bid quantity and price, whereas on the right hand side we find 

the Ask prices and quantity. The best Buy (Bid) order is the order with the highest p rice and 

therefore sits on the first line of the Bid side (1000 shares @ Rs. 50.25). The best Sell (Ask) order 

is the order with the lowest sell price (2000 shares @ Rs. 50.35). The difference in the price of the 

best bid and ask is called as the Bid -Ask s pread and often is an indicator of liquidity in a stock. The 

narrower the difference the more liquid or highly traded is the stock.  

2.15 .7  What is a Portfolio?  

A Portfolio is a combination of different investment assets mixed and matched for the purpose of  

achieving an investorôs goal(s). Items that are considered a part of your portfolio can include any 

asset you own - from shares, debentures, bonds, mutual fund units to items such as gold, art and 

even real estate etc. However, for most investors a portfoli o has come to signify an investment in 

financial instruments like shares, debentures, fixed deposits, mutual fund units.  

2 .15 .8  What is Diversification?  

It is a risk management technique that mixes a wide variety of investments within a portfolio. It is 

designed to minimize the impact of any one security on overall portfolio performance. 

Diversification is possibly the best way to reduce the risk in a portfolio.  

2.15 .9  What are the advantages of having a diversified portfolio?  

A good investment portfolio is  a mix of a wide range of asset class. Different securities perform 

differently at any point in time, so with a mix of asset types, your entire portfolio does not suffer 

the impact of a decline of any one security. When your stocks go down, you may still h ave the 

stability of the bonds in your portfolio. There have been all sorts of academic studies and formulas 

that demonstrate why diversification is important, but itôs really just the simple practice of ñnot 

putting all your eggs in one basket.ò If you spread your investments across various types of assets 

and markets, youôll reduce the risk of your entire portfolio getting affected by the adverse returns 

of any single asset class.  

2.16  DEBT I NVESTMENT  
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2.16 .1  What is a óDebt Instrumentô? 

Debt instrument re presents a contract whereby one party lends money to another on pre -

determined terms with regards to rate and periodicity of interest, repayment of principal amount 

by the borrower to the lender.  

In Indian securities markets, the term óbondô is used for de bt instruments issued by the Central and 

State governments and public sector organizations and the term ódebentureô is used for 

instruments issued by private corporate sector.  

 

2 .16 .2  What are the features of debt instruments?  

Each debt instrument has thre e features: Maturity, coupon and principal.  

Maturity: Maturity of a bond refers to the date, on which the bond matures, which is the date on 

which the borrower has agreed to repay the principal. Term - to -Maturity refers to the number of 

years remaining for the bond to mature. The Term - to -Maturity changes everyday, from date of 

issue of the bond until its maturity. The term to maturity of a bond can be calculated on any date, 

as the distance between such a date and the date of maturity. It is also called the term or the 

tenure of the bond.  

Coupon: Coupon refers to the periodic interest payments that are made by the borrower (who is 

also the issuer of the bond) to the lender (the subscriber of the bond). Coupon rate is the rate at 

which interest is paid, and is  usually represented as a percentage of the par value of a bond.  

Principal: Principal is the amount that has been borrowed, and is also called the par value or face 

value of the bond. The coupon is the product of the principal and the coupon rate.  

The name  of the bond itself conveys the key features of a bond. For example, a GS CG2008 

11.40% bond refers to a Central Government bond maturing in the year 2008 and paying a coupon 

of 11.40%. Since Central Government bonds have a face value of Rs.100 and normall y pay coupon 

semi -annually, this bond will pay Rs. 5.70 as six -monthly coupon, until maturity.  

2.16 .3  What is meant by óInterestô payable by a debenture or a bond? 

Interest is the amount paid by the borrower (the company) to the lender (the debenture -holde r) 

for borrowing the amount for a specific period of time. The interest may be paid annual, semi -

annually, quarterly or monthly and is paid usually on the face value (the value printed on the bond 

certificate) of the bond.  

2.16 .4  What are the Segments in t he Debt Market in India?  

There are three main segments in the debt markets in India, viz., (1) Government Securities, (2) 

Public Sector Units (PSU) bonds, and (3) Corporate securities.  

The market for Government Securities comprises the Centre, State and St ate -  sponsored 

securities. In the recent past, local bodies such as municipalities have also begun to tap the debt 

markets for funds. Some of the PSU bonds are tax free, while most bonds including government 

securities are not tax - free. Corporate bond mark ets comprise of commercial paper and bonds. 

These bonds typically are structured to suit the requirements of investors and the issuing 

corporate, and include a variety of tailor -made features with respect to interest payments and 

redemption.  

2 .16 .5  Who are  the Participants in the Debt Market?  

Given the large size of the trades, Debt market is predominantly a wholesale market, with 

dominant institutional investor participation. The investors in the debt markets are mainly banks, 

financial institutions, mutua l funds, provident funds, insurance companies and corporates.  
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2.16 .6  Are bonds rated for their credit quality?  

Most Bond/Debenture issues are rated by specialised credit rating agencies. Credit rating agencies 

in India are CRISIL, CARE, ICRA, Fitch and SME RA. The yield on a bond varies inversely with its 

credit (safety) rating. The safer the instrument, the lower is the rate of interest offered.  

2.16 .7  How can one acquire securities in the debt market?  

You may subscribe to issues made by the government/corp orates in the primary market. 

Alternatively, you may purchase the same from the secondary market through the stock 

exchanges.  

2.17 Miscellaneous  

2 .1 7.1  CORPORATE ACTIONS  

Corporate actions tend to have a bearing on the price of a security. When a company a nnounces a 

corporate action, it is initiating a process that will bring actual change to its securities either in 

terms of number of shares increasing in the hands on the shareholders or a change to the face 

value of the security or receiving shares of a n ew company by the shareholders as in the case of 

merger or acquisition etc. By understanding these different types of processes and their effects, an 

investor can have a clearer picture of what a corporate action indicates about a companyôs financial 

affai rs and how that action will influence the companyôs share price and performance. 

Corporate actions are typically agreed upon by a companyôs Board of Directors and authorized by the 

shareholders. Some examples are dividends, stock splits, rights issues, bon us issues etc.  

1 . What is meant by óDividendô declared by companies? 

Returns received by investors in equities come in two forms a) growth in the value (market price) 

of the share and b) dividends. Dividend is distribution of part of a companyôs earnings to 

shareholders, usually twice a year in the form of a final dividend and an interim dividend. Dividend 

is therefore a source of income for the shareholder. Normally, the dividend is expressed on a óper 

shareô basis, for instance - Rs. 3 per share. This mak es it easy to see how much of the companyôs 

profits are being paid out, and how much are being retained by the company to plough back into 

the business. So a company that has earnings per share in the year of Rs. 6 and pays out Rs. 3 per 

share as a dividen d is passing half of its profits on to shareholders and retaining the other half. 

Directors of a company have discretion as to how much of a dividend to declare or whether they 

should pay any dividend at all.  

2.  What is meant by Dividend yield?  

Dividend yi eld gives the relationship between the current price of a stock and the dividend paid by 

itsô issuing company during the last 12 months. It is calculated by aggregating past yearôs dividend 

and dividing it by the current stock price.  

Example: ABC Co.  

Share  price: Rs. 360 Annual dividend: Rs. 10  

Dividend yield: 2.77% (10/360)  

Historically, a higher dividend yield has been considered to be desirable among investors. A high 

dividend yield is considered to be evidence that a stock is underpriced, whereas a low dividend 

yield is considered evidence that the stock is overpriced. A note of caution here though. There have 

been companies in the past which had a record of high dividend yield, only to go bust in later 

years. Dividend yield therefore can be only one of the factors in determining future performance of 

a company.  
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3.  What is a Stock Split?  

A stock split is a corporate action which splits the existing shares of a particular face value into 

smaller denominations so that the number of shares increase, however,  the market capitalization 

or the value of shares held by the investors post the split remains the same as that before the 

split. For e.g. If a company has issued 1,00,00,000 shares with a face value of Rs. 10 and the 

current market price being Rs. 100, a 2- for - l stock split would reduce the face value of the shares 

to 5 and increase the number of the companyôs outstanding shares to 2,00,00,000, 

(l,00,00,000*(10/5)). Consequently, the share price would also halve to Rs. 50 so that the market 

capitalization or the value shares held by an investor remains unchanged. It is the same thing as 

exchanging a Rs. 100 note for two Rs. 50 notes; the value remains the same.  

Let us see the impact of this on the share holder: -  Letôs say company ABC is trading at Rs. 40 and 

has 100 million shares issued, which gives it a market capitalization of Rs. 4000 million (Rs. 40 x 

100 million shares). An investor holds 400 shares of the company valued at Rs. 16,000. The 

company then decides to implement a 4 - for - l stock split (i.e. a shareholder holding 1 share, will 

now hold 4 shares). For each share shareholders currently own, they receive three additional 

shares. The investor will therefore hold 1600 shares. So the investor gains 3 additional shares for 

each share held. But this d oes not impact the value of the shares held by the investor since post 

the split, the price of the stock is also split by 25% (l/4th), from Rs. 40 to Rs.10, therefore the 

investor continues to hold Rs. 16,000 worth of shares. Notice that the market capital ization stays 

the same -  it has increased the amount of stocks outstanding to 400 million while simultaneously 

reducing the stock price by 25% to Rs. 10 for a capitalization of Rs. 4000 million. The true value of 

the company hasnôt changed. 

An easy way to determine the new stock price is to divide the previous stock price by the split 

ratio. In the case of our example, divide Rs. 40 by 4 and we get the new trading price of Rs. 10. If 

a stock were to split 3 - for -2, weôd do the same thing: 40/(3/2) = 40/1.5 = Rs. 26.60.  

 Pre-Split  Post -Split  

2- for - l Split    

No. of shares  100 mill.  200 mill.  

Share Price  Rs. 40  Rs. 20  

Market Cap.  Rs. 4000 mill.  Rs. 4000 mill.  

 

4- for - l   

No. of shares  100 mill.  400 mill.  

Share Price  Rs. 40  Rs. 10  

Market Cap.  Rs. 4000 mil l.  Rs. 4000 mill.  

 

4 . Why do companies announce Stock Split?  

If the value of the stock doesnôt change, what motivates a company to split its stock? Though there 

are no theoretical reasons in financial literature to indicate the need for a stock split, gen erally, 

there are mainly two important reasons. As the price of a security gets higher and higher, some 

investors may feel the price is too high for them to buy, or small investors may feel it is 
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unaffordable. Splitting the stock brings the share price dow n to a more ñattractiveò level. In our 

earlier example to buy 1 share of company ABC you need Rs. 40 pre - split, but after the stock split 

the same number of shares can be bought for Rs.10, making it attractive for more investors to buy 

the share. This lead s us to the second reason. Splitting a stock may lead to increase in the stockôs 

liquidity, since more investors are able to afford the share and the total outstanding shares of the 

company have also increased in the market.  

5 . What is Stock Consolidation?  

It is the reverse of a stock split. A number of present shares are combined to make a smaller 

number of shares, like for example turning 3 shares into 1. As a result, the number of shares goes 

down. However, the price goes up proportionately.  

For example,  a company has 1 lakh shares valued at Rs.50 each. The company decides to bring 

down the number of shares to 50,000/ - . Then, 2 shares will be combined to make one. Hence, a 

shareholder who had 400 shares will now only have 200. However, the price will go u p from Rs. 

50/ -  per share to Rs. 100/ -  per share.  

6 . What is Buy back of Shares?  

A buyback can be seen as a method for company to invest in itself by buying shares from other 

investors in the market. Buybacks reduce the number of shares outstanding in the market. Buy 

back is done by the company with the purpose to improve the liquidity in its shares and enhance 

the shareholdersô wealth. Under the SEBI (Buy Back of Securities) Regulation, 1998, a company is 

permitted to buy back its share from:  

Å Existing sh areholders on a proportionate basis through the offer document.  

Å Open market through stock exchanges using book building process.  

Å Shareholders holding odd lot shares.  

The company has to disclose the pre and post -buyback holding of the promoters. To ensu re 

completion of the buyback process speedily, the regulations have stipulated time limit for each 

step. For example, in the cases of purchases through stock exchanges, an offer for buy back should 

not remain open for more than 30 days. The verification of  shares received in buy back has to be 

completed within 15 days of the closure of the offer. The payments for accepted securities has to 

be made within 7 days of the completion of verification and bought back shares have to be 

extinguished within 7 days of  the date of the payment.  

2.17.2  I NDEX  

1  What is the Nifty 50 index?  

Nifty Fifty is a scientifically developed, 51 stock index, reflecting accurately the market movement 

of the Indian markets. It comprises of some of the largest and most liquid stocks trad ed on the 

NSE. India Index Services & Products Limited (IISL), a subsidiary of NSE Strategic Investment 

Corporation Limited was setup in May 1998 to provide a variety of indices and index related 

services and products for the Indian capital markets. Nifty is the barometer of the Indian markets.  

2.17.3  CLEARING &  SETTLEMENT AND REDRESSAL  

1  What is a Clearing Corporation?  

A Clearing Corporation is a part of an exchange or a separate entity and performs three functions, 

namely, it clears and settles all transa ctions, i.e. completes the process of receiving and delivering 

shares/funds to the buyers and sellers in the market, it provides financial guarantee for all 

transactions executed on the exchange and provides risk management functions. National 
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Securities C learing Corporation (NSCCL), a 100% subsidiary of NSE, performs the role of a Clearing 

Corporation for transactions executed on the NSE.  

2  What is Rolling Settlement?  

Under rolling settlement all open positions at the end of the day mandatorily result in p ayment/ 

delivery *nô days later. Currently trades in rolling settlement are settled on T+2 basis where T is 

the trade day. For example, a trade executed on Monday is mandatorily settled by Wednesday 

(considering two working days from the trade day). The fu nds and securities pay - in and pay -out 

are carried out on T+2 days.  

A tabular representation of the settlement cycle for rolling settlement is given below:  

 Activity  Day  

Trading  Rolling Settlement Trading  T 

Clearing  Custodial Confirmation  T+1 working days  

 Delivery Generation  T+1 working days  

Settlement  Securities and Funds pay in  T+2 working days  

 Securities and Funds pay out  T+2 working days  

 Valuation Debit  T+2 working days  

Post Settlement  Auction  T+2 working days  

  Auction settlement  T+3 working days  

 Bad Delivery Reporting  T+4 working days  

 Rectified bad delivery pay - in and pay -out  T+6 working days  

 Re-bad delivery reporting and pickup  T+8 working days  

 Close out of re -bad delivery and funds pay - in 

& pay -out  
T+9 working days  

3  What is Pay - in  and Pay - out?  

Pay- in day is the day when the securities sold are delivered to the exchange by the sellers and 

funds for the securities purchased are made available to the exchange by the buyers.  

Pay-out day is the day the securities purchased are delivered  to the buyers and the funds for the 

securities sold are given to the sellers by the exchange.  

At present the pay - in and pay -out happens on the 2nd working day after the trade is executed on 

the stock exchange.  

4  What is an Auction?  

On account of non -deliv ery of securities by the trading member on the pay - in day, the securities 

are put up for auction by the Exchange. This ensures that the buying trading member receives the 

securities. The Exchange purchases the requisite quantity in auction market and gives  them to the 

buying trading member.  

5  What is a Bad Delivery?  

This was more a problem when trading was carried out in physical securities. Securities given for 

delivery could be mutilated or damaged or without signature or proper form. These would then be 

returned to the seller for appropriate action. Now the issue is relatively unimportant on account of 

electronic trades.  
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2.17.4  W HAT IS A BOOK - CLOSURE /R ECORD DATE ? 

Book closure and record date help a company determine exactly the shareholders of a company a s 

on a given date. Book closure refers to the closing of the register of the names of investors in the 

records of a company. Companies announce book closure dates from time to time. The benefits of 

dividends, bonus issues, rights issue accrue to investors whose name appears on the companyôs 

records as on a given date which is known as the record date and is declared in advance by the 

company so that buyers have enough time to buy the shares, get them registered in the books of 

the company and become entitle d for the benefits such as bonus, rights, dividends etc. With the 

depositories now in place, the buyers need not send shares physically to the companies for 

registration. This is taken care by the depository since they have the records of investor holdings  

as on a particular date electronically with them.  

1  What is a No - delivery period?  

Whenever a company announces a book closure or record date, the exchange sets up a no -delivery 

period for that security. During this period only trading is permitted in the security. However, these 

trades are settled only after the no -  delivery period is over. This is done to ensure that investorôs 

entitlement for the corporate benefit is clearly determined.  

2  What is an Ex - dividend date?  

The date on or after which a security  begins trading without the dividend included in the price, i.e. 

buyers of the shares will no longer be entitled for the dividend which has been declared recently by 

the company, in case they buy on or after the ex -dividend date.  

3  What is an Ex - date?  

The first day of the no -delivery period is the ex -date. If there is any corporate benefits such as 

rights, bonus, dividend announced for which book closure/record date is fixed, the buyer of the 

shares on or after the ex -date will not be eligible for the benef its.  

2.17.5  W HAT RECOURSES ARE AV AILABLE TO INVESTOR / CLIENT FOR REDRESSIN G HIS 

GRIEVANCES ? 

You can lodge complaint with the Investor Grievances Cell (IGC) of the Exchange against brokers 

on certain trade disputes or non - receipt of payment/securities. IGC t akes up complaints in respect 

of trades executed on the NSE, through the NSE trading member or SEBI registered sub -broker of 

a NSE trading member and trades pertaining to companies traded on NSE.  

2.17.6  W HAT IS ARBITRATION ? 

Arbitration is an alternative di spute resolution mechanism provided by a stock exchange for 

resolving disputes between the trading members and their clients in respect of trades done on the 

exchange. If no amicable settlement could be reached through the normal grievance redressal 

mechan ism of the stock exchange, then you can make application for reference to Arbitration 

under the Bye -Laws of the concerned Stock exchange.  

2.17.7  W HAT IS AN I NVESTOR PROTECTION FUND ? 

Investor Protection Fund (IPF) is maintained by NSE to make good investor claims, which may 

arise out of non -settlement of obligations by the trading member, who has been declared a 

defaulter, in respect of trades executed on the Exchange. The IPF is utilised to settle claims of such 

investors where the trading member through wh om the investor has dealt has been declared a 

defaulter. Payments out of the IPF may include claims arising of non payment/non receipt of 

securities by the investor from the trading member who has been declared a defaulter. The 
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maximum amount of claim paya ble from the IPF to the investor (where the trading member 

through whom the investor has dealt is declared a defaulter) is Rs. 10 lakh.  

2.17.8  W HAT IS SEBI  SCORES?  

SCORES Stands for SEBI Complaints Redressal. This is an online facility offered by SEBI for 

investors to place their complaints and follow the action taken against it. The complaint should first 

be registered. SEBI then gives a unique complaint number, using which, the redressal can be 

followed up with online. SEBI takes up complaints related to issue and transfer of securities and 

non -payment of dividend with listed companies. In addition, SEBI also takes up complaints against 

the various intermediaries registered with it and related issues. SCORES thus, facilitates you to 

lodge your complaint on line with SEBI and subsequently view its status.  

POINTS TO REMEMBER  

This chapter deals will all the miscellaneous things than an investor must keep in mind. Companies 

announce certain corporate actions like stock split, stock consolidation, bonus issue and  buy back 

of shares which affect the stock holding by quantity and price. These must be kept in mind while 

trading in shares. Indices are the representative movement of the stock markets, Nifty is the index 

of NSE which is considered the benchmark of stock  markets in India.  

All trades in securities are cleared and settled through the rolling settlement in T+2 days. If certain 

securities are not settled, they are put up for auction. Certain dates like book closure, no record 

and ex -date become important whi le trading in securities.  

One of the objectives of SEBI is investor protection. There is an investor protection fund of NSE 

and an arbitration mechanism in place to address the grievances of the investors. Apart from this, 

SEBI also has an online mechanis m ï SCORES for investor grievance redressal.  
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UNIT - 3 Financial Statement Analysis  

3.1  CONCEPTS & MODES OF ANALYSIS  

3 .1 .1  W HAT IS SIMPLE I NTEREST ? 

Simple Interest: Simple Interest is the interest paid only on the principal amount borrowe d. No 

interest is paid on the interest accrued during the term of the loan.  

There are three components to calculate simple interest: principal, interest rate and time.  

Formula for calculating simple interest:  

I = Prt  

Where,  

I = interest  

P = principal  

r = i nterest rate (per year)  

t = time (in years or fraction of a year)  

Example:  

Mr. X borrowed Rs. 10,000 from the bank to purchase a household item. He agreed to repay the 

amount in 8 months, plus simple interest at an interest rate of 10% per annum (year).  

If  he repays the full amount of Rs. 10,000 in eight months, the interest would be:  

P = Rs. 10,000 r = 0.10 (10% per year) t = 8/12 (this denotes fraction of a year)  

Applying the above formula, interest would be: I = Rs. 10,000*(0.10)*(8/12) = Rs. 667.  

This i s the Simple Interest on the Rs. 10,000 loan taken by Mr. X for 8 months. If he repays the 

amount of Rs. 10,000 in fifteen months, the only change is with time.  

Therefore, his interest would be:  

I = Rs. 10 ,000*(0.10)*(15/12) = Rs. 1,250  

3.1 .2  W HAT IS COMPO UND I NTEREST ? 

To quote Albert Einstein: ñCompound interest is the eighth wonder of the world. He who 

understands it, earns it ... he who doesnôt ... pays it.ò 

 

Compound Interest: Compound interest means that, the interest will include interest calculated 

on interest. The interest accrued on a principal amount is added back to the principal sum, and the 

whole amount is then treated as new principal, for the calculation of the interest for the next 

period.  

For example, if an amount of Rs. 5,000 is invested f or two years and the interest rate is 10%, 

compounded yearly:  

At the end of the first year the interest would be (Rs. 5,000 * 0.10) or Rs. 500.  

In the second year the interest rate of 10% will applied not only to Rs.  

5,000 but also to the Rs. 500 interest of the first year. Thus, in the second year the interest would 

be (0.10 * Rs. 5,500) or Rs. 550.  
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For any loan or borrowing unless simple interest is stated, one should always assume interest is 

compounded. When compound interest is used we must always know  how often the interest rate is 

calculated each year. Generally the interest rate is quoted annually. E.g. 10% per annum.  

Compound interest may involve calculations for more than once a year, each using a new principal, 

i.e. (interest + principal). The fir st term we must understand in dealing with compound interest is 

conversion period. Conversion period refers to how often the interest is calculated over the term of 

the loan or investment. It must be determined for each year or fraction of a year.  

E.g.: If  the interest rate is compounded semiannually, then the number of conversion periods per 

year would be two. If the loan or deposit was for five years, then the number of conversion periods 

would be ten.  

Formula for calculating Compound Interest:  

C = P (1+i ) n 

Where  

C = amount P = principal  

i = Interest rate per conversion period  

n = total number of conversion periods  

Example:  

Mr. X invested Rs. 10,000 for five years at an interest rate of 7.5% compounded quarterly  

P = Rs. 10,000  

i = 0.075 / 4, or 0.01875  

n =  4 * 5, or 20, conversion periods over the five years  

Therefore, the amount, C, is:  

C  = Rs. 10,000(1 + 0.01875)^20  

    = Rs 10,000 x 1.449948  

    = Rs 14,499.48  

So at the end of five years Mr. X would earn Rs. 4,499.48 (Rs. 14,499.48 -  Rs. 10,000) as inte rest. 

This is also called as Compounding.  

Compounding plays a very important role in investment since earning a simple interest and earning 

an interest on interest makes the amount received at the end of the period for the two cases 

significantly different .  

If Mr. X had invested this amount for five years at the same interest rate offering the simple 

interest option, then the amount that he would earn is calculated by applying the following 

formula:  

S = P (1 + rt),  

P = 10,000  

r = 0.075  

t = 5  

Thus, S  = Rs. 1 0,000[l+0.075(5)]  

  = Rs. 13,750  

Here, the simple interest earned is Rs. 3,750.  

A comparison of the interest amounts calculated under both the method indicates that Mr. X would 

have earned Rs. 749.48 (Rs.4,499.48 -  Rs. 3,750) or nearly 20% more under the c ompound 

interest method than under the simple interest method.  
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Simply put, compounding refers to the re - investment of income at the same rate of return to 

constantly grow the principal amount, year after year. Should one care too much whether the rate 

of r eturn is 5% or 15%? The fact is that with compounding, the higher the rate of return, more is 

the income which keeps getting added back to the principal regularly generating higher rates of 

return year after year.  

The table below shows you how a single inv estment of Rs 10,000 will grow at various rates of 

return with compounding. 4 -6% is what you might get by leaving your money in a savings bank 

account, 7 -8% is typically the rate of return you could expect from a one -year company fixed 

deposit, 15% -  20% o r more is what you might get if you prudently invest in mutual funds or 

equity shares, over the long term.  

The Impact of Power of Compounding:  

The impact of the power of compounding with different rates of return and different time periods:  

At end of Year  5%  10%  15%  20%  

1 Rs 10,500  Rs 11,000  Rs 11,500  Rs 12,000  

5 Rs 12,800  Rs 16,100  Rs 20,100  Rs 24,900  

10  Rs 16,300  Rs 25,900  Rs 40,500  Rs 61,900  

15  Rs 20,800  Rs 41,800  Rs 81,400  Rs 1,54,100  

25  Rs 33,900  Rs 1,08,300  Rs3,29,200  Rs9,54,000  

3.1.3  W HAT IS ME ANT BY THE T IME VALUE OF MONEY ? 

Money has time value. The idea behind time value of money is that a rupee now is worth more 

than rupee in the future. The relationship between value of a rupee today and value of a rupee in 

future is known as óTime Value of Moneyô. A rupee received now can earn interest in future. An 

amount invested today has more value than the same amount invested at a later date because it 

can utilize the power of compounding. Compounding is the process by which interest is earned on 

inter est. When a principal amount is invested, interest is earned on the principal during the first 

period or year. In the second period or year, interest is earned on the original principal plus the 

interest earned in the first period. Over time, this reinvest ment process can help an amount to 

grow significantly.  

 

Let us take an example:  

Suppose you are given two options:  

Receive Rs. 10,000 now OR  

Receive Rs. 10,000 after three years. Which of the options would you choose?  

Rationally, you would choose to receiv e the Rs. 10,000 now instead of waiting for three years to 

get the same amount. So, the time value of money demonstrates that, all things being equal, it is 

better to have money now rather than later.  

Back to our example: by receiving Rs. 10,000 today, you  are poised to increase the future value of 

your money by investing and gaining interest over a period of time. For option B, you donôt have 

time on your side, and the payment received in three years would be your future value. To 

illustrate, we have provi ded a timeline:  
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If you are choosing option A, your future value will be Rs. 10,000 plus any interest acquired over 

the three years. The future value for option B, on the other hand, would only be Rs. 10,000. This 

clearly illustrates that value of money r eceived today is worth more than the same amount 

received in future since the amount can be invested today and generate returns.  

Let us take an another example:  

If you choose option A and invest the total amount at a simple annual rate of 5%, the future va lue 

of your investment at the end of the first year is Rs. 10,500, which is calculated by multiplying the 

principal amount of Rs. 10,000 by the interest rate of 5% and then adding the interest gained to 

the principal amount.  

Thus, Future value of investmen t at end of first year:  

= ((Rs. 10,000 X (5/100)) + Rs. 10,000  

= (Rs.10,000 X 0.050) + Rs. 10,000  

= Rs. 10,500  

You can also calculate the total amount of a one -year investment with a simple modification of the 

above equation:  

Original equation: (Rs.10,000 x 0.050) + Rs.10,000 = Rs.10,500 Modified formula: Rs.10,000 x 

[(1 x 0.050) + 1] = Rs.10,500 Final equation: Rs. 10,000 x (0.050 + 1) = Rs. 10,500  

Which can also be written as: S = P (r+ 1)  

Where,  

S = amount received at the end of period P = principal amou nt  

r = interest rate (per year)  

This formula denotes the future value (S) of an amount invested (P) at a simple interest of (r) for a 

period of 1 year.  

1 .  How is time value of money computed?  

The time value of money may be computed in the following circumstan ces:  

Å Future value of a single cash flow  

Å Future value of an annuity  

Å Present value of a single cash flow  

Å Present value of an annuity  

(1)  Future Value of a Single Cash Flow  

For a given present value (PV) of money, future value of money (FV) after a pe riod M:ô for which 

compounding is done at an interest rate of V, is given by the equation  

FV = PV (1+r) t  

This assumes that compounding is done at discrete intervals. However, in case of continuous 

compounding, the future value is determined using the formu la 

FV = PV * e rt  
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Where óeô is a mathematical function called óexponentialô the value of exponential (e) = 2.7183. The 

compounding factor is calculated by taking natural logarithm (log to the base of 2.7183).  

Example 1:  Calculate the value of a deposit of R s.2,000 made today, 3 years hence if the interest 

rate is 10%.  

By discrete compounding:  

FV = 2,000 * (1+0.10) 3 = 2,000 * (1.1) 3 = 2,000 * 1.331 = Rs. 2,662  

By continuous compounding:  

FV = 2,000 * e (0.10*3)  =2,000 * 1.349862 = Rs.2699.72  

(2)  Future Value o f an Annuity  

An annuity is a stream of equal annual cash flows. The future value (FVA) of a uniform cash flow 

(CF) made at the end of each period till the time of maturity ótô for which compounding is done at 

the rate V is calculated as follows:  

FVA = CF*( 1+r) t - 1 + CF*(1+r) t - 2 + ... + CF*(1+r) 1 + CF  

 = CF       
 

The term CF      is referred as the Future Value Interest factor for an annuity (FVIFA).  

The same can be applied in a variety of contexts. For e.g. to know accumulated amount after a 

certain per iod, to know how much to save annually to reach the targeted amount, to know the 

interest rate etc.  

Example 1: Suppose, you deposit Rs.3,000 annually in a bank for 5 years and your deposits earn a 

compound interest rate of 10 per cent, what will be value o f this series of deposits (an annuity) at 

the end of 5 years? Assume that each deposit occurs at the end of the year.  

Future value of this annuity is:  

= Rs.3000*(1.10) 4 + Rs.3000*(1.10) 3 + Rs.3000*(1.10) 2 + Rs.3000*(1.10) + Rs.3,000  

= Rs.3000*(1.4641)+Rs.3 000*(1.3310)+Rs.3000*(1.2100)+Rs.3000*(1.10) + Rs.3000  

= Rs. 18315.30  

(3)  Present Value of a Single Cash Flow  

Present value of (PV) of the future sum (FV) to be received after a period T for which discounting is 

done at an interest rate of V, is given by t he equation  

In case of discrete discounting:   PV = FV / (1+r) t  

Example 1: What is the present value of Rs.5,000 payable 3 years hence, if the interest rate is 10 

% p.a.  

PV = 5000/ (1.10)3 i.e. = Rs.3756.57 In  

case of continuous discounting: PV = FV * e òrt 

Example 2: What is the present value of Rs. 10,000 receivable after 2 years at a discount rate of 

10% under continuous discounting? Present Value = 10,000/(exp^(0.1*2)) = Rs. 8187.297  

(4)  Present Value of an Annuity  

The present value of annuity is the sum of the present values of all the cash inflows of this annuity.  

Present value of an annuity (in case of discrete discounting)  

PVA = FV [{(1+r) t ï 1 } / {r * (1+r) t}]  
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The term [(1+r) t = 1/ r*(1+r) t] is referred as the Present Value Interest factor for an ann uity 

(PVIFA).  

Present value of an annuity (in case of continuous discounting) is calculated as:  

PVa = FV a * (1 ïeïrt )/r  

Example 1: What is the present value of Rs. 2000/ -  received at the end of each year for 3 

continuous years  

= 2000*[l/1.10]+2000*[l/1.10] / v2+2000*[l/1.10]^3  

= 2000*0.9091+2000*0.8264+2000*0.7513  

= 1818.181818+1652.892562+1502.629602  

= Rs. 4973.704  

2 .  What is Effective Annual return?  

Usually while applying for a fixed deposit or a bond it is stated in the application form, that the 

annual return  (interest) of an investment is 10%, but the effective annual return mentioned is 

something more, 10.38%. Why the difference? Essentially, the effective annual return accounts for 

intra -year compounding and the stated annual return does not. The difference  between these two 

measures is best illustrated with an example. Suppose the stated annual interest rate on a savings 

account is 10%, and say you put Rs 1,000 into this savings account. After one year, your money 

would grow to Rs 1,100. But, if the account  has a quarterly compounding feature, your effective 

rate of return will be higher than 10%. After the first quarter, or first three months, your savings 

would grow to Rs 1,025. Then, in the second quarter, the effect of compounding would become 

apparent: you would receive another Rs 25 in interest on the original Rs 1,000, but you would also 

receive an additional Rs 0.63 from the Rs. 25 that was paid after the first quarter. In other words, 

the interest earned in each quarter will increase the interest ear ned in subsequent quarters. By the 

end of the year, the power of quarterly compounding would give you a total of Rs 1,103.80. So, 

although the stated annual interest rate is 10%, because of quarterly compounding, the effective 

rate of return is 10.38%. The  difference of 0.38% may appear insignificant, but it can be huge 

when youôre dealing with large numbers. 0.38% of Rs. 100,000 is Rs 380! Another thing to 

consider is that compounding does not necessarily occur quarterly, or only four times a year, as it 

does in the example above. There are accounts that compound monthly, and even some that 

compound daily. And, as our example showed, the frequency with which interest is paid 

(compounded) will have an effect on effective rate of return.  

3.1.4  HOW TO GO ABOUT  SYSTEMATICALLY ANALY ZING A COMPANY ? 

You must look for the following to make the right analysis:  

Industry Analysis: Companies producing similar products are subset (form a part) of an 

Industry/Sector. For example, National Hydroelectric Power Company (NHPC ) Ltd., National 

Thermal Power Company (NTPC) Ltd., Tata Power Company (TPC) Ltd. etc. belong to the Power 

Sector/Industry of India. It is very important to see how the industry to which the company 

belongs is faring. Specifics like effect of Government po licy, future demand of its products etc. 

need to be checked. At times prospects of an industry may change drastically by any alterations in 

business environment. For instance, devaluation of rupee may brighten prospects of all export 

oriented companies. In vestment analysts call this as Industry Analysis.  

Corporate Analysis: How has the company been faring over the past few years? Seek information 

on its current operations, managerial capabilities, growth plans, its past performance vis -a-vis its 

competitors  etc. This is known as Corporate Analysis.  

Financial Analysis: If performance of an industry as well as of the company seems good, then 

check if at the current price, the share is a good buy. For this look at the financial performance of 
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the company and ce rtain key financial parameters like Earnings Per Share (EPS), P/E ratio, current 

size of equity etc. for arriving at the estimated future price. This is termed as Financial Analysis. 

For that you need to understand financial statements of a company i.e. Ba lance Sheet and Profit 

and Loss Account contained in the Annual Report of a company.  

1 .  What is an Annual Report?  

An annual report is a formal financial statement issued yearly by a corporate. The annual report 

shows assets, liabilities, revenues, expenses an d earnings -  how the company stood at the close of 

the business year, how it fared profit -wise during the year, as well as other information of interest 

to shareholders. Companies publish annual reports and send abridged versions to shareholders free 

of co st. A detailed annual report is sent on request. Remember an annual report of a company is 

the best source of information about the financial health of a company.  

2 .  Which features of an Annual Report should one read carefully?  

One must read an Annual Report with emphasis on the following:  

Å Directorôs Report and Chairmanôs statement which are related to the current and future 

operational performance of a company.  

Å Management Discussion and Analysis or MD&A, which talks about the past performance and 

the futu re prospects of the company and the industry in which it operates.  

Å Auditorsô Report (including Annexure to the Auditors Report) 

Å Profit and Loss Account.  

Å Balance Sheet.  

Å Notes to accounts attached to the Balance Sheet.  

3 .  What is a Balance Sheet and a P rofit and Loss Account Statement? What is the 

difference between Balance Sheet and Profit and Loss Account Statements of a 

company?  

The Balance sheet of a company shows the financial position of the company at a particular point 

of time. The balance sheet of a company/firm, according to the Companies Act, 1956 should be 

either in the account form or the report form.  

 

 

Balance Sheet: Account Form  

Liabilities  Assets  

Share Capital  Fixed Assets  

Reserves and Surplus  Investments  

Secured loans  Current Assets, l oans and advances  

Unsecured loans  Miscellaneous expenditure  

Current liabilities and provisions   

 

Balance Sheet: Report Form I.  
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Sources of Funds  

Shareholdersô Funds 

Share Capital  

Reserves & surplus  

Loan Funds  

Secured loans  

Unsecured loans  

Application of Funds  

Fixed Assets  

Investments  

Current Assets, loans and advances  

 Less: Current liabilities and provisions  

Net current assets  

Miscellaneous expenditure and losses  

The Profit and Loss account (Income Statement), on the other hand, shows the financial 

perfo rmance of the company/firm over a period of time. It indicates the revenues and expenses 

during particular period of time. The period of time is an accounting period/year, April -March. The 

accounting report summarizes the revenue items, the expense items, and the difference between 

them (net income) for an accounting period.  

4 .  How to interpret Balance Sheet and Profit and Loss Account of a company?  

Letôs start with Balance Sheet. The Box-1 gives the balance sheet of XYZ Ltd. company as on 31st 

March 2005. Let  us understand the balance sheet shown in the Box -1.  

BOX- l 

XYZ COMPANY LTD.,  

Balance sheet as on 31 st March, 2005     
As at  31st  

March,  2005  
As at  31st  

March,  2004  

SOURCES OF FUNDS  Schedule  Page Rs. Cr  Rs. Cr  Rs. Cr  

       

1 SHAREHOLDERS' FUNDS       

 (a) Capital  1 19  103.87   104.44  

 (b) Reserves and Surplus  2 20  479.21   387.70  

     583.08  483.14  

       

2  LOAN FUNDS       

 (a) Secured  3 21  353.34   387.76  

 (b) Unsecured  4 21  129.89   101.07  

     483.23  488.83  

3  TOTAL FUNDS EMPLOYED     1066.31  971.9 7  
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BOX- l 

XYZ COMPANY LTD.,  

Balance sheet as on 31 st March, 2005     
As at  31st  

March,  2005  
As at  31st  

March,  2004  

SOURCES OF FUNDS  Schedule  Page Rs. Cr  Rs. Cr  Rs. Cr  

APPLICATION OF FUNDS       

       

4 FIXED ASSETS       

 (a) Gross Block  5 22  946.84   870.44  

 (b) Less: Depreciation    482.19   430.70  

 (c) Net Block    464.65   439.74  

 (d) Capital Work in Progress    62.10   44.44  

       

     526.75  484.18  

       

5 INVESTMENTS  6 23   108.58  303.48  

       

6 
CURRENT ASSETS, LOANS AND  

ADVANCES      

 (a) Inventories  7 24  446.34   350.25  

 (b) Sundry Debtors  8 24  458.47   300.32  

 (c) Cash and Bank Balances  9 25  66.03   5.67  

 (d) Loans and Advances  10  25  194.36   110.83  

    1165.20   767.07  

       

7 
Less: CURRENT LIABILITIES AND  

PRIVISIONS       

 (a) Current Liabilities  11  26  595.22   500.19  

 (b) Provisions  12  26  139.00   82.57  

    734.22   582.76  

8 NET CURRENT ASSETS [(6) less  (7)1     430.98  184.31  

9 TOTAL ASSETS (NET)     1066.31  971.97  

10  
NOTES TO BALANCE SHEET AND  

CONTINGENT LIABILITIES  
 

13  
 

27     

       

 As per our report attached     For and on behalf of the  Board.  
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BOX- l 

XYZ COMPANY LTD.,  

Balance sheet as on 31 st March, 2005     
As at  31st  

March,  2005  
As at  31st  

March,  2004  

SOURCES OF FUNDS  Schedule  Page Rs. Cr  Rs. Cr  Rs. Cr  

 For A. SDF&CO.  XXXXX AAAA  ASDFG 

 Chartered Accountants,  Chairman  BBBB  LKJH  

 Q.W.TYUR   CCCC  TYUB  

 Partner.   REFGH  POIUY Directors  

 ForHIJKL  YYYY NSDF    

 Chartered Accountants,  
Vice -  Chairman  

and  
 

QWER    

 WERT 
Managing  

Director  
MNBV    

 Partner.  ZZZZZZ     

 Bombay 10th July, 2004  Secretary   
Bombay, 28th June,  

2004.  

 

The balance she et of a company is a record showing sources of funds and their application for 

creating/building assets. However, since companyôs fund structure and asset position change 

everyday due to fund inflow and outflow, balance sheets are drawn on a specific date,  say 31st 

March.  

5 .  What do these sources of funds represent?  

As shown in a sample balance sheet in Box -1, there are two sources of funds:  

Shareholdersô Fund (also known as Net Worth) is the fund coming from the owners of the 

company; and  

Loan Fund is the fun d borrowed from outsiders.  

When a company/firm starts operations, its owners, called shareholders, contribute funds called 

Share Capital. Note that in Box -1 XYZ COMPANY LTD.ôs capital in 2005 was Rs. 103.87 crore. The 

shareholders being the owners, share p art of the profit of the company, as dividend. Share capital 

has been further divided into equity capital and preference capital. Equity capital does not have 

fixed rate of dvidend. The preference capital represents contribution of preference shareholders 

and has fixed rate of dividend.  

After distributing dividends, a part of the profit is retained by the company for meeting fund 

requirements in future. The retained profits accumulated over the years are called reserves and 

surplus, which are shareholdersô property. In case of XYZ COMPANY LTD., note that the reserves 

and surplus increased from Rs. 387.70 crore in 2004 to Rs. 479.21 crore in 2005.  

6 .  What is the difference between Equity shareholders and Preferential 

shareholders?  

Equity Shareholders are suppose d to be the owners of the company, who therefore, have right to 

get dividend, as declared, and a right to vote in the Annual General Meeting for passing any 

resolution.  
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The act defines a preference share as that part of share capital of the Company which e njoys 

preferential right as to: (a) payment of dividend at a fixed rate during the life time of the 

Company; and (b) the return of capital on winding up of the Company.  

But Preference shares cannot be traded, unlike equity shares, and are redeemed after a pre -

decided period. Also, Preferential Shareholders do not have voting rights.  

7 .  What do terms like authorized, issued, subscribed, called up and paid up capital 

mean?  

Å Authorized capital is the maximum capital that a company is authorized to raise.  

Å Issue d capital is that part of the authorized capital which is offered by the company for being 

subscribed by members of the public or anybody.  

Å Subscribed capital is that part of the issued capital which is subscribed (accepted) by the 

public.  

Å Called up cap ital is a part of subscribed capital which has been called up by the company for 

payment. For example, if 10,000 shares of Rs. 100 each have been subscribed by the public 

and of which Rs. 50 per share has been called up. Then the subscribed capital of the Company 

works out to Rs. 1,00,000 of which the called up capital of the Company is Rs. 50,0000.  

Å Paid Up capital refers to that part of the called up capital which has been actually paid by the 

shareholders. Some of the shareholders might have defaulted i n paying the called up money. 

Such defaulted amount is called as arrears. From the called up capital, calls in arrears is 

deducted to obtain the paid up capital.  

8 .  What is the difference between secured and unsecured loans under Loan Funds?  

Secured loans are  the borrowings against the security i.e. against mortgaging some immovable 

property or hypothecating/pledging some movable property of the company. This is known as 

creation of charge, which safeguards creditors in the event of any default on the part of the 

company. They are in the form of debentures, loans from financial institutions and loans from 

commercial banks. Notice that in case of the XYZ COMPANY LTQ, it was Rs. 353.34 crore as on 

March 31, 2005. The unsecured loans are other short term borrowing s without a specific security. 

They are fixed deposits, loans and advances from promoters, inter -corporate borrowings, and 

unsecured loans from the banks. Such borrowings amount to Rs. 129.89 crore in case of the XYZ 

COMPANY LTD.  

9 .  What is meant by applicati on of funds?  

The funds collected by a company from the owners and outsiders are employed to create following 

assets:  

Å Fixed Assets: These assets are acquired for long - terms and are used for business operation, 

but not meant for resale. The land and buildi ngs, plant, machinery, patents, and copyrights 

are the fixed assets. In case of the XYZ COMPANY LTD., fixed assets are worth Rs. 526.75 

crore.  

Å Investments: The investments are the financial securities created by investing surplus funds 

into any non -busin ess related avenues for getting income either for long - term or short - term. 

Thus incomes and gains from the investments are not from the business operations.  

Å Current Assets, Loans, and Advances: This consists of cash and other resources which can be 

conve rted into cash during the business operation. Current assets are held for a short - term 

period for meeting day - to day operational expenditure. The current assets are in the form of 

raw materials, finished goods, cash, debtors, inventories, loans and advance s, and pre -paid 

expenses. For the XYZ COMPANY LTD., current assets are worth Rs. 1165.20 crore.  
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Å Miscellaneous Expenditures and Losses: The miscellaneous expenditures represent certain 

outlays such as preliminary expenses and pre -operative expenses not wr itten off. Though loss 

indicates a decrease in the ownersô equity, the share capital can not be reduced with loss. 

Instead, share capital and losses are shown separately on the liabilities side and assets side of 

the balance sheet, respectively.  

10 .  What do th e sub -headings under the Fixed Assets like óGross blockô 

óDepreciationô, óNet Blockô and Capital-Work in Progressô mean? 

The total value of acquiring all fixed assets (even though at different points of time) is called 

óGross Blockô or ñGross Fixed Assetô. 

As per accounting convention, all fixed assets except land have a fixed life. It is assumed that 

every year the worth of an asset falls due to usage. This reduction in value is called 

óDepreciationô. The Companies Act 1956 stipulates different rates of de preciation for different 

types of assets and different methods calculating depreciation, namely, Straight Line Method 

(constant annual method) and Written Down Value Method (depreciation rate decreases over a 

period of time).  

The worth of the fixed assets after providing for depreciation is called óNet Blockô. In case of the 

XYZ COMPANY LTD., Net Block was Rs. 464.65 crore as on March 31, 2005.  

Gross Block -Depreciation = Net Block Rs. 946.84 -  Rs. 482.19 = Rs. 464.65  

The capital/funds used for a new plant un der erection, a machine yet to be commissioned etc. are 

examples of óCapital Work in Progressô, which also has to be taken into account while calculating 

the fixed assets as it will be converted into gross block soon.  

11 .  What are Current Liabilities and Provi sions and Net Current Assets in the balance 

sheet?  

A company may receive many of its daily services for which it does not have to pay immediately 

like for raw materials, goods and services brought on credit. A company may also accept advances 

from the cust omer. The company thus has a liability to pay though the payment is deferred. These 

are known as ñCurrent Liabilitiesô. Similarly the company may have to provide for certain other 

expenses (though not required to be paid immediately) like dividend to share holders, payment of 

tax etc. These are called óProvisionsô. In short, Current Liabilities and Provisions are amounts due 

to the suppliers of goods and services brought on credit, advances payments received, accrued 

expenses, unclaimed dividend, provisions for taxes, dividends, gratuity, pensions, etc.  

Current Liabilities and Provisions, therefore, reduce the burden of day - today expenditure on 

current assets by deferring some of the payments. For daily operations the company requires funds 

equal to the curre nt assets less the current liabilities. This amount is called ñNet Current Assetsô 

or ñNet Working Capitalô. In case of the XYZ COMPANY LTD., Net Current Asset figure of Rs. 

430.98 cr. has been arrived at by deducting Current Liabilities (Rs. 595.22 cr.) a nd Provisions (Rs. 

139 cr.) from Current Assets worth Rs. 1165.20 crore.  

12 .  How is balance sheet summarized?  

A balance sheet indicates matching of sources of funds with application of funds. In case of the XYZ 

Company Ltd., Total Funds Employedô to the tune of Rs. 1066.31 cr. are from the said two Sources 

of Funds -Shareholders Funds and Loan Funds. These funds have been utilized to fund Total (Net) 

Assets of Rs. 1066.31 cr. that consist of Fixed Assets (Rs. 526.75 cr.), Investments (Rs. cr.) and 

Net Current As sets (Rs. 430.98 cr.).  

Thus in a balance sheet,  

Total Capital Employed = Net Assets.  

What does a Profit and Loss Account statement consists of?  
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A Profit and Loss Account shows how much profit or loss has been incurred by a company from its 

income after pro viding for all its expenditure within a financial year. One may also know how the 

profit available for appropriation is arrived at by using profit after tax as well as portion of 

reserves. Further, it shows the profit appropriation towards dividends, gener al reserve and balance 

carried to the balance sheet.  

The Box -2 exhibits Profit and Loss Account of XYZ Company Ltd. Item -1 represents income, Items 

from 2 to 6 show various expenditure items. Items from 7 to 12 show the profits available for 

appropriation and items 13 (a), (b), and (c) indicate appropriation of profits.  

BOX-  2 

PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 2005  

PARTICULARS  
RUPEES  

(in crores)  
RUPEES  

(in crores)  
RUPEES  

(in crores)  

  
As at 31st 

March,  2005  
As at 31st 

March,  2004  

INCO ME    

1. SALE OF PRODUCTS AND OTHER INCOME   2595.99  1969.10  

    

EXPENDITURE     

2. MANUFACTURING AND OTHER EXPENSES  2275.37   1742.54  

3. DEPRECIATION  54.26   48.91  

4. INTEREST  81.63   73.63  

5. EXPENDITURE TRANSFERRED TO CAPITAL  ACCOUNTS 49.82   (44.27)  

6. TOTAL EXPENDITURE   2316.44  1820.81  

    

PROFIT BEFORE TAX   234.55  148.29  

7. TAX FOR THE YEAR   92.5  45.75  

    

PROFIT AFTER TAX   142.05  102.54  

8. INVESTMENT ALLOWANCE RESERVE  ACCOUNT  4.66  3.55  

9. INVESTMENT ALLOWANCE (UTILISED)  RESERVE 

WRITTEN BACK   (15.2)  (11.2)  

10. DEBENTURE REDEMPTION RESERVE   (0.57)  (0.57)  

11. CAPITAL REDEMPTION RESERVE     

12. BALANCE BROUGHT FORWARD FROM PREVIOUS YEAR   86.71  33.65  

    

AMOUNT AVAILABLE FOR  APPROPRIATIONS   217.65  127.97  
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PARTICULARS  
RUPEES  

(in crores)  
RUPEES  

(in crores)  
RUPEES  

(in crores)  

  
As at 31st 

March,  2005  
As at 31st 

March,  2004  

13. APPROPRIATIONS     

(a) Proposed D ividends*   41.54  31.26  

(b) General Reserve   100  10  

(c) Balance credited to Balance Sheet   76.11  86.71  

  217.65  127.97  

14. NOTES TO PROFIT AND LOSS ACCOUNT     

* Details as per Directors Report     

As per our report attached      

to the Balance Sheet   For and on behalf of the Board  

For XYZ & co.  PQR AAA   

Chartered Accountants,  Chairman  BBB   

ABC  CCC   

Partner   DDD   Directors  

For LMN & co.  GHI     

Chartered Accountants,  Vice -  Chairman  and     

DEF Managing  Director     

Partner  STU    

Mumbai, 10th J uly 2004  Secretary  Mumbai, 28th June 2004  

 

13 .  What should one look for in a Profit and Loss account?  

For a company, the profit and loss statement is the most important document presented to the 

shareholders. Therefore, each company tries to give maximum stre ss on its representation/ 

misrepresentation. One should consider the following:  

Å Whether there is an overall improvement of sales as well as profits (operating, gross and net) 

over the similar period (half - yearly or annual) previous year. If so, the compa nyôs operational 

management is good.  

Å Check for the other income carefully, for here companies have the scope to manipulate. If the 

other income stems from dividend on the investments or interest from the loans and 

advances, it is good, because such incom e is steady. But if the other income is derived by 

selling any assets or land, be cautious since such income is not an annual occurrence.  

Å Also check for the increase of all expenditure items viz. raw material consumption, manpower 

cost and manufacturing,  administrative and selling expenses. See whether the increases in 

these costs are more than the increase in sales. If so, it reveals the operating conditions are 
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not conducive to making profits. Similarly, check whether ratio of these costs to sales could  be 

contained over the previous year. If so, then the companyôs operations are efficient. 

Å Evaluate whether the company could make profit from its operations alone.  

Å For this you should calculate the profits of the company, after ignoring all other incom e except 

sales. If the profit so obtained is positive, the company is operationally profitable, which is a 

healthy sign.  

Å Scrutinize the depreciation as well as interest for any abnormal increase.  

Å The increase in depreciation is attributed to higher add ition of fixed assets, which is good for 

long term operations of the company. High depreciation may suppress the net profits, but itôs 

good for the cash flow. So instead of looking out for the net profits, check the cash profits and 

compare whether it has risen. High interest cost is always a cause of concern because the 

increased debt burden cannot be reduced in the short run.  

Å Calculate the earnings per share and the various ratios. In case of half yearly results, multiply 

half yearly earnings per share by 2 to get approximately the annualized earnings per share.  

 

3.2  RATIO ANALYSIS  

Mere statistics/data presented in the different financial statements do not reveal the true picture of 

a financial position of a firm. Properly analyzed and interpreted financ ial statements can provide 

valuable insights into a firmôs performance. To extract the information from the financial 

statements, a number of tools are used to analyse such statements. The most popular tool is the 

Ratio Analysis.  

Financial ratios can be br oadly classified into three groups: (I) Liquidity ratios,  

(II) Leverage/Capital structure ratio, and (III) Profitability ratios.  

3 .2.1  L IQUIDITY RATIOS :  

Liquidity refers to the ability of a firm to meet its financial obligations in the short - term which is 

less than a year. Certain ratios, which indicate the liquidity of a firm, are (i) Current Ratio, (ii) Acid 

Test Ratio, (iii) Turnover Ratios. It is based upon the relationship between current assets and 

current liabilities.  

(i)   

Current  Ratio =  
Current Ass ets  

Current Liabilities  

 

 The current ratio measures the ability of the firm to meet its current liabilities from the current 

assets. Higher the current ratio, greater the short -  term solvency (i.e. larger is the amount of 

rupees available per rupee of liability).  

(ii)   

Acid - test Ratio =  
Quick Assets  

Current Liabilities  
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Quick assets are defined as current assets excluding inventories and prepaid expenses. The acid -

test ratio is a measurement of firmôs ability to convert its current assets quickly into cash in order 

to meet its current liabilities. Generally speaking 1:1 ratio is considered to be satisfactory.  

(iii) Turnover Ratios:  

 

Turnover ratios measure how quickly certain current assets are converted into cash or how 

efficiently the assets are emp loyed by a firm. The important turnover ratios are:  

Inventory Turnover Ratio, Debtors Turnover Ratio, Average Collection Period, Fixed Assets 

Turnover and Total Assets Turnover  

Inventory Turnover Ratio =  
Cost of Goods Sold  

Average Inventory  

 

Where, the cost of goods sold means sales minus gross profit. óAverage Inventoryô refers to simple 

average of opening and closing inventory. The inventory turnover ratio tells the efficiency of 

inventory management. Higher the ratio, more the efficient of inventory m anagement.  

Debtorsô Turnover Ratio = 
Net Credit Sales  

Average Acounts Receivable (Debtors)  

 

The ratio shows how many times accounts receivable (debtors) turn over during the year. If the 

figure for net credit sales is not available, then net sales figur e is to be used. Higher the debtors 

turnover, the greater the efficiency of credit management.  

Average Collection Period =  
Average Debtors  

Average Daily Credit Sales  

 

Average Collection Period represents the number of daysô worth credit sales that is locked in 

debtors (accounts receivable).  

Please note that the Average Collection Period and the Accounts Receivable (Debtors) Turnover are 

related as follows:  

Average Collection Period =  
365 Days  

Debtors Turnover  

 

Fixed Assets turnover ratio measures sale s per rupee of investment in fixed assets. In other words, 

how efficiently fixed assets are employed. Higher ratio is preferred. It is calculated as follows:  

Fixed Assets turnover ratio =  
Net Sales  

Net Fixed Assets  
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Total Assets turnover ratio measures how efficiently all types of assets are employed.  

Total Assets turnover ratio =  
Net Sales  

Average Total Assets  

3 .2 .2  LEVERAGE /C APITAL STRUCTURE RATIOS :  

Long term financial strength or soundness of a firm is measured in terms of its ability to pay 

intere st regularly or repay principal on due dates or at the time of maturity. Such long term 

solvency of a firm can be judged by using leverage or capital structure ratios. Broadly there are 

two sets of ratios: First, the ratios based on the relationship betwee n borrowed funds and ownerôs 

capital which are computed from the balance sheet. Some such ratios are: Debt to Equity and Debt 

to Asset ratios. The second set of ratios which are calculated from Profit and Loss Account are: The 

interest coverage ratio and d ebt service coverage ratio are coverage ratio to leverage risk.  

Debt -Equity ratio reflects relative contributions of creditors and owners to finance the business.  

 

Debt -Equity ratio =  
Total Debt  

Total Equity  

 

The desirable/ideal proportion of the two c omponents (high or low ratio) varies from industry to 

industry.  

Debt -Asset Ratio: Total debt comprises of long term debt plus current liabilities. The total assets 

comprise of permanent capital plus current liabilities.  

Debt -Asset Ratio =  
Total Debt  

Tot al Assets  

 

The second set or the coverage ratios measure the relationship between proceeds from the 

operations of the firm and the claims of outsiders.  

(iii)  Interest Coverage ratio =  
Earning Before Interest and Taxes  

Interest  

 

Higher the interest cov erage ratio better is the firmôs ability to meet its interest burden. The 

lenders use this ratio to assess debt servicing capacity of a firm.  

(iv) Debt Service Coverage Ratio (DSCR) is a more comprehensive and apt to compute debt service 

capacity of a firm . Financial institutions calculate the average DSCR for the period during which the 

term loan for the project is repayable. The Debt Service Coverage Ratio is defined as follows:  

Profit after tax + Depreciation + Other Non cash Expenditure + Interest on te rm loan  

Interest on Term loan + Re payment of term loan  



59  
 

3.2.3  PROFITABILITY RATIOS :  

Profitability and operating/management efficiency of a firm is judged mainly by the following 

profitability ratios:  

(i)  Gross Profit Ratio (%) =  
Gross Profit  

 * 100  
Net Sales  

 

(ii)  Net Profit Ratio (%) =  
Net Profit  

 * 100  
Net Sales  

 

Some of the profitability ratios related to investments are:  

Return on Total Assets =  
Profit Before Interest And Tax  

Fixed Assets + Current Assets  

 

Return on Capital Employed =  
Net  Profit After Tax  

Total Capital Employed  

 

(Here, Total Capital Employed = Total Fixed Assets + Current Assets -  Current Liabilities)  

(v)  Return on Shareholdersô Equity = 
Net Profit After Tax  

Average Total Shareholdersô Equity or Net Worth 

 

(Net worth  includes Shareholdersô equity capital plus reserves and surplus) 

A common (equity) shareholder has only a residual claim on profits and assets of a firm, i.e., only 

after claims of creditors and preference shareholders are fully met, the equity shareholde rs receive 

a distribution of profits or assets on liquidation. A measure of his well being is reflected by return 

on equity. There are several other measures to calculate return on shareholdersô equity of which 

the following are the stock market related ra tios:  

Earnings Per Share (EPS): EPS measures the profit available to the equity shareholders per share, 

that is, the amount that they can get on every share held. It is calculated by dividing the profits 

available to the shareholders by number of outstandi ng shares. The profits available to the ordinary 

shareholders are arrived at as net profits after taxes minus preference dividend.  

It indicates the value of equity in the market.  

 

EPS =  
Net Profit Available To The Shareholder  

Number of Ordinary Shares Ou tstanding  
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Price -earnings ratios = P/E Ratio =  
Market Price per Share  

EPS 

 

3.2.4  I LLUSTRATION :  

Balance Sheet of ABC Co. Ltd. as on March 31, 2005  

(Rs. in Crore)  

Liabilities  Amount  Assets  Amount  

Share Capital  16.00  Fixed Assets (net)   60.00  

(1,00,00,0 00 equity shares      

of Rs.10 each)      

Reserves & Surplus  22.00  Current Assets:   23.40  

Secured Loans  21.00  Cash & Bank  0.20   

Unsecured Loans  25.00  Debtors  11.80   

Current Liabilities & Provisions  16.00  Inventories  10.60   

  Pre-paid expenses  0.80   

  Investments   16.60  

Total  100  Total   100  

 

Profit & Loss Account of ABC Co. Ltd. for the year ending on March 31, 2005:  

Particulars  Amount  Particulars  Amount  

Opening Stock  13.00  Sales (net)  105.00  

Purchases  69.00  Closing Stock  15.00  

Wages and Salaries  12.00    

Other Mfg. Expenses  10.00    

Gross Profit  16.00    
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Total  120.00  Total  120.00  

Administrative and Personnel 

Expenses  
1.50  Gross Profit  16.00  

Selling and Distribution Expenses  2.00    

Depreciation  2.50    

Interest  1.00    

Net Profit  9.00    

Total  16 .00  Total  16.00  

Income Tax  4.00  Net Profit  9.00  

Equity Dividend  3.00    

Retained Earning  2.00    

Total  9.00  Total  9.00  

 

Market price per equity share = Rs. 20.00  

Current Ratio = Current Assets / Current Liabilities  

= 23.40/16.00 = 1.46  

Quick Ratio = Qui ck Assets / Current Liabilities  

=Current Assets - (inventory + prepaid expenses)/Current Liabilities  

= [23.40 - (10.60+0.8)]/16.00 = 12.00/16.00 = 0.75  

Inventory Turnover Ratio = Cost of goods sold/Average Inventory  

= (Net Sales -Gross Profit)/ [(opening stock+ closing stock)/2]  

= (105 -16)/ [(15+13)/2] = 89/14 = 6.36  

Debtors  Turnover  Ratio =  Net  Sales/ Average account receivables (Debtors)  

= 105/11.80 =8.8983  

Average Collection period = 365 days / Debtors turnover  

= 365 days/8.8983 = 41 days  

Fixed Assets Turnover  ratio = Net Sales / Net Fixed Assets  

= 105/60 = 1.75  

Debt to Equity Ratio = Debt/ Equity  

= (21.00+25.00)/(16.00+22.00) = 46/38 = 1.21  

Gross Profit Ratio = Gross Profit/Net Sales  
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= 16.00/105.00 = 0.15238 or 15.24%  

Net Profit Ratio = Net Profit / Net Sales  

= 9/105.00 = 0.0857 or 8.57 %  

Return on Shareholdersô Equity = Net Profit after tax/Net worth  

= 5.00/(16.00+22.00) =0.13157 or 13.16%  

POINTS TO REMEMBER  

Ratio analysis is an important tool in understanding financial statements. The ratios give better 

data to study a company as compared to actual numbers. Ratios are divided into liquidity ratios, 

leverage/capital structure ratios and profitability ratios, which help in determining how the 

company is actually performing.  

THE D IRECTOR ôS REPORT  
  

The Directorôs Report is a report submitted by the directors of a company to shareholders, 

informing them about the performance of the company, under their stewardship:  

  

1. It enunciates the opinion of the directors on the state of the economy and the political situati on 

vis -a-vis the company.  

  

2. Explains the performance and the financial results of the company in the period under review. 

This is an extremely important part. The results and operations of the various separate divisions 

are usually detailed and investor s can determine the reasons for their good or bad performance.  

  

3. The Directorôs Report details the companyôs plans for modernization, expansion and 

diversification. Without these, a company will remain static and eventually decline.  

  

4. Discusses the p rofits earned in the period under review and the dividend recommended by the 

directors. This paragraph should normally be read with sane scepticism as the directors will always 

argue that the performance was satisfactory. If profits have improved the reaso ns stated would 

invariably be superior technology adopted, intense marketing and hard work in the face of severe 

competition etc. If profits are low, adverse economic conditions are usually blamed for the same.  

  

5. Elaborates on the directorsô views of the companyôs prospects for the future. 

  

6. Discusses plans for new acquisitions and investments.  

  

An investor must intelligently evaluate the issues raised in a Directorôs Report. If the report talks 

about diversification, one must the question that thoug h diversification is a good strategy,does it 

make sense for the company? Industry conditions, the managementôs knowledge of the new 

business must be considered. Although companies must diversify in order to spread the risks of 

economic slumps, every divers ification may not suit a company. Similarly, all other issues raised in 

the Directorôs Report should be analysed. Did the company perform as well as others in the same 

industry? Is the finance being raised the most logical and beneficial to the company? It  is 

imperative that the investor read between the lines of the Directorôs Report and find the answers to 
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these and many other questions. In short, a Directorôs Report is valuable and if read intelligently 

can give the investor a good grasp of the workings of a company, the problems it faces, the 

direction it intends taking and its future prospects.  
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UNIT - 4  Mutual Funds Products and Features  

4 .1  Introduction  

A mutual fund is a professionally managed type of collective investment scheme that pools 

money from many investors and invests it in stocks, bonds, short - term money market 

instruments and other securities. Mutual funds have a fund manager who invests the money on 

beha lf of the investors by buying / selling stocks, bonds etc.  

Mutual Fund Industry S tatistics (India) -  September 2016  

Scheme Name  Rs. Cr  
Increase/D

ecrease  

Change 

(%)  
Growth  

Asset Under Management 

(AUM) (YoY)  
1,609,370  294839  22.43%  ç 

Asset Under Management 

(AUM) (MoM)  
1,609,370  169669  11.79%  ç 

 

There are various asset classes in which  an investor can invest his savings depending on his risk 

appetite and time horizon viz. real estate, bank deposits, post office deposits, shares, 

debentures, bonds etc. While investing in these asset classes an individual would need to study 

the risk and reward closely.  

Example  

Mr. X proposes to invest in shares of M/s. Linked Ltd.  

This requires a detailed analysis of the  

Å performance of the company  

Å understanding the future business prospects of the company  

Å track record of the promoters and the div idend, bonus issue history of the company etc.  

However, the above process is cumbersome and time consuming.  

Alternatively an investor can utilize professional expertise to achieve superior returns at 

acceptable risk. This is done by investing through mut ual funds which offer various types of 

schemes. The fund manager studies and analysis numerous stocks before selection for inclusion 

in the mutual fund scheme. Therefore an individual investor benefits from professional fund 

management. Another reason why investors prefer mutual funds is because mutual funds offer 

diversification. An investorôs money is invested by the mutual fund in a variety of shares, bonds 

and other securities thus diversifying the investorôs portfolio across different companies and 

sectors. This diversification helps in reducing the overall risk of the portfolio.  

 

Indian Scenario  
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In India gold has been the single largest form of savings. Bank deposits, post office schemes and 

other traditional savings instruments have been extremely po pular and continue to be so even 

today. Against this background, if we look at approximately Rs.16 lakh crores 1 which Indian 

Mutual Funds are managing, then it is no mean an achievement. However a country traditionally 

putting money in safe, risk - free inv estments has started to invest in stocks, bonds and shares ï 

thanks to the mutual fund industry.  

The Rs.16 Lakh crores stated above, includes investments by the corporate sector as well. Going 

by various reports, not more than 5% of household savings are c hannelized into the markets, 

either directly or through the mutual fund route. Not all parts of the country are contributing 

equally into the mutual fund corpus. 8 cities account for over 60% of the total assets under 

management in mutual funds. These are issues which need to be addressed jointly by all 

concerned with the mutual fund industry. Market dynamics are making industry players to look at 

smaller cities to increase penetration. Competition is ensuring that costs incurred in managing 

the funds are k ept low and fund houses are trying to give more value for money by increasing 

operational efficiencies and cutting expenses. As of September 30, 2016, there are around 39 

Mutual Funds in the country as per AMFI. Together they offer around 11460 schemes to the 

investor.  

Data Source: Mutualfundindia.com  

Let us now look at some trends in mutual funds in India over the 10 year period from September 

2015 to September 2016:  

Growth in Assets under Management over years  

 

 

Year on Year increase in number of Accoun ts / Folios in India Mutual Fund Industry  
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Year  No of Folios (In Crores)  

Mar - 12  4.65  

Mar - 13  4.28  

Mar - 14  3.95  

Mar - 15  4.17  

Mar - 16  4.77  

Sept - 16  5.05  

 

This module is designed to meet the requirements of both the investor as well as the industry , 

mainl y those proposing to enter the mutual fund industry. Investors need to understand the 

nuances of mutual funds, the workings of various schemes before they invest; since their money 

is being invested in risky assets like stocks/ bonds (bonds also carry risk ). The language of the 

module is kept simple and the explanation is peppered with óconcept clarifiersô and examples. 

Let us now try and understand the characteristics of mutual funds in India and the different types 

of mutual fund schemes available in the market.  

4 .2  Mutual Funds: Structure in India  

Mutual funds primarily deal in investorôs money. Therefore a clear structure is laid out to ensure 

proper governance.  

Mutual Funds in India follow a 3 - tier structure .  

 

 

There is a Sponsor (the First tier), wh o thinks of starting a mutual fund. The Sponsor 

approaches the Securities & Exchange Board of India (SEBI), which is the market regulator and 

also the regulator for mutual funds.  

The mutual fund industry is governed by the SEBI (mutual fund) Regulations, 1 996 and such 

other notifications that may be issued by the regulator from time to time. The sponsor should 

have sound track record and general reputation of fairness and integrity in all his business 

transactions. Sound track record shall mean the sponsor should  
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Å Be carrying out the business of financial services for not less than five years  

Å Have positive net worth in all the preceding five years  

Å The net worth in the immediately preceding financial year is more than the capital 

contribution in the asse t management company  

Å Has profits after depreciation, interest and tax in three of out the five preceding years 

including the fifth year  

The sponsor has contributed / contributes not less than 40% of the net worth of the asset 

management company  

Once appr oved by SEBI, the sponsor creates a Public Trust (the Second tier) as per the Indian 

Trusts Act, 1882. Trusts have no legal identity in India and cannot enter into contracts, hence the 

Trustees are the people authorized to act on behalf of the Trust. Contr acts are entered into in the 

name of the Trustees. Once the Trust is created, it is registered with SEBI after which this trust is 

known as the mutual fund.  

It is important to understand the difference between the Sponsor and the Trust. They are two 

separa te entities. Sponsor is not the Trust; i.e. Sponsor is not the Mutual Fund. It is the Trust 

which is the Mutual Fund.  

The Trustees role is not to manage the money. Their job is only to see, whether the money is 

being managed as per stated objectives. Trust ees may be seen as the internal regulators of a 

mutual fund.  

 

4 .3  Who Manages Investorôs Money? 

This is the role of the Asset Management Company (the Third tier). Trustees appoint the Asset 

Management Company (AMC), to manage investorôs money. The AMC in return charges a fee for 

the services provided and this fee is borne by the investors as it is deducted from the money 

collected from them. The AMCôs Board of Directors must have at least 50% directors, who are not 

associate of, or associated in any manner with, the sponsor or any of its subsidiaries or the 

trustees. The AMC has to be approved by SEBI. The AMC functions under the supervision of its 

Board of Directors, and also under the direction of the Trustees and SEBI. It is the AMC, which in 

the name of the Trust, floats and manages schemes by buying and selling securities. In order to 

do this, the AMC needs to follow all rules and regulations prescribed by SEBI and as per the 

Investment Management Agreement it signs with the Trustees.  

Whenever the fund i ntends to launch a new scheme, the AMC has to submit a Draft Offer 

Document to SEBI. This draft offer document, after getting SEBI approval becomes the offer 

document of the scheme. The Offer Document (OD) is a legal document and investors rely upon 

the in formation provided in the OD for investing in the mutual fund scheme. The Compliance 
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Officer has to sign the Due Diligence Certificate in the OD. This certificate says that all the 

information provided inside the OD is true and correct. This ensures that t here is accountability 

and somebody is responsible for the OD. In case there is no compliance officer, then senior 

executives like CEO, Chairman of the AMC has to sign the due diligence certificate. The certificate 

ensures that the AMC takes responsibility  of the OD and its contents.  

4 .4  Who i s a  Custodian ? 

The assets of the mutual fund scheme are held by the custodian. A custodianôs role is safe 

keeping of physical securities and also keeping a tab on the corporate actions like rights, bonus 

and dividends declared by the companies in which the fund has invested. The Custodian is 

appointed by the Board of Trustees. Since the custody of the assets is separated from the 

management it protects the investors against fraud and misappropriation.  

The custodian als o participates in a clearing and settlement system through approved depository 

companies on behalf of mutual funds, in case of dematerialized securities. In India today, 

securities (and units of mutual funds) are no longer held in physical form but in dema terialized 

form with the Depositories. The holdings are held in the Depository through Depository 

Participants (DPs). Only the physical securities are held by the Custodian. The deliveries and 

receipt of units of a mutual fund are done by the custodian or a depository participant at the 

instruction of the AMC and under the overall direction and responsibility of the Trustees. 

Regulations provide that the Sponsor and the Custodian must be separate entities.  

4 .5  What i s t he r ole o f t he AMC?  

The role of the A MC is to manage investorôs money on a day to day basis. Thus it is imperative 

that people with the highest integrity are involved with this activity.  

Å The AMC cannot deal with a single broker beyond a certain limit of transactions.  

Å The AMC cannot act as a Trustee for some other Mutual Fund. The responsibility of preparing 

the OD lies with the AMC.  

Å Appointments of intermediaries like independent financial advisors (IFAs), national and 

regional distributors, banks, etc. is also done by the AMC. Finall y, it is the AMC which is 

responsible for the acts of its employees and service providers.  

As can be seen, it is the AMC that does all the operations. All activities by the AMC are done 

under the name of the Trust, i.e. the mutual fund.  

The AMC charges a fee for providing its services. SEBI has prescribed limits for this. This fee is 

borne by the investor as the fee is charged to the scheme, in fact, the fee is charged as a 

percentage of the schemeôs net assets. An important point to note here is that this fee is included 

in the overall expenses permitted by SEBI. There is a maximum limit to the amount that can be 
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charged as expense to the scheme, and this fee has to be within that limit. Thus regulations 

ensure that beyond a certain limit, investorôs money is not used for meeting expenses.  

4 .6  What i s an NFO?  

Once the 3 ï tier structure is in place, the AMC launches new schemes, under the name of the 

Trust, after getting approval from the Trustees and SEBI. The launch of a new scheme is known 

as a New Fund Offer (NFO). We see NFOs coming up in markets regularly. It is like an invitation 

to the investors to put their money into the mutual fund scheme by subscribing to its units. When 

a scheme is launched, the distributors talk to potential investors and colle ct money from them by 

way of cheques or demand drafts. Mutual funds cannot accept cash. (Mutual funds units can also 

be purchased on - line through a number of intermediaries who offer on - line purchase / 

redemption facilities). Before investing, it is expect ed that the investor reads the Offer Document 

(OD) carefully to understand the risks associated with the scheme.  

4 .7  What i s t he r ole o f a  Registrar and Transfer Agents?  

Registrars and Transfer Agents (RTAs) perform the important role of maintaining invest or 

records. All the New Fund Offer (NFO) forms, redemption forms (i.e. when an investor wants to 

exit from a scheme, it requests for redemption) go to the RTAôs office where the information is 

converted from physical to electronic form. How many units will  the investor get, at what price, 

what is the applicable NAV, how much money will he get in case of redemption, exit loads, folio 

number, etc. is all taken care of by the RTA.  

4 .8  What i s t he Procedure f or investing in an N FO? 

But before investing in mutua l funds or NFOs, the investor must have the KYC in place. The 

mutual funds or the KYC Registration Agencies (KRAs) must be approached to complete the KYC 

formalities. KYC or know your customer is a form that must be filled giving all details of investor 

li ke name, age, address along with supporting documents like PAN Card and address proof. Once 

this is done, the investor is to have a bank account and a demat account for transactions in 

mutual fund units for incoming and outgoing of money and units.  

Once t hese formalities are complete, the investor has to fill a form, which is available with the 

distributor or online. The investor must read the Offer Document (OD) before investing in a 

mutual fund scheme. In case the investor does not read the OD, he must r ead the Key 

Information Memorandum (KIM), which is available with the application form. Investors have the 

right to ask for the KIM/ OD from the distributor.  

Once the form is filled and the cheque is given to the distributor, he forwards both these 

documen ts to the RTA. The RTA after capturing all the information from the application form into 

the system, sends the form to a location where all the forms are stored and the cheque is sent to 

the bank where the mutual fund has an account. After the cheque is c leared, the RTA then 
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creates units for the investor. The same process is followed in case an investor intends to invest 

in a scheme, whose units are available for subscription on an on -going basis, even after the NFO 

period is over. In an online system, th is entire process is carried out electronically from filling of 

forms to online payment to allotment of units in the demat account of the investor.  

 

 

 

Fund Constituents  

4 .9  What are the Investorôs Rights & Obligations? 

Some of the Rights and Obligations o f investors are: - 

È Investors are mutual, beneficial and proportional owners of the schemeôs assets. The 

investments are held by the trust in fiduciary capacity (The fiduciary duty is a legal 

relationship of confidence or trust between two or more parties).  

È In case of div idend declaration, investors have a right to receive the dividend within 30 days 

of declaration.  

È On redemption request by investors, the AMC must dispatch the redemption proceeds within 

10 working days of the request. In case the AMC fails to do so, it h as to pay an interest @ 

15%. This rate may change from time to time subject to regulations.  

È In case the investor fails to claim the redemption proceeds immediately, then the applicable 

NAV depends upon when the investor claims the redemption proceeds.  

È Investors can obtain relevant information from the trustees and inspect documents like trust 

deed, investment management agreement, annual reports, offer documents, etc. They must 

receive audited annual reports within 6 months from the financial year end.  

È Investors can wind up a scheme or even terminate the AMC if unit holders representing 75% 

of schemeôs assets pass a resolution to that respect. 

È Investors have a right to be informed about changes in the fundamental attributes of a 

scheme. Fundamental a ttributes include type of scheme, investment objectives and policies 
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and terms of issue.  

È Lastly, investors can approach the investor relations officer for grievance redressal. In case 

the investor does not get appropriate solution, he can approach the in vestor grievance cell of 

SEBI. The investor can also sue the trustees.  

The offer document is a legal document and it is the investorôs obligation to read the OD carefully 

before investing. The OD contains all the material information that the investor woul d require to 

make an informed decision.  

It contains the risk factors, dividend policy, investment objective, expenses expected to be 

incurred by the proposed scheme, fund managerôs experience, historical performance of other 

schemes of the fund and a lot o f other vital information.  

It is not mandatory for the fund house to distribute the OD with each application form but if the 

investor asks for it, the fund house has to give it to the investor. However, an abridged version of 

the OD, known as the Key Infor mation Memorandum (KIM) has to be provided with the 

application form.  

4 .1 0  What a re t he d ifferent schemes o ffered b y Mutual Funds?  

 

 

1)  Equity funds ï funds that primarily invests in equity shares of companies.  

2)  Debt funds -  funds which invest in debt i nstruments such as short and long term bonds, 

government securities, t - bills, corporate paper, commercial paper, call money etc.  

3)  Hybrid funds  -  These are funds which invest in debt as well as equity instruments  

4)  Gold ETF ï An exchange traded fund that  buys and sells gold.  

5)  Real estate funds ï These funds invest in properties  
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4 .11  Category Wise Funds  

Scheme wise composition of Assets i.e. Debt / Equity / Liquid  

Scheme wise composition of assets  

Year  
Debt Oriented 

schemes  
Equity oriented 

schem es  
Liquid Money 

Market  
ETFs & FOFs  

Mar - 12  50%  33%  15  2%  

Mar - 13  57%  27%  14  2%  

Mar - 14  52%  22%  24.30%  1.70%  

Mar - 15  44.10%  30.90%  23.50%  1.50%  

Mar - 16  43.50%  31.10%  23.70%  1.70%  

 

Of the total assets under management of all mutual funds debt funds are the major contributor 

which includes income funds and gilt funds.  

4.12  What are open ended and Close Ended Funds?  

Å Equity Funds (or any Mutual Fund scheme for that matter) can either be open ended or 

close ended .  

Å An open ended scheme allows the investor t o enter and exit at his convenience, anytime 

(except under certain conditions) whereas a close ended scheme restricts the freedom of 

entry and exit.  

Å Whenever a new fund is launched by an AMC, it is known as New Fund Offer (NFO). Units are 

offered to inv estors at the par value of Rs. 10/ unit.  

Å In case of open ended schemes, investors can buy the units even after the NFO period is 

over. Thus, when the fund sells units, the investor buys the units from the fund and when the 

investor wishes to redeem the units, the fund repurchases the units from the investor. This 

can be done even after the NFO has closed. The buy / sell of units takes place at the Net 

Asset Value (NAV) declared by the fund.  

Å The freedom to invest after the NFO period is over is not the re in close ended schemes. 

Investors have to invest only during the NFO period; i.e. as long as the NFO is on or the 

scheme is open for subscription. Once the NFO closes, new investors cannot enter, nor can 

existing investors exit, till the term of the sch eme comes to an end. However, in order to 

provide entry and exit option, close ended mutual funds list their schemes on stock 

exchanges. This provides an opportunity for investors to buy and sell the units from each 

other. This is just like buying / sellin g shares on the stock exchange. This is done through a 

stock broker. The outstanding units of the fund does not increase in this case since the fund 

is itself not selling any units.  
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Å Sometimes, close ended funds also offer óbuy-back of fund shares / units ò, thus offering 

another avenue for investors to exit the fund. Therefore, regulations drafted in India permit 

investors in close ended funds to exit even before the term is over.  

4.13  What are Equity Oriented Funds?  

4 .13 .1  Introduction  

Equity funds accoun t for around 30% of the total AUM managed by mutual funds. A scheme 

might have an investment objective to invest largely in equity shares and equity - related 

investments like convertible debentures. The investment objective of such funds is to seek capital 

appreciation through investment in this growth asset. Such schemes are called equity schemes .  

Equity funds essentially invest the investorôs money in equity shares of companies. Fund 

managers try and identify companies with good future prospects and inves t in the shares of such 

companies. The prices of listed securities fluctuate based on liquidity, international scenario and 

numerous other factors. Therefore investment in equity funds carries higher risk. It is necessary 

for an investor to understand the features of equity investments in terms of risk and return 

before investing.  

4 .13 .2  Equity Fund Definition  

Equity oriented Funds are funds that invest the investorôs money in equity and related 

instruments of companies.  

Section 115 T of the Income Tax Ac t, 1961 lays down that equity oriented fund means such fund 

where the investible funds are invested by way of equity shares in domestic companies to the 

extent of more than  65% of the total proceeds of such fund  

In case of equity funds investors need not pay long term capital gains. Hence it is important that 

this investment norm is met by the fund.  

 

Example  

ñEquity long termò is a fund hosted by ABC Mutual Fund. This fund has invested 100% of the 

funds in international equities. Although this fund is als o an equity fund from the investorsô asset 

allocation point of view, but the tax laws do not recognise these funds as Equity Funds and hence 

investors have to pay tax on the Long Term Capital Gains made from such investments.  

Equity Funds are of various t ypes and the industry keeps innovating to make products available 

for all types of investors. Relatively safer types of Equity Funds include Index Funds and 

diversified Large Cap Funds, while the riskier varieties are the Sector Funds. International Funds,  

Gold Funds (not to be confused with Gold ETF) and Fund of Funds are some of the different types 

of funds, which are designed for different types of investor preferences. These funds are 

explained later.  

Equity Funds can be classified on the basis of marke t capitalisation of the stocks they invest in ï 

namely Large Cap Funds, Mid Cap Funds or Small Cap Funds ï or on the basis of investment 

strategy the scheme intends to have like Index Funds, Infrastructure Fund, Power Sector Fund, 

Quant Fund, Arbitrage Fun d, Natural Resources Fund, etc. These funds are explained later.  

Equity Oriented Funds risk pyramid  
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Equity funds do not guarantee any minimum returns. In terms of risk barometer for equity funds, 

index funds are the least risky as they mirror the index stocks, followed by the diversified large 

cap funds. Mid cap and sector focus funds are considered more risky.  

4.14  What i s an Index Fund?  

Index Funds invest in stocks comprising indices, such as the Nifty 50, which is a broad based 

index comprising 50 st ocks. There can be funds on other indices which have a large number of 

stocks such as the Nifty Midcap 100 or Nifty 500. Here the investment is spread across a large 

number of stocks. In India today we find many index funds based on the Nifty 50 index, whi ch 

comprises large, liquid and blue chip 50 stocks.  

The objective of a typical Index Fund states ï óThis Fund will invest in stocks comprising the Nifty 

50 and in the same proportion as in the indexô. The fund manager will not indulge in research 

and stock  selection, but passively invest in the Nifty 50 scrips only, i.e. 50 stocks which form part 

of Nifty 50, in proportion to their market capitalisation. Due to this, index funds are known as 

passively managed funds. Such passive approach also translates int o lower costs as well as 

returns which closely tracks the benchmark index return (i.e. Nifty 50 for an index fund based on 

Nifty 50). Index funds never attempt to beat the index returns, their objective is always to mirror 

the index returns as closely as p ossible.  

Tracking Error  

The difference between the returns generated by the benchmark index and the Index Fund is 

known as tracking error. By definition, Tracking Error is the variance between the daily returns of 

the underlying index and the NAV of the sc heme over any given period.  

Concept Clarifier ï Tracking Error  

Tracking Error is the Standard Deviation of the difference between daily returns of the 

index and the NAV of the scheme (index fund). This can be easily calculated on a 

standard MS office spre adsheet, by taking the daily returns of the Index, the daily 

returns of the NAV of the scheme, finding the difference between the two for each day 

and then calculating the standard deviation of difference by using the excel formula for 
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óstandard deviationô.  

In simple terms it is the difference between the returns delivered by the underlying 

index and those delivered by the scheme. This difference may arise on account of any 

of the following reasons  

Å The fund manager may buy/ sell securities anytime during  the day, whereas the 

underlying index will be calculated on the basis of closing prices of the Nifty 50 

stocks.  

Å Cash position in the scheme  

Å If the indexôs portfolio composition changes, it will require some time for the fund 

manager to exit the earli er stock and replace it with the new entrant in the index.  

Å Dividend accrued but not distributed  

Å Accrued expenses  

A lower tracking error is desirable.  

 

The fund with the least Tracking Error will be the one which investors would prefer since it is the 

fund tracking the index closely. Tracking Error is also function of the scheme expenses. Lower the 

expenses lower the Tracking Error. Hence an index fund with low expense ratio, generally has a 

low Tracking Error.  

4.15  What are Diversified large Cap Funds?  

Another category of equity funds is the diversified large cap funds.  

Cap refers to market capitalization. Market capitalization refers to aggregate valuation of the 

company based on the current market price and the number of shares issued. Accordingly 

companies are classified into  

V Large cap companies ï typically the top 100 to 200 stocks which feature in Nifty 50  

V Mid cap companies ï Stocks below large cap which belong to the mid cap segment  

V Small cap ï companies ï Typically stocks with market capitalization of less than  

Rs. 500 0 cr.  

Large cap funds restrict their stock selection to the large cap stocks It is generally perceived that 

large cap stocks are those which have sound businesses, strong management, globally 

competitive products and are quick to respond to market dynamic s. Therefore, diversified large 

cap funds are considered as stable and safe. The stocks command high liquidity.  

However, since equities as an asset class are risky, there is no return guarantee for any type of 

fund. These funds are actively managed funds unlike the index funds which are passively 

managed, In an actively managed fund the fund manager pores over data and information, 

researches the company, the economy, analyses market trends, takes into account government 

policies on different sectors and t hen selects the stock to invest. This is called as active 

management.  

A point to be noted here is that anything other than an index funds are actively managed funds 

and they generally have higher expenses as compared to index funds. In this case, the fund 

manager has the choice to invest in stocks beyond the index. Thus, active decision making comes 

in. Any scheme which is involved in active decision making is incurring higher expenses and may 
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also be assuming higher risks. This is mainly because as the sto ck selection universe increases 

from index stocks to large caps to midcaps and finally to small caps, the risk levels associated 

with each category increases above the previous category.  

The logical Points to Remember  from this is that actively managed fu nds should also deliver 

higher returns than the index, as investors must be compensated for higher risks. But this is not 

always so. Studies have shown that a majority of actively managed funds are unable to beat the 

index returns on a consistent basis yea r after year. Secondly, there is no guaranteeing which 

actively managed fund will beat the index in a given year. Index funds therefore have grown 

exponentially in some countries due to the inconsistency of returns of actively managed funds.  

4.16  What are Midcap Funds?  

Midcap funds, invest in stocks belonging to the mid cap segment of the market. Many of these 

midcaps are said to be the óemerging blue chipsô or ótomorrowôs large capsô. There can be actively 

managed or passively managed mid cap funds. There are indices such as the CNX Midcap index 

which tracks the midcap segment of the markets and there are some passively managed index 

funds investing in the CNX Midcap companies.  

4.17  What are Sectoral Funds?  

Funds that invest in stocks from a single sector o r related sectors are called Sectoral funds. 

Examples of such funds are Banking Funds, IT Funds, Pharma Funds, Infrastructure Funds, etc. 

Regulations do not permit funds to invest over 10% of their Net Asset Value in a single company. 

This is to ensure tha t schemes are diversified enough and investors are not subjected to 

concentration risk. This regulation is relaxed for sectoral funds and index funds.  

Example  

AAA Mutual Fund has a banking sector fund. The fund objective is to generate continuous returns 

by actively investing in equity and equity related securities of companies in the Banking Sector 

and companies engaged in allied activities related to Banking Sector.  

4.18  Other Equity Schemes:  

4 .18 .1  Arbitrage Funds  

These invest simultaneously in the cash and the derivatives market and take advantage of the 

price differential of a stock in the cash and derivative segment by taking opposite positions in the 

two markets (for e.g. cash and stock futures).  

4 .18 .2  Multi cap Funds  

These funds can, theoretically, have a small cap portfolio today and a large cap portfolio 

tomorrow. The fund manager has total freedom to invest in any stock from any sector.  

4 .18 .3  Quant Funds  

In case of these funds quantitative models are used for stock selection and allocation of wei ghts 

based on companyôs size, financial performance and liquidity.  

Example  

XYZ Mutual Fund has recently launched a quant fund. The SID (scheme information document) 

specifies the use of a quantitative model for aspects like  

Å Stock price ï parameters base d on periodic moving average of price, market capitalization  
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Å Financial parameters ï based on key indicators such as EPS, PE, PAT, EBDIT margins 

(historical and forecasted).  

4 .18 .4  International Equities Fund  

This is a type of fund which invests in stock s of companies outside India. This can be a Fund of 

Fund, whereby, we invest in one fund, which acts as a ófeederô fund for some other fund(s), .i.e 

invests in other mutual funds, or it can be a fund which directly invests in overseas equities. 

These may b e further designed as óInternational Commodities Securities Fundô or óWorld Real 

Estate and Bank Fundô etc. 

4 .18 .5  Growth Schemes  

A mutual fund  whose aim is to achieve capital appreciation by investing in  growth  stocks. They 

focus on companies that are exp eriencing significant earnings or revenue growth , rather than 

companies that pay out dividends. A growth fund aims to produce capital appreciation by investing 

in growth stocks. They focus on industries and specific companies that are in the phase of 

signi fication revenue growth rather than high dividend payouts. These companies are in the 

growth phase and hence require a holding period of 5 -10 years. Hence a higher risk tolerance is 

required. The time horizon for return is medium to long term.  

Example  

PU Mutual Fund has a Growth companies fund that has an investment objective to invest in 

companies / stocks with high growth rates or above average potential.  

The fund managers will follow an active investment strategy and will be focusing on rapid growth 

companies (or sectors). The selection of stocks will be growth measures such as Enterprise 

Value/EBITDA (Earnings before Interest, Taxes, Depreciation, and Amortization), forward 

price/sales, and discounted EPS (Earning per Share). The primary focus will be to identify óhigh 

growthô companies, especially in sectors witnessing above average growth. A combination of top-

down (macro analysis to identify sectors) and bottom -up approach (micro analysis to pick stocks 

within these sectors) will be employed. The swi tch between companies and sectors to be 

identified based on relative valuations, liquidity and growth potential.  

Concept Clarifier ï Growth and Value Investing  

Investment approaches can be broadly classified into Growth based and Value Based. 

While Growth  investing refers to investing in companies with high growth potential, 

Value investing approach is based upon the premise that a stock/ sector is currently 

undervalued and the market will eventually realize its true value. So, a value investor 

will buy su ch a stock/ sector today and wait for the price to move up. When that 

happens, the Value investor will exit and search for another undervalued opportunity.  

Hence in Growth investing, it is the growth momentum that the investor looks for, 

whereas in Value i nvesting, the investor looks for the mismatch between the current 

market price and the true value of the investment.  

Contra Funds can be said to be following a Value investing approach. For example, 

when interest rates rise, people defer their purchases as  the cost of borrowing 
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increases. This affects banks, housing and auto sectors and the stocks of these 

companies come down. A Value fund manager will opine that as and when interest rates 

come down these stocks will go up again; hence he will buy these sto cks today, when 

nobody wants to own them. Thus he will be taking a contrarian call. The risk in Growth 

investing is that if growth momentum of the company goes down slightly, then the 

stockôs price can go down rather fast, while in Value investing, the risk is that the 

investor may have to wait for a really long time before the market values the 

investment correctly.  

4 .18 .6  ELSS  

Equity Linked Savings Schemes (ELSS) are equity schemes, where investors get tax benefit upto 

Rs. 1.5 lacs under section 80C of t he Income Tax Act. These are open ended schemes but have a 

lock in period of 3 years. These schemes serve the dual purpose of equity investing as well as tax 

planning for the investor. However it must be noted that investors cannot, under any 

circumstances , get their money back before 3 years from the date of investment.  

4 .18 .7  Fund of Funds  

These are funds which do not directly invest in stocks and shares but invest in units of other 

mutual funds which in their opinion will perform well and give high retur ns. Almost all mutual 

funds offer fund of funds schemes.  

Let us now look at the internal workings of an equity fund and what must an investor know to 

make an informed decision.  

 

Concept Clarifier ï AUM  

Assets Under Management (AUM) represents the money w hich is managed by a mutual 

fund in a scheme. Adding AUMs for all schemes of a fund house gives the AUM of that 

fund house and the figure arrived at by adding AUMs of all fund houses represents the 

industry AUM.  

AUM is calculated by multiplying the Net Ass et Value (NAV ï explained in detail later) of 

a scheme by the number of units issued by that scheme.  

A change in AUM can happen either due to redemptions or inflows. In case of sharp 

market falls, the NAVs are expected to move down. This may lead to redemp tion 

pressures and the AUMs may come down. Conversely, if the outlook on country and 

markets is positive, it may lead to inflow of funds leading to overall increase in the 

AUM. Also if the fund is able to produce superior returns as compared to the benchma rk 

(e.g. Nifty, it may result in inflows into the scheme, leading to an increase in the AUM.  
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4.19  What i s t he Importance o f b asic Offer Documents  (SID AND  

 SAI)?  

Prior to investing, every investor needs to be aware of the basic objective, term and inves tment 

philosophy of the scheme. These are fundamental features of the fund and cannot be altered by 

the fund house without investor approval.  

Mutual Fund Offer Documents have two parts:  

Å Scheme Information Document (SID) , which has details of the scheme  

Å Statement of Additional Information (SAI) , which has statutory information about the 

mutual fund, that is offering the scheme.  

The above documents are prepared by the fund house and vetted by SEBI. Investor can 

download these documents from the mutual fu nd website. Investors should understand and 

analyse them prior to investing.  

 

Every offer document clearly states that  

ñThe particulars of the Scheme have been prepared in accordance with the Securities and 

Exchange Board of India (Mutual Funds) Regulation s 1996, (herein after referred to as óSEBI (MF) 

Regulationsô) as amended till date, and filed with SEBI, along with a Due Diligence Certificate 

from the AMC. The units being offered for public subscription have not been approved or 

recommended by SEBI nor has SEBI certified the accuracy or adequacy of the Scheme 

Information Document.  

The Scheme Information Document sets forth concisely the information about the scheme that a 

prospective investor ought to know before investing. Before investing, investors s hould also 

ascertain about any further changes to this Scheme Information Document after the date of this 

Document from the Mutual Fund / Investor Service Centres / Website / Distributors or Brokers.  

The investors are advised to refer to the Statement of Additional Information (SAI) for details of 

________ Mutual Fund, Tax and Legal issues and general information on www.__________. 

(Website address)  

SAI is incorporated by reference (is legally a part of the Scheme Information Document). For a 

free copy of  the current SAI, please contact your nearest Investor Service Centre or log on to our 

website.  

The Scheme Information Document should be read in conjunction with the SAI and not in 

isolationò. 

4.20  What i s t he Key Information Document?  

The Key Informatio n Memorandum (KIM)  is a summary of the SID and SAI. As per SEBI 

regulations, every application form is to be accompanied by the KIM.  

The important contents of KIM are:  
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Å Name of the AMC, mutual fund, Trustee, Fund Manager and scheme  

Å Dates of Issue Open ing, Issue Closing & Re -opening for Sale and Re -purchase  

Å Plans and Options under the scheme  

Å  Risk Profile of Scheme  

Å Price at which Units are being issued and minimum amount / units for initial purchase, 

additional purchase and re -purchase  

Å Bench mark  

Å Dividend Policy  

Å Performance of scheme and benchmark over last 1 year, 3 years, 5 years and since 

inception.  

Å Loads and expenses  

Å Contact information of Registrar for taking up investor grievances  

4.21  What i s N AV ? 

Net Assets of a scheme is the market value of assets of the scheme less all scheme liabilities. 

NAV i.e. net asset value is calculated by dividing the value of Net Assets by the outstanding 

number of Units.  

Concept Clarifier ï NAV  

 

Assets  Rs. Crs.  Liabilities  Rs. Crs.  

Shares  345  Unit Capital  300  

Debentures  23  Reserves & Surplus  85.7  

Money Market instruments  12    

Accrued Income  2.3  Accrued  1.5  

    

  Expenditure   

Other Current Assets  1.2  Other Current Liabilities  0.5  

Deferred Revenue Expenditure  4.2    

 387.7   387.7  

 
   

Uni ts Issued (Cr.)  30    

Face Value (Rs.)  10    

Net Assets (Rs.)  385.7    

NAV (Rs.)  12.86    
 

The above table shows a typical scheme balance sheet. Investments are entered under the 
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assets column. Adding all assets gives the total of Rs.387.7 cr. From this i f we deduct the 

liabilities of Rs.2 cr. I.e. Accrued Expenditure and Other Current Liabilities, we get Rs. 385.7 cr. 

as Net Assets of the scheme.  

The scheme has issued 30 crs. units @ Rs.10 each during the NFO. This translates in Rs.300 

crs. being garnered  by the scheme then. This is represented by Unit Capital in the Balance 

Sheet. Thus, as of now, the net assets worth Rs.385.7 cr are to be divided amongst 30 crs. 

units. This means the scheme has a Net Asset Value or NAV of Rs.12.86.  

The important point th at the investor must focus here is that the Rs. 300 crs. garnered by the 

scheme has increased to Rs.387 crs., which translates into a 29.23% gain, whereas, the return 

for the investor is 28.57% (12.86 -10/ 10 = 28.57%).  

Formula for NAV  

 

NAV=  

 

Concept Clarifier ï Fund Fact Sheet  

After an investor has entered into a scheme, he must monitor his investments regularly. This 

can be achieved by going through the Fund Fact Sheet. This is a monthly document which all 

mutual funds have to publish.  

Thi s document gives all details as regards  

Å the AUMs of all its schemes  

Å top holdings in all the portfolios of all the schemes  

Å loads, minimum investment  

Å performance over 1, 3, 5 years and also since launch  

Å Comparison of schemeôs performance with the benchmark index (most mutual fund 

schemes compare their performance with a benchmark index such as the Nifty 50) over the 

same time periods  

Å fund managers outlook  

Å portfolio composition  

Å expense ratio  

Å portfolio turnover  

Å risk adjusted returns  

Å equity / debt split for schemes  

Å YTM for debt portfolios and other information which the mutual fund considers important 

from the investorôs decision making point of view. 
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In a nutshell, the fund fact sheet is the document which investors must read, understand a nd 

keep themselves updated with.  

 

4.22  What are expenses incurred in r elation t o a  ccheme?  

There are two types of expenses incurred by a scheme  

× Initial issue expenses  ï these expenses are incurred when the NFO is made. These need to 

be borne by the AMC.  

× Recurring expenses  ï These expenses are incurred regularly. These include  

o fees paid to trustees, custodians, auditor, registrar and transfer  agents  

o selling and commission expenses  

o listing fees and depository fees  

o expenses related to investor communication  

o service tax  

SEBI has clearly laid down limits for expenses that can be charged to the scheme.  

The limits for schemes other than ind ex schemes are as follows:  

Net Assets (Rs crs.)  Equity Schemes  Debt Schemes  

Upto Rs.100 crs.  2.50%  2.25%  

Next Rs.300 crs.  2.25%  2.00%  

Next Rs.300 crs.  2.00%  1.75%  

Excess over Rs.700 crs.  1.75%  1.50%  

 

Å The above percentages are to be ca lculated on the average daily net assets of the scheme. 

The expense limits (including management fees) for index schemes (including Exchange 

Traded Funds) is 1.5% of average net assets.  

Å In case of a fund of funds scheme, the total expenses of the scheme  including weighted 

average of charges levied by the underlying schemes shall not exceed 2.50 per cent of the 

average daily net assets of the scheme.  

In addition to the limits specified, the following costs or expenses may be charged to the scheme, 

namely  

Å brokerage and transaction costs which are incurred for the purpose of execution of trade and 

is included in the cost of investment, not exceeding 0.12% in case of cash market 

transactions and 0.05% in case of derivatives transactions  

Å expenses not exce eding of 0.30% of daily net assets, if the new inflows from such cities as 

specified by the Board from time to time are at least -  (i) 30 per cent of gross new inflows in 
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the scheme, or; (ii) 15 per cent of the average assets under management (year to date ) of 

the scheme, whichever is higher: Provided that if inflows from such cities is less than the 

higher of sub -clause (i) or sub -  clause (ii), such expenses on daily net assets of the scheme 

shall be charged on proportionate basis  

Å additional expenses not  exceeding 0.20 per cent of daily net assets of the scheme  

Any expenditure in excess of the limits specified above shall be borne by the asset management 

company or by the trustee or sponsors.  

Mutual funds/AMCs shall launch new schemes under a single plan  and ensure that all new 

investors are subject to single expense structure. Investors, who have already invested as per 

earlier expense structures based on amount of investment, will be subject to single expense 

structure for all fresh subscription.  

4.23  What i s Expense Ratio?  

Among other things that an investor must look at before finalising a scheme, is that he must 

check out the Expense Ratio .  

 

Concept Clarifier ï Expense Ratio  

Expense Ratio is defined as the ratio of expenses incurred by a scheme to i ts Average 

Weekly Net Assets. It means how much of investorsô money is going for expenses and 

how much is getting invested. This ratio should be as low as possible.  

Assume that a scheme has average weekly net assets of Rs 100 cr. and the scheme 

incurs Rs.1  cr. as annual expenses, then the expense ratio would be 1/ 100 = 1%. In 

case this schemeôs expense ratio is comparable to or better than its peers then this 

scheme would qualify as a good investment, based on this parameter only.  

If this scheme performs w ell and its AUM increases to Rs. 150 cr in the next year 

whereas its annual expenses increase to Rs. 2 cr, then its expense would be 2/ 150 = 

1.33%.  

It is not enough to compare a schemeôs expense ratio with peers. The schemeôs 

expense ratio must be tracked  over different time periods. Ideally as net assets 

increase, the expense ratio of a scheme should come down.  

 

Investors today have an option of investing through direct plans. Since the direct plans do not 

entail distributor commissions, they may have a lower expense ratio.  

4.24  What i s Portfolio Turnover?  

Fund managers keep churning their portfolio depending upon their outlook for the market, sector 

or company. This churning can be done very frequently or may be done after sufficient time 

gaps. There is no rule which governs this and it is the mandate of the scheme and the fund 

managersô outlook and style that determine the churning. However, what is important to 

understand is that a very high churning frequency will lead to higher trading and transaction  

costs, which may eat into investor returns. Portfolio Turnover is the ratio which helps us to find 
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how aggressively the portfolio is being churned.  

While churning increases the costs, it does not have any impact on the Expense Ratio, as 

transaction costs are not considered while calculating expense ratio. Transaction costs are included 

in the buying & selling price of the scrip by way of brokerage, STT, cess, etc. Thus the portfolio 

value is computed net of these expenses and hence considering them while c alculating Expense 

Ratio as well would mean recording them twice ï which would be incorrect.  

 

Concept Clarifier ï Portfolio Turnover  

Portfolio Turnover is defined as óLesser of Assets bought or sold/ Net Assetsô. A scheme 

with Rs.100 cr as net assets sell s Rs.20 cr. of its investments. Thus its Portfolio 

Turnover Rate would be 20/ 100 = 20%.  

If this schemeôs net assets increase to Rs.120 cr and the fund manager decides to churn 

the entire portfolio by exiting all stocks, then the Portfolio Turnover would b e 120/ 120 

= 100%.  

If the fund manager churns the entire portfolio twice in a single year then we would say 

that the Portfolio Turnover rate is 200% or that the portfolio is churned once every 6 

months. Liquid funds have very high portfolio turnover due to  less maturity of the 

paper. Once the paper matures, the fund manager has to buy another security, thus 

churning the portfolio.  

4.25  How d oes A UM  Affect Portfolio Turnover?  

The schemeôs size i.e. the AUM can also have an impact on the performance of the scheme. In 

case the scheme performs well and thereby attracts a lot of money flow, it may happen that the 

fund manager may not be able to deploy that extra money successfully as he may not find 

enough opportunities. Thus an increased fund size may result in  lower returns. If the fund 

manager tries to acquire significantly large quantities of a stock, the buying pressure may lead to 

higher stock prices, thereby higher average cost for the scheme. Also, if the holdings by the 

scheme in any stock are huge, then  exit may be difficult as selling from the scheme itself can put 

pressure on the prices. Thus the first share may be sold at a higher price and as the supply 

increases the prices may fall, and the last share may get sold at a lower price.  

A scheme with a v ery small AUM does not face these problems but has its own set of problems. 

The Expense Ratio of such a scheme will be very high as expenses are calculated as a percent of 

Average Weekly Net Assets. As the fund size increases, the Expense Ratio tends to go  down.  

Similarly Portfolio Turnover will be magnified as the denominator (Average Net Assets) is small 

and hence the turnover appears to be very high.  

Thus, the investor must look at AUM for the previous few months, say last 12 months and 

compare the same with that of the industry and also similar schemes. If it is found that the 

schemeôs performance is in line or better than its peers consistently, even though the AUM is 

increasing, then it can be a fair indicator that increased AUM is not a problem for th e fund 

manager.  
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4.26  How t o Analyse Cash Level i n Portfolios?  

The next logical point of focus must be the Cash Level in the scheme. The Cash level is the 

amount of money the mutual fund is holding in Cash, i.e. the amount not invested in stocks and 

bonds  but lying in cash.  

If the scheme is having higher than industry average cash levels consistently, more so in a bull 

market, it will lead to a inferior performance by the scheme than its peers. However, in a falling 

market, it is this higher cash level th at will protect investor wealth from depleting. Hence 

whenever one is analyzing cash levels, it is extremely important to see why the fund manager is 

holding high cash levels. It may be so that he is expecting a fall therefore he is not committing 

large po rtions of monies. It may be so in a bull market or a bear market. The strategy could be 

to enter once the prices correct. High cash levels can also be seen as a cushion for sudden 

redemptions and in large amounts.  

4.27  What are Exit Loads?  

Exit Loads, are paid by the investors in the scheme, if they exit one of the scheme before a 

specified time period. Exit Loads reduce the amount received by the investor. Not all schemes 

have an Exit Load, and not all schemes have similar exit loads as well. Some schemes have 

Contingent Deferred Sales Charge (CDSC). This is nothing but a modified form of Exit Load, 

where in the investor has to pay different Exit Loads depending upon his investment period.  

If the investor exits early, he will have to bear more Exit Load and  if he remains invested for a 

longer period of time, his Exit Load will reduce. Thus the longer the investor remains invested, 

lesser is the Exit Load. After some time the Exit Load reduces to nil; i.e. if the investor exits after 

a specified time period, he will not have to bear any Exit Load.  

Earlier there was a difference between the sale price and the NAV, the difference being the óentry 

loadô. However SEBI has banned entry loads since May 2009. Further exit loads / CDSC have to 

be credited back to the scheme immediately i.e. they are not available for the AMC to bear selling 

expenses. Upfront commission to distributors will be paid by the investor directly to the 

distributor, based on his assessment of various factors including the service rendered by t he 

distributor. Currently for equity funds / bonds funds redeemed within 1 year are charged 1% exit 

load. However liquid funds and money market funds normally have zero exit loads.  

POINTS TO REMEMBER  

A variety of schemes are offered by mutual funds. It is  critical for investors to know the features 

of these products, before money is invested in them. These include the following:  

1)  Equity funds  ï funds that primarily invests in equity shares of companies.  

2)  Debt funds  -  funds which invest in debt instrume nts such as short and long term bonds, 

government securities, t - bills, corporate paper, commercial paper, call money etc.  

3)  Hybrid funds  -  These are funds which invest in debt as well as equity instruments  

4)  Gold ETF ï An exchange traded fund that buys a nd sells gold.  

5)  Real estate funds ï These funds invest in properties  

There are other types of funds within these broad categories, which the investor must be aware 

of. They include the following:  
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Å Index Funds invest in stocks comprising indices, such a s the Nifty 50, which is a broad based 

index comprising 50 stocks.  

Å Large cap funds restrict their stock selection to the large cap stocks  

Å Midcap funds, invest in stocks belonging to the mid cap segment of the market.  

Å Funds that invest in stocks from a single sector or related sectors are called Sectoral funds.  

Å Other equity funds ELSS and Fund of funds  

Investments in new fund offers is through the offer documents as issued the mutual funds. These 

offer documents have two parts:  

Å Scheme Information Document (SID), which has details of the scheme  

Å Statement of Additional Information (SAI), which has statutory information about the mutual 

fund, that is offering the scheme.  

The Key Information Memorandum (KIM) is a summary of the SID and SAI. As per SE BI 

regulations, every application form is to be accompanied by the KIM.  

Another importance concept to be kept in mind is the NAV of the scheme. The NAV or Net Assets 

Value of a scheme is the market value of assets of the scheme less all scheme liabilities.  . NAV 

i.e. net asset value is calculated by dividing the value of Net Assets by the outstanding number of 

Units.  

After an investor has entered into a scheme, he must monitor his investments regularly. This can 

be achieved by going through the Fund Fact Sh eet.  

There are two types of expenses incurred by a scheme  

Initial issue expenses ï these expenses are incurred when the NFO is made. These need to be 

borne by the AMC.  

Recurring expenses ï These expenses are incurred regularly.  

Expense Ratio is defined as the ratio of expenses incurred by a scheme to its Average Weekly Net 

Assets. It means how much of investorsô money 

Portfolio Turnover  is the ratio which helps us to find how aggressively the portfolio is being 

churned.  

Exit Loads, are paid by the investors  in the scheme, if they exit one of the scheme before a 

specified time period. Exit Loads reduce the amount received by the investor. Not all schemes 

have an Exit Load, and not all schemes have similar exit loads as well.  

 

 

Exchange Traded Funds (ETFs) are  mutual fund units which investors buy/ sell from the stock 

exchange, as against a normal mutual fund unit, where the investor buys / sells through a 

distributor or directly from the AMC.  

Practically any asset class can be used to create ETFs. Globally the re are ETFs on Silver, Gold, 

Indices (SPDRs, Cubes, etc), etc. In India, we have ETFs on Gold, Indices such as Nifty 50, Bank 

Nifty etc.).  

An index ETF is one where the underlying is an index, say Nifty 50.  
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An Exchange Traded Fund (ETF) is essentially a sc heme where the investor has to buy/ sell units 

from the market through a broker (just as he/ he would by a share).  

An investor can approach a trading member of NSE and enter into an agreement with the trading 

member. Buying and selling ETFs requires the in vestor to have demat and trading accounts.  

Gold ETFs (G -ETFs) are a special type of ETF which invests in Gold and Gold related securities.  

APs are like market makers and continuously offer two way quotes (buy and sell). They earn on 

the difference between the two way quotes they offer. This difference is known as bid -ask 

spread. They provide liquidity to the ETFs by continuously offering to buy and sell ETF units.  
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UNIT - 5  : ETFs, Debt and Liquid Funds  

5 .1  Introduction t o Exchange Traded Funds  

Exchange Traded Funds (ETFs) are mutual fund units which investors buy/ sell from the stock 

exchange, as against a normal mutual fund unit, where the investor buys / sells through a 

distributor or directly from the AMC. ETF as a concept is relatively new in  India. It was only in 

early nineties that the concept gained in popularity in the USA.  

ETFs have relatively lesser costs as compared to a mutual fund scheme. This is largely due to the 

structure of ETFs. While in case of a mutual fund scheme, the AMC dea ls directly with the 

investors or distributors, the ETF structure is such that the AMC does not have to deal directly 

with investors or distributors. It instead issues units to a few designated large participants, who 

are also called as Authorised Particip ants (APs), who in turn act as market makers for the ETFs.  

The Authorised Participants provide two way quotes for the ETFs on the stock exchange, which 

enables investors to buy and sell the ETFs at any given point of time when the stock markets are 

open f or trading. ETFs therefore trade like stocks. Buying and selling ETFs is similar to buying 

and selling shares on the stock exchange. Prices are available on real time and the ETFs can be 

purchased through a stock exchange broker just like one would buy / s ell shares.  

Due to these lower expenses, the Tracking Error for an ETF is usually low. Tracking Error is the 

acid test for an index fund/ ETF. By design an index fund/ index ETF should only replicate the 

index return. The difference between the returns ge nerated by the scheme/ ETF and those 

generated by the index is the tracking error.  

Assets in ETFs  

Practically any asset class can be used to create ETFs. Globally there are ETFs on Silver, Gold, 

Indices (SPDRs, Cubes, etc), etc. In India, we have ETFs on G old, Indices such as Nifty 50, Bank 

Nifty etc.).  

Index ETF  

An index ETF is one where the underlying is an index, say Nifty 50. The APs deliver the shares 

comprising the Nifty, in the same proportion as they are in the Nifty, to the AMC and create ETF 

units  in bulk (These are known as Creation Units). Once the APs get these units, they provide 

liquidity to these units by offering to buy and sell through the stock exchange. They give two way 

quotes, buy and sell quote for investors to buy and sell the ETFs. E TFs therefore have to be listed 

on stock exchanges. There are many ETFs presently listed on the NSE. For further details please 

check NSE website http://www.nseindia.com  

Below path Home>>Products>>Equities>>Exchange Traded Funds  

 

5.2  Salient Features  

Å An Exchange Traded Fund (ETF) is essentially a scheme where the investor has to buy/ sell 

units from the market through a broker (just as he/ he would by a share).  

Å An investor must have a demat account for buying ETFs (For understanding what is demat 

please  refer to NCFM module óFinancial Markets : A Beginnersô Module).  

Å An important feature of ETFs is the huge reduction in costs. While a typical Index fund would 

have expenses in the range of 1.5% of Net Assets, an ETF might have expenses around 

0.75%. In fact, in international markets these expenses are even lower. In India too this may 
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be the trend once more Index Funds and ETFs come to the market and their popularity 

increases. Expenses, especially in the long term, determine to a large extent, how much 

money the investor makes. This is because lesser expenses mean more of the investorôs 

money is getting invested today and over a longer period of time, the power of compounding 

will turn this saving into a significant contributor to the investorsô returns. 

 

Scheme  A  B 

Investment  (Rs.)  10000  10000  

Expense  Ratio  1.50%  0.75%  

Term  (Years)  25  25  

Compounded Average  Growth  Rate  ( CAG R)  12%  12%  

Amount  (Rs.)  116508.16  140835.93  

Difference  (Rs.)  24327.77  

 

If an investor invests Rs.10,000 in 2 schemes each, for 25 years, with both the schemes 

delivering returns at a CAGR of 12% and the only difference being in the expenses of the 

schemes, then at the end of the term, while scheme A would have turned the investment into 

Rs.1.16 Lakhs, scheme B would have grown to Rs.1.40 Lakhs ï a difference of Rs.24,327.77. 

Post expenses, scheme Aôs CAGR comes out to be 10.32%, while scheme Bôs CAGR stands at 

11.16%.  

 

Concept Clarifier ï Buying/ Selling ETFs  

An investor can approach a trading member of NSE and enter into an agree ment with 

the trading member. Buying and selling ETFs requires the investor to have demat and 

trading accounts. The procedure is exactly similar to buying and selling shares. The 

investor needs to have sufficient money in the trading account. Once this is done, the 

investor needs to tell the broker precisely how many units he wants to buy/ sell and at 

what price.  

Investors should take care that they place the order completely. They should not tell 

the broker to buy/ sell according to the brokerôs judgement. Investors should also not 

keep signed delivery instruction slips with the broker as there may be a possibility of 

their misuse. Placing signed delivery instruction slips with the broker is similar to giving 

blank signed cheques to someone.  
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5 .3  What are  REIT s? 

REITs or Real Estate Investment Trusts are similar to mutual funds. They invest in real estate 

assets and give returns to the investor based on the return from the real estate. Like a mutual 

fund, REITs collect money from many investors and invest the same in real estate properties like 

offices, residential apartments, shopping malls, hotels, warehouses). These REITs are listed on 

stock exchanges. The investors can directly buy and sell units from the stock exchanges.  

REITs are actually trusts and hence their assets are in the hands of an independent trustee, held 

on behalf of the investor. The trustee is bound to ensure compliance with applicable laws and 

protect the rights of the unit holders.  

Income takes the form of rentals and capital gains fr om property which is distributed to investors 

as dividends. Money is raised from unit holders through IPO (Initial Public Offer).  

5 .4  Why Gold ETF?  

Gold ETFs (G -ETFs) are a special type of ETF which invests in Gold and Gold related securities. 

This product  gives the investor an option to diversify his investments into a different asset class, 

other than equity and debt.  

Traditionally, Indians are known to be big buyers of Gold; an age old tradition. Gold as an asset 

class is considered to be safe This is be cause gold prices are difficult to manipulate and therefore 

enjoy better pricing transparency. When other financial markets are weak, gold gives good 

returns. It also enjoys benefit of liquidity in case of any emergency.  

We buy Gold, among other things fo r childrenôs marriages, for gifting during ceremonies etc. 

Holding physical Gold can have itsô disadvantages: 

1.  Fear of theft  

2.  Payment Wealth Tax  

3.  No surety of quality  

4.  Changes in fashion and trends  

5.  Locker costs  

6.  Lesser realisation on remouldin g of ornaments  

G-ETFs can be said to be a new age product, designed to suit our traditional requirements. G -

ETFs score over all these disadvantages, while at the same time retaining the inherent 

advantages of Gold investing.  

In case of Gold ETFs, investors  buy Units, which are backed by Gold. Thus, every time an 

investor buys 1 unit of G -ETFs, it is similar to an equivalent quantity of Gold being earmarked for 

him some w here. Thus his units are óas good as Goldô. 

Say for example 1 G -ETF = 1 gm of 99.5% pur e Gold, then buying 1 G -ETF unit every month for 

20 years would have given the investor a holding of 240gm of Gold, by the time his childôs 

marriage approaches (240 gm = 1 gm/ month * 12 months * 20 Years). After 20 years the 

investor can convert the G -ETFs into 240 gm of physical gold by approaching the mutual fund or 

sell the G -ETFs in the market at the current price and buy 240 gms. of gold.  

Secondly, all these years, the investor need not worry about theft, locker charges, quality of Gold 

or changes in fashion as he would be holding Gold in paper form. As and when the investor needs 

the Gold, he may sell the Units in the market and realise an amount equivalent to his holdings at 

the then prevailing rate of Gold ETF. This money can be used to buy physical  gold and make 
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ornaments as per the prevailing trends. The investor may also simply transfer the units to his 

childôs demat account as well. Lastly, the investor will not have to pay any wealth tax on his 

holdings. There may be other taxes, expenses to be borne from time to time, which the investor 

needs to bear in mind while buying / selling G -ETFs. 

5 .5  Working  

The G -ETF is designed as an open ended scheme. Investors can buy/ sell units any time at then 

prevailing market price. This is an important point o f differentiation of ETFs from similar open 

ended funds. In case of open ended funds, investors get units (or the units are redeemed) at a 

price based upon that dayôs NAV. In case of ETFs, investors can buy (or sell) units at a price 

which is prevailing at  that point of time during market hours. Thus for all investors of open ended 

schemes, on any given day their buying (or redemption) price will be same, whereas for ETF 

investors, the prices will vary for each, depending upon when they bought (or sold) uni ts on that 

day.  

The way Gold ETFs work is as under:  

5 .5.1  During New Fund Offer (NFO)  

È AMC decides of launching G -ETF 

È The SID, SAI and KIM are prepared as per SEBI guidelines  

È Investors invest in the fund and the AMC gives units to investors in return  

AMC buys Gold of specified quality at the prevailing rates  

5 .5.2  On an ongoing basis  

È Authorised Participants (typically large institutional investors) give money/ Gold to AMC  

È AMC gives equivalent number of units bundled together to these authorized pa rticipants (AP)  

È APs split these bundled units into individual units and offer for sale in the secondary market  

È Investors can buy G -ETF units from the secondary markets either from the quantity being 

sold by the APs or by other retail investors  

È Retail  investors can also sell their units in the market  

The Gold which the AP deposits for buying the bundled ETF units is known as óPortfolio Depositô. 

This Portfolio Deposit has to be deposited with the Custodian. A custodian is someone who 

handles the physic al Gold for the AMC. The AMC signs an agreement with the Custodian, w here 

all the terms and conditions are agreed upon. Once the AP deposits Gold with the custodian, it is 

the responsibility of the custodian to ensure safety of the Gold, otherwise he has to bear the 

liability, to the extent of the market value of the Gold.  

The custodian has to keep record of all the Gold that has been deposited/ withdrawn under the 

G-ETF. An account is maintained for this purpose, which is known as óAllocated Accountô. The 

custodian, on a daily basis, enters the inflows and outflows of Gold bars from this account. All 

details such as the serial number, refiner, fineness etc. are maintained in this account. The 

transfer of Gold from or into the Allocated Account happens at t he end of each business day. A 

report is submitted by the custodian, no later than the following business day, to the AMC.  

The money which the AP deposits for buying the bundled ETF units is known as óCash 

Componentô. This Cash Component is paid to the AMC. The Cash Component is not mandatory 

and is paid to adjust for the difference between the applicable NAV and the market value of the 
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Portfolio Deposit. This difference may be due to accrued dividend, management fees, etc. The 

bundled units (which the AP r eceives on payment of Portfolio Deposit to the custodian and Cash 

Component to the AMC) are known as Creation Units. Each Creation Unit comprises of a pre -

defined number of ETFs Units (say 25,000 or 100 or any other number).  

 

Thus, now it can be said that Authorised Participants pay Portfolio Deposit and/ or Cash 

Component and get Creation Units in return.  

Each Creation Unit consists of a pre -defined number of G - ETF Units. APs strip these Creation 

Units (which are nothing but bundled G -ETF units) and sell i ndividual G -ETF units in the market. 

Thus retail investors can buy/ sell 1 unit or itôs multiples in the secondary market. 

5 .6  Sovereign Gold Bonds  

Å The Government of India in October 2015 launched the Sovereign Gold Bonds Scheme  

Å SGB scheme offer inves tors returns that are linked to gold price and provides benefits similar 

to investment in physical gold  

Å SGBs are issued by the Reserve Bank of India on behalf of the Government of India and 

distributed through Agents like banks, designated post offices a nd Stock Holding Corp.  

Å Exchanges to be appointed as Agents from Tranche IV onwards  

Å SGBs are issued on payment of rupees and denominated in grams of gold and can be held in 

demat and paper form  

Å SGBs can be used as collateral for loans and can be trade d on stock exchanges  

Å Can be bought initially through Stock brokers / Mutual Fund Distributors  

Å Commission would be 99bps.  

 

5 .6.1  Product Details of Sovereign Gold Bonds  

 

SI. No.  Item  Details  

1 Product name  Sovereign Gold Bond 2016 -17 ï Series ***  

2  Issuance  To be issued by Reserve Bank India on behalf of the 

Government of India.  

3 Eligibility  The Bonds will be restricted for sale to resident Indian 

entities including individuals, HUFs, Trusts, Universities 

and Charitable Institutions.  

4 Denominati on  The Bonds will be denominated in multiples of gram(s) 

of gold with a basic unit of 1 gram.   
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SI. No.  Item  Details  

5 Tenor  The tenor of the Bond will be for a period of 8 years with 

exit option from 5th year to be exercised on the interest 

payment dates.  

6 Minimum size  Minimum permissible investment will be 1 grams of 

gold.  

7 Maximum limit  The maximum amount subscribed by an entity will not 

be more than 500 grams per person per fiscal year 

(April -March). A self -declaration to this effect will be 

obtained.  

8 Joint hol der   In case of joint holding, the investment limit of 500 

grams will be applied to the first applicant only.  

9 Issue price  Price of Bond will be fixed in Indian Rupees on the basis 

of simple average of closing price of gold of 999 purity 

published by th e India Bullion and Jewellers Association 

Limited for the week (Monday to Friday) preceding the 

subscription period.  

10  Payment option  Payment for the Bonds will be through cash payment 

(upto a maximum of Rs. 20,000) or demand draft or 

cheque or electro nic banking.  

11  Issuance form  Government of India Stock under GS Act, 2006. The 

investors will be issued a Holding Certificate. The Bonds 

are eligible for conversion into demat form.  

12  Redemption price  The redemption price will be in Indian Rupees ba sed on 

previous weekôs (Monday-Friday) simple average of 

closing price of gold of 999 purity published by IBJA.  

13  Sales channel  Bonds will be sold through banks, Stock Holding 

Corporation of India Limited (SHCIL), designated post 

offices as may be noti fied and recognised stock 

exchanges viz., National Stock Exchange of India 

Limited and Bombay Stock Exchange, either directly or 

through agents.  

14  Interest rate  The investors will be compensated at a fixed rate of 2.75  

per cent per annum payable semi -annually on the initial 
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SI. No.  Item  Details  

value of investment.  

15  Collateral  Bonds can be used as collateral for loans. The loan to -

value (LTV) ratio is to be set equal to ordinary gold loan 

mandated by the Reserve Bank from time to time.  

16  KYC Documentation  Know -your - customer (KYC) norms will be the same as 

that for purchase of physical gold. KYC documents such 

as Voter ID, Aadhaar card/PAN or TAN /Passport will be 

required.  

17  Tax treatment  The interest on Gold Bonds shall be taxable as per the 

provision of Income T ax Act, 1961 (43 of 1961). The 

capital gains tax arising on redemption of SGB to an 

individual has been exempted. The indexation benefits 

will be provided to long term capital gains arising to any 

person on transfer of bond  

18   Tradability  Bonds will be tradable on stock exchanges/NDS -OM 

from a date to be notified by RBI.  

19  SLR eligibility  The Bonds will be eligible for Statutory Liquidity Ratio 

purposes.  

20  Commission  Commission for distribution of the bond shall be paid at 

the rate of 1% of the tota l subscription received by the 

receiving offices and receiving offices shall share at least 

50% of the commission so received with the agents or 

sub agents for the business procured through them.  
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5 .7  Market m aking b y Aps  

APs are like market make rs and continuously offer two way quotes (buy and sell). They earn on 

the difference between the two way quotes they offer. This difference is known as bid -ask 

spread. They provide liquidity to the ETFs by continuously offering to buy and sell ETF units.  

I f the last traded price of a G - ETF is Rs 1000, then an AP will give a two way quote by offering to 

buy an ETF unit at Rs 999 and offering to sell an ETF unit Rs. 1001. Thus whenever the AP buys, 

he will buy @ 999 and when he sells, he will sell at 1001, th ereby earning Rs. 2 as the difference. 

It should also be understood that the impact of this transaction is that the AP does not increase/ 

decrease his holding in the ETF. This is known as earning through Dealer Spreads. APs also play 

an important role of a ligning the price of the unit with the NAV. This is done by exploiting the 

arbitrage opportunities.  

It should be understood that it is not only APs who can sell ETF units in the market. Retail 

investors get liquidity by selling their units as well. So it i s not always that the buyer of units is 

necessarily buying fro m APs ï the seller at the other end may be a retail investor who wishes to 

exit.  

 

 

 

As explained earlier, the custodian maintains record of all the Gold that comes into and goes out 

of the sc hemeôs Portfolio Deposit. The custodian makes respective entries in the Allocated 

Account thus transferring Gold into and out of the scheme at the end of each business day. The 

custodian has no right on the Gold in the Allocated Account.  

The custodian may appoint a sub -custodian to perform some of the duties. The custodian charges 

fee for the services rendered and has to buy adequate insurance for the Gold held. The premium 

paid for the insurance is borne by the scheme as a transaction cost and is allowed a s an expense 

under SEBI guidelines. This expense contributes in a small way to the tracking error.  
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The difference between the returns given by Gold and those delivered by the scheme is known as 

Tracking Error. It is defined as the variance between the dail y returns of the underlying (Gold in 

this case) and the NAV of the scheme for any given time period.  

Gold has to be valued as per a specific formula mandated by regulations. This formula takes into 

account various inputs like price of Gold in US $/ ounce a s decided by the London Bullion Markets 

Association (LBMA) every morning, the conversion factor for ounce to Kg, the prevailing USD/ 

INR exchange rate, customs duty, octroi, sales tax, etc.  

5 .8  Creation u nits, Portfolio Deposit and Cash Component ( an examp le):  

Let us look at the following example to understand Creation Units, Portfolio Deposit and Cash 

Component in detail.  

Assumption: 1 ETF unit = 1 gm of 99.5% pure Gold  

During New Fund Offer (NFO)  

Amount Invested (Rs.): 5000  

Price of 1 gm of Gold (Rs.): 10 00  

Since 1 ETF unit = 1 gm of Gold  

Issue Price (Rs.) = 1000  

Units Allotted (Number = Investment/ Issue Price): 5  

Creation Units  

1 Creation Unit = 100 ETF units  

NAV (Rs.) = 1050  

Price of 1 gm of Gold (Rs.): 1000  

So, 100 Units will cost (Rs.) = 1050 * 100 = 1,05,000  

100 ETF will be equal to 100 gm of Gold  

Therefore, value of Portfolio Deposit (Rs.) = 1000 * 100 = 1,00,000  

Hence Cash Component (Rs.) = 1,05,000 ï 1,00,000 = 5,000  

Thus it can be seen by depositing Gold worth Rs.1,00,000 as Portfolio Deposit and Rs. 5,000 as 

Cash Component, the Authorised Participant has created 1 Creation Unit comprising of 100 ETF 

units.  

Let us now see how the Authorised Participant ensures parity between the NAV and market price 

of the ETFs.  

As can be well understood, the price  of ETF will be determined by market forces, and although it 

is linked to the prices of Gold, it will not mirror the exact movements at all given points of time. 

This will happen due to excess buying or selling pressure on the ETFs, due to which prices may  

rise or fall more than the Gold price. Such exaggerated movements provide opportunity for 

arbitrage, which the APs exploit and make risk less gains. This process also ensures that prices of 

ETF remain largely in sync with those of the underlying.  

Consider  a case where the demand for ETFs has increased due to any reason. A rise in demand 

will lead to rise in prices, as many people will rush to buy the units, thereby putting an upward 

pressure on the prices.  

This can be explained by the following example  
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Price of Gold (Rs. / gm) = 1000  

NAV (Rs.) = 1050  

CMP of ETF units (Rs.) = 1200  

In such a situation an AP will buy Creation Units and sell ETFs in the market.  

To purchase 1 Creation Unit, he will have to deposit Gold worth Rs 1,00,000 (Price of Gold * 

number of ETF units in Creation Units * gm per ETF) as Portfolio Deposit with the custodian and 

balance Rs. 5,000 as Cash Component with the AMC.  

Once he has the Creation Unit, he will sell individual ETF units in the market at Rs. 1200/ unit, 

thereby making a pr ofit of Rs. 150 (1200 -  1050) per unit.  

As he buys physical Gold the price of Gold will increase. Similarly as he sells fresh ETF units in 

the market, the supply of ETFs will increase. These two actions will lead to increase in Gold prices 

and reduction in  ETF prices, thereby removing the anomaly in the prices of the ETF units and the 

underlying.  

Similarly, if ETF prices fall way below the price of Gold, APs will buy ETF units cheap and redeem 

them in Creation Unit lot size. Such an action will reduce suppl y of ETFs from the market and 

increase the supply of physical Gold (Gold held with Custodian will come into the market). Both 

these actions will help align prices of underlying and ETF units as ETF prices will increase due to 

buying (and subsequent cutting  of supply) and price of physical Gold will reduce due  to fresh 

supply in the market.  

5.9  Salient Features  

Debt funds are funds which invest money in debt instruments such as short and long term bonds, 

government securities, t - bills, corporate paper, comme rcial paper, call money etc. The fees in 

debt funds are lower, on average, than equity funds because the overall management costs are 

lower. The main investing objective of a debt fund is usually preservation of capital and 

generation of income. Performanc e against a benchmark is considered to be a secondary 

consideration. Investments in the equity markets are considered to be fraught with uncertainties 

and volatility. These factors may have an impact on constant flow of returns. Which is why debt 

schemes, which are considered to be safer and less volatile have attracted investors.  

Debt markets in India are wholesale in nature and hence retail investors generally find it difficult 

to directly participate in the debt markets. Not many understand the relation ship between 

interest rates and bond prices or difference between Coupon and Yield. Therefore venturing into 

debt market investments is not common among investors. Investors can however participate in 

the debt markets through debt mutual funds.  

One must un derstand the salient features of a debt paper to understand the debt market.  

Debt paper is issued by Government, corporates and financial institutions to meet funding 

requirements. A debt paper is essentially a contract which says that the borrower is taki ng some 

money on loan and after sometime the lender will get the money back as well as some interest 

on the money lent.  

Concept Clarifier ï Face Value, Coupon, Maturity  

Any debt paper will have Face Value, Coupon and Maturity as its standard characteristi cs.  

Face Value represents the amount of money taken as loan. Thus when an investor invests 



98  
 

Rs.100 in a paper, at the time of issuing the paper, then the face value of that paper is said to 

be Rs. 100. For our understanding point of view, Face Value is that  amount which is printed on 

the debt paper. The borrower issues this paper; i.e. takes a loan from the investor as per this 

Face Value. So, if the Face Value is Rs. 100, the borrower will take a loan of Rs.100 from the 

investor and give the paper to the in vestor.  

Next question is what the investor will earn from this investment. This can be found by looking 

at the óCouponô of the paper. The Coupon represents the rate of interest that the borrower will 

pay on the Face Value. Thus, if the Coupon is 8% for the  above discussed paper, it means that 

the borrower will pay Rs.8 (8/100 X 100)every year to the investor as interest income. It must 

be understood that the Face Value and the Coupon of a debt paper never change. There are 

some papers where the Coupon chang es periodically, but again, for the moment we will ignore 

such paper. Since the investor will earn a fixed income (8% on Rs.100 or Rs.8 per year in our 

example), such instruments are also known as Fixed Income securities.  

Finally the question arises, for h ow long the borrower has taken a loan. This can be understood 

by looking at the óMaturityô. So if the paper in our example says that the maturity of the paper 

is 10 years, it means that for 10 years the investor will receive Rs.8 as interest income and 

aft er 10 years, he will get his Principal of Rs.100 back.  

Thus now we can say, about the paper in our example that the borrower has taken a Rs.100 

loan, for a period of 10 years, and he has promised to pay 8% interest annually.  

This is the most basic form of  debt paper. There can be modifications made to the issue price, 

coupon rate, frequency pf coupon payment, etc., but all these modifications are out of these 

basic features.  

Interest rates can either be fixed or floating. Under fixed interest rates, the in terest rate remains 

fixed throughout the tenure of the loan. Under floating rate loans, the rate of interest is a certain 

percentage over the benchmark.  

Example  

A Ltd. has borrowed against a debt instrument, the rate be G -Sec plus 3%. Therefore if the G -

Sec moves up, the rate of interest moves up and if the G -Sec moves down the interest rate 

moves down.  

Prima facie debt instruments looks risk free. However two important questions need to be asked 

here:  

1.  What if interest rates rise during the tenure of t he loan?  

2.  What if the borrower fails to pay the interest and/ or fails to repay the principal?  

In case interest rates rise, then the investorôs money will continue to grow at the earlier fixed 

rate of interest; i.e. the investor loses on the higher rate of interest, which his money could have 

earned. In case the borrower fails to pay the interest it would result in an income loss for the 

investor and if the borrower fails to repay the principal, it would mean an absolute loss for the 

investor. A prospecti ve debt fund investor must study both these risks carefully before entering 

debt funds.  

5.10  What i s Interest Rate Risk?  

The first risk which we discussed is known as the Interest Rate Risk . This can be reduced by 

adjusting the maturity of the debt fund po rtfolio, i.e. the buyer of the debt paper would buy debt 
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paper of lesser maturity so that when the paper matures, he can buy newer paper with higher 

interest rates. So, if the investor expects interest rates to rise, he would be better off giving 

short -  te rm loans (when an investor buys a debt paper, he essentially gives a loan to the issuer 

of the paper). By giving a short - term loan, he would receive his money back in a short period of 

time. As interest rates would have risen by then, he would be able to g ive another loan (again 

short term), this time at the new higher interest rates. Thus in a rising interest rate scenario, the 

investor can reduce interest rate risk by investing in debt paper of extremely short - term 

maturity.  

 

Concept Clarifier ï Interest Rate Risk  

In our example, we have discussed about a debt paper which has a maturity of 10 years and a 

coupon of 8%. What will happen if interest rates rise after 2 years to 10%? The investor would 

have earned Rs.8 for 2 years and will earn Rs.8 yet again in the 3rd year as well. But had he 

got the Rs.  

100 with him (which he had invested 2 years ago), instead of investing at 8%, he would have 

preferred to invest @ 10%. Thus by investing in a long term paper, he has locked himself out 

of higher interest inco me.  

The best way to mitigate interest rate risk is to invest in papers with short -  term maturities, so 

that as interest rate rises, the investor will get back the money invested faster, which he can 

reinvest at higher interest rates in newer debt paper.  

However, this should be done, only when the investor is of the opinion that interest rates will 

continue to rise in future otherwise frequent trading in debt paper will be costly and 

cumbersome.  

 

Alternatively the interest rate risk can be partly mitigated by investing in floating rate 

instruments. In this case for a rising interest rate scenario the rates moves up, and for a falling 

interest rate scenario the rates move down.  

5.11  What i s Credit Risk ? 

The second risk is known as Credit Risk or Risk of Defau lt . It refers to the situation where the 

borrower fails to honour either one or both of his obligations of paying regular interest and 

returning the principal on maturity. A bigger threat is that the borrower does not repay the 

principal. This can happen i f the borrower turns bankrupt. This risk can be taken care of by 

investing in paper issued by companies with very high Credit Rating . The probability of a 

borrower with very high Credit Rating defaulting is far lesser than that of a borrower with low 

credi t rating. Government paper is highest in safety when it comes to credit risk (hence the 

description órisks free securityô).  
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Concept Clarifier ï Credit Risk or Risk of Default  

Different borrowers have different levels of credit risks associated and in vestors would like to 

know the precise risk level of a borrower. This is done by a process known as Credit Rating . 

This process is carried by professional credit rating agencies like CRISIL, ICRA etc. In India, 

credit rating agencies have to be registered with SEBI and are regulated by SEBI (Credit 

Rating) Regulations, 1999.  

 

These credit rating agencies analyse companies on various financial parameters like profitability, 

cash flows, debt, industry outlook, impact of economic policies, etc. based on which  instruments 

are classified as investment grade and speculative grade. Looking at these ratings, the borrower 

comes to know the risk level associated with the corporate.  

Some of CRISILôs rating symbols are given below: 

AAA ï These are the safest among corp orate debentures. This rating implies investors can safely 

expect to earn interest regularly as well as the probability of default of their principal is as good 

as nil.  

BBB ï These instruments are safe, however, in case environment changes, there is a prob ability 

that the coupon payment and principal repayment ability may be hampered.  

The above 2 ratings represent the topmost and lowest rating of investment grade securities. 

Anything less than BBB is termed as speculative grade. The rating grade óDô represents default. 

Such companies are already in default and only liquidation of assets will result in realization of 

principal and/ or interest.  

5.13  How i s a  Debt Instrument Priced?  

Debt fund investing requires a different analysis, and understanding of basic bond market 

concepts is essential. There exist some relationships between yields and bond prices, between 

years to maturity and impact of change in interest rates, between credit risk and yields, and so 

on. We need to understand each of these relationships  before we can start investing in debt 

funds.  

The price of an instrument (equity / bond) is nothing but the present  value of the future 

cash flows. (for understanding the meaning of present value, please refer to NCFM module 

óFinancial Markets : A Beginners Moduleô). In case of bonds, there is no ambiguity about future 

cash flows, as is the case of equities. Future cash flows in case of bonds are the periodic coupon 

payments that the investor will receive. Future cash flows for equities are the dividends th an the 

investor may receive. Bond coupon payments are known right at the beginning, whereas there is 

no surety about a share paying dividends to an investor. Thus different investors/ analysts have 

different earning projections for equities, and hence each  participant has a different view on the 

present value of a share. Bond cash flows being known, there is no confusion about what the 

present value of each future cash flow should be.  
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Concept Clarifier ï Compounding & Discounting  

Suppose an investor inv ests Rs.100 (initial investment) in a bank FD @ 8% for 10 

years, then to calculate the amount that he will receive after 10 years, we will use the 

compound interest formula given below ï 

A = P * (1 + r) t  

Substituting P = 100, r = 8% and t = 10 years, we ge t the value for A as Rs. 215.89.  

This process is known as compounding.  

Instead of calculating the final amount after 10 years, if the investor says he needs 

Rs.215.89 after 10 years and we know that a bank FD is offering 8% per annum, we 

need to calculate how much money he should invest today to reach a value of Rs. 

215.89 after 10 years.  

Again we use the same formula, but slightly tweaked. Here we solve for P (initial 

investment), as against for A in the previous example.  

P = A / (1 + r) t  

Substituting A = 215.89, r = 8% and t = 10 years, we can find the value of P as Rs. 

100.  

This process is the exact opposite of compounding and this is known as discounting. 

This is the process used in bond markets to find the price of a bond. We add the present 

values (PV ) of all future cash flows to arrive at the price of the bond. The r is 

substituted by the Yield To Maturity (YTM) while calculating the PV of bondôs future cash 

flows.  

 

An important factor in bond pricing is the Yield to Maturity (YTM ) . This is rate app lied to the 

future cash flow (coupon payment) to arrive at its present value. If the YTM increases, the 

present value of the cash flows will go down. This is obvious as the YTM appears in the 

denominator of the formula, and we know as the denominator incre ases, the value of the ratio 

goes down. So here as well, as the YTM increases, the present value falls.  

Concept Clarifier ï YTM  

Yield To Maturity (YTM) is that rate which the investor will receive in case:  

1.  He holds a bond till maturity and  

2.  He reinve sts the coupons at the same rate  

It is a measure of the return of the bond. Yield to maturity is essentially a way to 

measure the total amount of money one would make on a bond, but instead of 

expressing that figure as a Rupee amount, it is expressed as a percentage ðan annual 

rate of return. For example, Company -  ABC International Ltd.:  

1.  Bond purchased for Rs.950. Coupon rate 8%. Bond maturity 3 years  

2.  Its par value (the amount the issuer will refund you when the bond reaches 

maturity) is Rs.1000.  
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3.  Current earning = Rs.50 (Rs.1000 ï Rs.950).  

4.  The coupon rate is the annual interest rate paid yearly by the issuer.  

The YTM is calculated as follows:  

The above has been computed by using XIRR formula is MS Excel.  

In the explanation for compounding, we h ave assumed that the interest earned after 1 

year, gets reinvested in the FD for the remaining 9 years @ 8%. Similarly the interest 

earned after 2 years (Interest on the initial investment plus the interest earned on the 

interest reinvested after 1 year) i s again reinvested in the FD at the same rate of 8% 

for the remaining 8 years, and so on. The second point mentioned above means exactly 

this.  

This may be true for bank FDs, where we get the benefit of cumulative interest, 

however, for bonds; the coupon ( interest income) is a cash outflow every year and not 

a reinvestment as in case of FDs. So there is no reinvestment here. Even if the investor 

receives the coupon as a cash outflow, and intends to reinvest the same, there is no 

guarantee that for 10 years he will be able to reinvest the coupon, each year @ 8%.  

Thus, YTM is based upon some assumptions (i.e. you will be reinvesting the interest 

earned at the coupon rate), which may not always be true. In spite of its shortcomings, 

YTM is an important indicato r to know the total return from a bond.  

 

As mentioned earlier, price of a bond is the present value of future cash flows. Thus if all the 

present values go down (due to increase in YTM), then their sum will also go down.  

This brings us to an important re lation ï As interest rates go up, bond prices come down . 

Let us try and understand this!  

Let us say a bond is issued with a term to maturity of 3 years, coupon of 8% and face value of 

Rs.100. Obviously, the prevailing interest rates during that time have t o be around 8%. If the 

prevailing rates are higher, investors will not invest in a 8% coupon bearing bond, and if rates 

are lower, the issuer will not issue a bond with 8% coupon, as a higher coupon means higher 

interest payments for the issuer.  

The cash f lows for the bond and the Present Values (PVs) of these cash flows are as given below 

ï 

@ 8  %  discounting  Year  0  Year  1  Year  2  Year  3  

 Pays  100     

Present  Value  of   

Rs. 8  :  Rs .7.41  
 

To  Receive  

Rs.8  
  

Present  Value  of   

Rs .8  :  Rs .6.86  
  

To  Receive  

Rs.8  
 

Present  Value of  

Rs.108  :  Rs.  85.73  
   

To  Receive  

Rs.108  
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Price  =  7.41  +  6.86  +  85.73  =  100  (This  is  the  Present  Value  of  all  the  future  

cash  flows  in  Year  1,  Year  2  and  Year  3)  

By using the discounting formula we can find the PVs of all the 3 cash flows. The investor will get 

Rs.8 as interest payment each year, whereas in the final year, the investor will also get the 

Rs.100 principal back (along with Rs.8 as the last interest). Here we will use 8% as the rate of 

discounting. This means that the investor w ill have to invest Rs.7.41 today @ 8% per annum for 

the next 1 year to get Rs.8. Similarly, he will have to invest Rs.6.86 today @ 8% per annum for 

the next 2 years to get Rs.8 after 2 years and finally he will have to invest Rs.85.73 @ 8% per 

annum for th e next 3 years to get Rs. 108 after 3 years.  

Adding all the PVs, we get the CMP of the bond as Rs.100. (in this example we assume interest 

rates prevalent in the market have remained at 8% and investors are happy earning 8% by 

investing in this bond).  

Now,  if interest rates in the market rise immediately to 9% after the bond is issued, we will have 

to use 9% as the rate of discounting (investors would like to earn 9% from this bond). In that 

case the cash flows and their PVs will be :  

@ 9%  discounting  Year  0  Year  1  Year  2  Year  3  

 Pays  Rs. 97.47     

Present  Value  of  Rs.  8  :  

Rs.  7.34  
 

To  Receive  

Rs. 8  
  

Present  Value  of  Rs.  8  :  

Rs.  6.73  
  

To  Receive  

Rs. 8  
 

Present  Value  of  Rs.  8  :  

Rs.  83.40  
   

To  Receive  

Rs. 108  

Price  =  7.34  +  6.73  +  83.40  =  97.47  (This  is  th e Present  Value  of  all  the  future  

cash  flows  in  Year  1,  Year  2  and  Year  3)  

 

As can be seen, the investor will invest less today , i.e. the price of the bond will go down as the 

interest rates in the markets have increased. When interest rates rise in the e conomy, it does not 

translate into the coupon rate changing . As can be seen here, the investor will continue to get 

Rs.8; i.e. 8% of the FV of Rs.100. However, he will try to earn 9% return by adjusting his initial 

investment. The bond price in the market will therefore fall as the interest rates in the market 

goes up. Thus we can say that bond prices and interest rates move in opposite 

directions .  

Relationship between interest rates and debt mutual fund schemes :  As interest rates 

fall, the NAV of debt mut ual funds rise, since the prices of the debt instruments the 

mutual fund is holding rises.  

As interest rates rise, the NAV of debt mutual funds fall, since the prices of the debt 

instruments the mutual fund is holding falls.  

Therefore it is paramount to consider interest rate movements and security maturity 
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prior to investing in any debt instrument.  

5.13  Debt Mutual Fund Schemes  

5 .13 .1  Fixed Maturity Plans (FMP)  

FMPs have become very popular in the past few years. FMPs are essentially close ended debt 

schemes. The money received by the scheme is used by the fund managers to buy debt 

securities with maturities coinciding with the maturity of the scheme. There is no rule which 

stops the fund manager from selling these securities earlier, but typically fund m anagers avoid it 

and hold on to the debt papers till maturity. Investors must look at the portfolio of FMPs before 

investing. If an FMP is giving a relatively higher óindicative yieldô, it may be investing in slightly 

riskier securities. Thus investors mus t assess the risk level of the portfolio by looking at the 

credit ratings of the securities. Indicative yield is the return which investors can expect from the 

FMP. Regulations do not allow mutual funds to guarantee returns, hence mutual funds give 

investo rs an idea of what returns can they expect from the fund. An important point to note here 

is that indicative yields are pre - tax. Investors will get lesser returns after they include the tax 

liability.  

5 .13 .2  Capital Protection Funds  

These are close ended f unds which invest in debt as well as equity or derivatives. The scheme 

invests some portion of investorôs money in debt instruments, with the objective of capital 

protection. The remaining portion gets invested in equities or derivatives instruments like 

options. This component of investment provides the higher return potential. It is beyond the 

scope of this book to explain how Options work. For that you may need to refer to NCFM modules 

óFinancial Markets: A Beginnersô Moduleô or óDerivatives Markets (Dealers) moduleô. It is 

important to note here that although the name suggests óCapital Protectionô, there is no 

guarantee that at all times the investorôs capital will be fully protected. 

5 .13 .3  Gilt Funds  

These are those funds which invest only in securitie s issued by the Government. This can be the 

Central Govt. or even State Govts. Gilt funds are safe to the extent that they do not carry any 

Credit Risk. However, it must be noted that even if one invests in Government Securities, 

interest rate risk always remains.  

5 .13 .4  Balanced Funds  

These are funds which invest in debt as well as equity instruments. These are also known as 

hybrid funds. Balanced does not necessarily mean 50:50 ratio between debt and equity. There 

can be schemes like MIPs or Children bene fit plans which are predominantly debt oriented but 

have some equity exposure as well. From taxation point of view, it is important to note how 

much portion of money is invested in equities and how much in debt. This point is dealt with in 

greater detail i n the chapter on Taxation.  

5 .13 .5  MIPs  

Monthly Income Plans (MIPs) are hybrid funds; i.e. they invest in debt papers as well as equities. 

Investors who want a regular income stream invest in these schemes. The objective of these 

schemes is to provide regul ar income to the investor by paying dividends; however, there is no 

guarantee that these schemes will pay dividends every month. Investment in the debt portion 

provides for the monthly income whereas investment in the equities provides for the extra return  
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which is helpful in minimising the impact of inflation.  

5 .13 .6  Child Benefit Plans  

These are debt oriented funds, with very little component invested into equities. The objective 

here is to capital protection and steady appreciation as well. Parents can i nvest in these schemes 

with a 5 ï 15 year horizon, so that they have adequate money when their children need it for 

meeting expens es related to higher education.  

5.1 4  Salient Features  

Liquid funds carry an important position as an investment option for ind ividuals and corporates to 

park their short term liquidity. y Corporates can get a better return that they would in a bank 

account for a relatively acceptable level of risk.  

Concept Clarifier ï Money Markets  

Term to maturity of a debt paper is one of the  most important characteristic of a debt 

paper. Debt papers can have term to maturity of as high as 20 years and more or as 

low as 90 days and less. The market for short term paper; i.e. paper with less than 1 

year maturity attracts numerous participants ,  volumes and money. This is because the 

demand for short term money by corporates, financial institutions and Government is 

huge. At the same time, there is a class of investors with which there is an availability 

of short term funds.  

Due to this constant demand and ready investors, the volumes in trades of this short -

term paper have increased so much that this segment is classified as a separate 

segment in the debt markets and is known as Money Markets.  

Money Market refers to that part of the debt market w here paper with with a short term 

maturity1 year is traded. Commercial Papers, Certificate of Deposits, Treasury Bills, 

Collateralised Borrowing & Lending Obligations (CBLOs), Interest Rate Swaps (IRS), etc. 

are the instruments which comprise this market.  

 

Liquid mutual funds are schemes that make investments in debt and money market securities 

with maturity of up to 91 days only.  

In case of liquid mutual funds cut off time for receipt of funds is an important consideration. As 

per SEBI guidelines the fol lowing cut -off timings shall be observed by a mutual fund in respect of 

purchase of units in liquid fund schemes and the following NAVs shall be applied for such 

purchase:  

Å where the application is received up to 2.00 p.m. on a day and funds are availabl e for 

utilization before the cut -off time without availing any credit facility, whether, intra -day or 

otherwise ï the closing NAV of the day immediately preceding the day of receipt of 

application  

Å where the application is received after 2.00 p.m. on a da y and funds are available for 

utilization on the same day without availing any credit facility, whether, intra -day or 

otherwise ï the closing NAV of the day immediately preceding the next business day  

Å irrespective of the time of receipt of application, w here the funds are not available for 

utilization before the cut -off time without availing any credit facility, whether, intra -day or 
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otherwise ï the closing NAV of the day immediately preceding the day on which the funds are 

available for utilization.  

 Thi s is relevant since corporates park their daily excess cash balances with liquid funds.  

5. 15  VALUATION OF SECURIT IES  

1)  All money market and debt securities, including floating rate securities, with residual maturity 

of up  to 60 days shall be valued at th e weighted average price at which they are traded on 

the particular valuation day. When such securities are not traded on a particular valuation 

day they shall be valued on amortization basis.  

2)  All money market and debt securities, including floating rat e securities, with residual maturity 

of over 60 days shall be valued at weighted average price at which they are traded on the 

particular valuation day. When such securities are not traded on a particular valuation day 

they shall be valued at benchmark yie ld/ matrix of spread over risk free benchmark yield 

obtained from agency(ies) entrusted for the said purpose by AMFI.  

3)  The approach in valuation of non traded debt securities is based on the concept of using 

spreads over the benchmark rate to arrive at t he yields for pricing the non traded security.  

 a.  A Risk Free Benchmark Yield is built using the government securities as the base.  

 b.  A Matrix of spreads (based on the credit risk) are built for marking up the benchmark  

  yields.  

 c.  The yields as calc ulated above are Marked up/Marked -down for ill - liquidity risk  

 d.  The Yields so arrived are used to price the portfolio.  

Concept Clarifier ï Interest accrual  

Suppose a 90 Day Commercial Paper is issued by a corporate at Rs. 91. The paper will 

redeem at Rs. 100 on maturity; i.e. after 90 days. This means that the investor will 

earn 100 ï 91 = Rs. 9 as interest over the 90 day period. This translates into a daily 

earning of 9/ 90 = Rs. 0.10 per day. (assuming zero coupon)  

It is important to note here that although we said that the investor will earn 10 paise 

every day, there is no cash flow coming to the investor. This means that the interest is 

only getting accrued .  

Now if the investor wishes to sell this paper after 35 days in the secondary market, 

what s hould be the price at which he should sell? Here we add the total accrued interest 

to the cost of buying and calculate the current book value of the CP. Since we are 

adding interest accrued to the cost, this method is known as Cost Plus Interest Accrued 

Method.  

If 10 paise get accrued each day, then in 35 days, 35 * 0.10 = Rs. 3.5 have got 

accrued.  

The cost of the investor was Rs. 91 and Rs. 3.5 have got accrued as interest, so the 

current book value is 91 + 3.5 = Rs. 94.5  
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5. 16  FLOATING RATE SCHEME  

These  are schemes where the debt paper has a Coupon which keeps changing as per the changes 

in the interest rates. Thus there is no price risk involved in such paper. We know when rates go 

up, bond prices go down. However, if the rates increase and so also the coupon changes and 

increases to the level of the interest rates, there is no reason for the price of the paper to fall, as 

the investor is compensated by getting higher coupon, in line with the on going market interest 

rates. Investors prefer Floating Rate  funds in a rising interest rate scenario.  

5. 17  WHAT IS PORTFOLIO CH URNING IN LIQUID FUN DS?  

A liquid fund will constantly change its portfolio. This is because the paper which it invests in is 

extremely short term in nature. Regularly some papers would be maturing and the scheme will 

get the cash back. The fund manager will use this cash to buy new securities and hence the 

portfolio will keep changing constantly. As can be understood from this, Liquid Funds will have an 

extremely high portfolio turnover.  

Liquid Funds see a lot of inflows and outflows on a daily basis. The very nature of such schemes 

is that money is parked for extremely short term. Also, investors opt for options like daily or 

weekly dividend. All this would mean, the back end activity for a  liquid fund must be quite hectic 

ï due to the large sizes of the transactions and also due to the large volumes.  

As in equities, we have different index for Large caps, Midcaps & Small caps, similarly in bonds 

we have indices depending upon the maturity p rofile of the  

constituent bonds. These indices are published by CRISIL e.g. CRISIL long term bond index, 

CRISIL liquid fund index etc.  

5. 18  STRESS TESTING OF AS SETS 1  

It is important for mutual funds to ensure sound risk management practices are applied to 

ensure that the portfolio of liquid funds and money market funds is sound and any early warnings 

can be identified:  

Å AMCs should have stress testing policy in place which mandates them to conduct stress test 

on all Liquid Fund and MMMF Schemes. The stress  test should be carried out internally at 

least on a monthly basis, and if the market conditions require so, AMC should conduct more 

frequent stress test.  

Å The concerned schemes shall be tested on the following risk parameters, among others 

deemed necess ary by the AMC:  

Å Interest rate risk  

Å Credit risk  

Å Liquidity & Redemption risk  

Å While conducting stress test, it will be required to evaluate impact of the various risk 

parameters on the scheme and itôs Net Asset Value (NAV). The parameters used and the 

methodology adopted for conducting stress test on such type of scheme, should be detailed in 

the stress testing policy, which is required to be approved by the Board of AMC.  

Å This policy should be reviewed by the Board of the AMC and Trustees.  

 

                                    
1 CIR/IMD/DF/03/2015 April 30, 2015  
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POIN TS TO REMEMBER  

Debt funds are funds which invest money in debt instruments such as short and long term bonds, 

government securities, t - bills, corporate paper, commercial paper, call money etc.  

Any debt paper will have Face Value, Coupon and Maturity as its  standard characteristics.  

Interest rates can either be fixed or floating.  

The interest rate risk be reduced by adjusting the maturity of the debt fund portfolio.  

Credit Risk or Risk of Default refers to the situation where the borrower fails to honour ei ther one 

or both of his obligations of paying regular interest and returning the principal on maturity.  

The price of an instrument (equity / bond) is nothing but the present value of the future cash 

flows.  

An important factor in bond pricing is the Yield to Maturity (YTM ) . This is rate applied to the 

future cash flow (coupon payment) to arrive at its present value.  

An important relation to remember is that: As interest rates go up, bond prices come down.  

Fixed Maturity Plans are essentially close ended d ebt schemes. The money received by the 

scheme is used by the fund managers to buy debt securities with maturities coinciding with the 

maturity of the scheme.  

Capital protection funds are close ended funds which invest in debt as well as equity or 

derivativ es.  

Balanced funds invest in debt as well as equity instruments. These are also known as hybrid 

funds.  

Monthly Income Plans (MIPs) are also hybrid funds; i.e. they invest in debt papers as well as 

equities. Investors who want a regular income stream inves t in these schemes.  

Child Benefit Plans are debt oriented funds, with very little component invested into equities. The 

objective here is to capital protection and steady appreciation as well.  

 

Liquid funds carry an important position as an investment opti on for individuals and corporates to 

park their short term liquidity.  

Liquid mutual funds are schemes that make investments in debt and money market securities 

with maturity of up to 91 days only.  

In case of liquid mutual funds cut off time for receipt of  funds is an important consideration.  

Valuation of securities is done by various methods as enumerated above in the chapter.  

Floating Rate Schemes are schemes where the debt paper has a Coupon which keeps changing as 

per the changes in the interest rates.   

Portoflio churning in liquid schemes happens more often due the short term nature of securities 

invested in.  

It is important for mutual funds to ensure sound risk management practices are applied to 

ensure that the portfolio of liquid funds and money ma rket funds is sound and any early warnings 

can be identified  
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Å Mutual funds are collective investment schemes that pool together investorsô money and 

invest with a common objective.  

Å While India is traditionally a nation of savers and investors in gold a nd fixed deposits, mutual 

funds is now gaining popularity as an investment avenue due to the various options and 

products offered.  

Å Mutual funds take the form of trusts, They have a three tier structure with a sponsor, an 

asset management company and a tr ust. While the sponsor floats the AMC, the trust ensures 

that the operations are as per the stated objective. The AMC professionally manages the 

money and invests the same. The assets of the mutual fund are held by a custodian.  

Å The registrars and transfe r agent handle the investor records of the mutual funds.  

Å An NFO is a new fund offer, where an investor can invest in the new scheme launched by the 

mutual fund. The investor fills the form with the registrar or online and this is submitted to 

the mutual fund, which then allots the units to the investor. The investor should read the 

offer document carefully before investing.  

Å Investors have certain rights and obligations which they should be aware of before investing 

in a mutual fund.  
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UNIT - 6 :  Taxation  and Regulations  

Taxation in case of Mutual Funds must be understood, primarily, from Capital  

Gains, Securities Transaction Tax (STT) and Dividends point of view. Tax rules differ for equity 

and debt schemes and also for Individuals, NRIs, OCBs an d corporates.  

Investors also get benefit under section 80C of the Income Tax Act if they invest in a special type 

of equity scheme, namely, Equity Linked Savings Scheme.  

6.1  Capital Gains Taxation  

1.  Equity mutual funds  

Long  Term  Capital  Gains (More  than  12 months  

holding  period)  
0%  

Short  Term  Capital  Gains  

(Less  than  or  equal  to  12  months  holding  period)  

15% basic tax plus surcharge plus other cess 

that may be applicable  

To understand Capital Gains Taxation, definitions of equity and debt schemes must b e 

understood; similarly difference between Long Term and Short Term must also be understood.  

1.  Equity schemes  

Å As per SEBI Regulations, any scheme which has minimum 65% of its average weekly net 

assets invested in Indian equities,  is an equity scheme.  

Å If the mutual fund units of an equity scheme are sold / redeemed / repurchased after 12 

months, the profit is exempt.  

Å However if units are sold before 12 months it results in short term capital gain. The investor 

has to pay 15% as short term capital ga ins tax.  

Å While exiting the scheme, the investor will have to bear a Securities Transaction Tax (STT) @ 

0.001% of the value of selling price.  

Investors in all other schemes have to pay capital gains tax, either short term or long term. In 

case a scheme in vests 100% in foreign equities, then such a scheme is not considered to be an 

equity scheme from taxation angle and the investor has to pay tax even on the long term capital 

gains made from such a scheme.  

2.  Mutual fund schemes (other than equity) i.e. deb t funds, liquid schemes, gold ETF, 

short term bond funds etc.  

 All other funds (other than equity)  

Long  Term  Capital  Gains  

(More  than  3 6  months  holding  period)  

Residents ï 20% with indexation benefit  

FII ï 10% without indexation benefit  

Short  Term  Capi tal  Gains  

(Less  than  or  equal  to  36  months  

holding  period)  

Marginal  Rate  of  Tax   

Profit  added  to  income   
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 Å In case such units are sold within 36 months, the gain is treated as short term capital  

  gains. The same is added to the income of the tax payer  and is taxed as per the   

  applicable tax slab including applicable surcharge and cess depending on the status of the 

  tax payer. This is known as taxation at the marginal rate.  

 Å Long term capital gains arise when the units are sold beyond 36 months. Here the   

  taxation rules are  

  o For resident investor -  20% (plus surcharge and cess as applicable) (with indexation)  

  o For FII -  10% basic tax (plus surcharge and cess as applicable) on long term capital  

   gains (without indexation)  

6.2  Indexation  Benefit  

Indexation is a procedure by which the investor can get benefit from the fact that inflation has 

eroded his returns.  

Indexation works on the simple concept that if an investor buys a unit @ Rs. 10 and sells it @ Rs. 

30 after 5 years, then his prof it of Rs. 20 per unit needs to be adjusted for the inflation increase 

during the same time period. This is because inflation reduces purchasing power. What Rs. 100 

could have bought when he bought the unit @ Rs.10, would now have increased in price due to 

inflation. Thus he can now buy less for the same Rs. 100.  

If during the same time, inflation has increased by 12%, then the adjusted cost of the unit 

purchased (at todayôs price) would be Rs. 10 * (1 + 12%) = Rs. 11.2. 

So his profit would not be Rs. 20, bu t Rs. 30 ï Rs. 11.2 = Rs. 18.8.  

The cost inflation index is notified by the Central Government (form 1981 up to 2015 -16). The 

same is used by the tax payer for calculating long term capital gains.  

Example  

An investor purchased mutual fund units in January  2006 of Rs.10,000. The same was sold in the 

previous year for Rs.25,000. Long term capital gains applicable is as follows:  

V FII -  Without availing indexation benefit -  Pay 10% on Rs,15,000 (Rs.25000 ï Rs.10,000) = 

Rs.1,500  

V Resident -  Calculate indexed cost of acquisition (Rs.10,000 X 1081/ 497) = Rs.21,751, 

Capital gains = Rs.25,000 ï Rs.21,751 = Rs.3,249, Tax@20% on Rs.324 9 = Rs.650  

6.3  Dividend Distribution Tax  

The dividend declared by mutual funds in respect of the various schemes is exempt from tax in 

the hands of investors. In case of debt mutual funds, the AMCs are required to pay Dividend 

Distribution Tax (DDT) from t he distributable income. This ensures ease in tax collection. 

However, in case of equity funds no DDT is payable.  

The rates for DDT are as follows:  

V For individuals and HUF ï 25% (plus surcharge and other cess as applicable)  

V For others ï 30% (plus surcharge and other cess as applicable)  

V On dividend distributed to a non - resident or to a foreign company by an Infrastructure Debt 

Fund ï 5% (plus sur charge and other cess as applicable)  
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6.4  Why Fmps Are Popular?  

A fixed maturity plan is a close ended debt fund for a specified period. The maturity of the papers 

invested in is matched with the duration of the plan.  

Consider a case where Investor A inves ts Rs.100,000 in a bank fixed deposit @9% for 3 

years and Investor B invests Rs.100,000 in a 3 year FMP. The indicative yield of the 

FMP is assumed also to be at 9%. We shall analyze the tax benefit of investing in an 

FMP.  

For Investor A, the interest inco me per annum is 100,000 X 9% = Rs.9,000. Each year the 

investor would have to pay tax of Rs.2,700 (30%, assuming he is taxed at the maximum 

marginal rate). Total tax payable in 3 years is Rs.8,100.  

For Investor B, since the investment is over 36 months, it  would qualify as long term capital 

gains.  

When the investor entered the fund, the cost inflation index was at 939 and when he exited at 

maturity the cost inflation index had risen to 1081.  

Thus the new indexed cost of acquisition will become Rs.100,000 X  1081/939 = Rs.115,122  

Now the profit will be equal to 115,122 ï 100,000 = Rs.15,122  

Since we have taken the benefit of indexation, the applicable tax rate will be 20%, (surcharge / 

cess excluded for calculation)  

So the tax payable will be equal to 15,122  * 20% = Rs.3,024.  

The point to be observed here is that FMP is giving a higher return (post tax) as compared to a 

bank FD. This is true only if the investor is in the 30% tax bracket.  

However Bank fixed deposit offer premature withdrawal facility; hence t hey offer better liquidity 

as compared to FMP.  

Under section 10(23D) of the Income tax Act, 1961, income earned by a Mutual Fund registered 

with SEBI is exempt from income tax.  

6.5  Overview  

Regulations ensure that schemes do not invest beyond a certain pe rcent of their NAVs in a single 

security. Some of the guidelines regarding these are given below:  

È No scheme can invest more than 10% of its NAV in rated debt instruments of a single issuer 

wherein the limit is reduced to 10% of NAV which may be extended to 12% of NAV with the 

prior approval of the Board of Trustees and the Board of Asset Management C ompany. 2 

È No scheme can invest more than 10% of its NAV in unrated paper of a single issuer and total 

investment by any scheme in unrated papers cannot exceed 25% of the NAV.  

È No mutual fund scheme shall invest more than 30% in money market instruments o f an 

issuer: Provided that such limit shall not be applicable for investments in Government 

securities, treasury bills and collateralized borrowing and lending obligations.  

È No fund, under all its schemes can hold more than 10% of companyôs paid up capital carrying 

voting rights.  

È No scheme can invest more than 10% of its NAV in equity shares or equity related 

instruments of any company of a single company. Provided that, the limit of 10% shall not be 

applicable for investments in case of index fund or se ctor or industry specific scheme.  

                                    
2  SEBI/HO/IMD/DF2/CIR/P/2016/35  
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È If a scheme invests in another scheme of the same or different AMC, no fees will be charged. 

Aggregate inter scheme investment cannot exceed 5% of net asset value of the mutual fund.  

È No scheme can invest in unlisted se curities of its sponsor or its group entities.  

È Schemes can invest in unlisted securities issued by entities other than the sponsor or 

sponsorôs group. Open ended schemes can invest maximum of 5% of net assets in such 

securities whereas close ended scheme s can invest upto 10% of net assets in such securities.  

È Schemes cannot invest in listed entities belonging to the sponsor group beyond 25% of its 

net assets.  

È Total exposure of debt schemes of mutual funds in a particular sector (excluding investments 

in Bank CDs, CBLO, G -Secs, T Bills, short term deposits of scheduled commercial banks and 

AAA rated securities issued by Public Financial Institutions and Public Sector Banks) shall not 

exceed 25% of the net assets of the scheme. An additional exposure to f inancial services 

sector not exceeding 5% of the net assets of the scheme shall be allowed only by way of 

increase in exposure to Housing Finance Companies (HFCs) for HFCs rated AA and above and 

registered with National Housing Bank (NHB).  

È Total exposure of debt schemes of mutual funds in a group (excluding investments in 

securities issued by Public Sector) shall not exceed 20% of the net assets of the scheme. 

Such investment limit may be extended to 25% of the net assets of the scheme wit h the prior 

approval of the Board of Trustees. 3 

There are many other mutual fund regulations which are beyond the purview of this module. 

Candidates are requested to refer to AMFI -Mutual Fund (Advisors) Module for more information.  

6.6  What is t he n ame o f  Industry Association f or t he Mutual Fund 

Industry?  

AMFI (Association of Mutual Funds in India) is the industry association for the mutual fund 

industry in India which was incorporated in the year 1995.  

6.7  What are t he Objectives o f A MFI ? 

The Principal ob jectives of AMFI are to:  

1)  Promote the interests of the mutual funds and unit holders and interact with regulators -  

SEBI/RBI/Govt./Regulators.  

2)  To set and maintain ethical, commercial and professional standards in the industry and to 

recommend and promo te best business practices and code of conduct to be followed by 

members and others engaged in the activities of mutual fund and asset management.  

3)  To increase public awareness and understanding of the concept and working of mutual funds 

in the country, to undertake investor awareness programmes and to disseminate information 

on the mutual fund industry.  

4)  To develop a cadre of well - trained  distributors and to implement a programme of training and 

certification for all intermediaries and others engaged i n the industry.  

                                    
3 SEBI/HO/IMD/DF2/CIR /P/2016/35 February 15, 2016  
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6.8  Product Labelling in Mutual Funds ï Riskometer 4  

The product labeling in mutual funds shall be based on the level of risk which shall be as under:  

Å Low -  principal at low risk  

Å Moderately Low -  principal at moderately low risk  

Å Moder ate -  principal at moderate risk  

Å Moderately High -  principal at moderately high risk  

Å High -  principal at high risk  

There shall be pictorial depiction of risk named óriskometerô which shall appropriately depict the 

level of risk in any scheme.  

The f ollowing depicts a scheme having moderate risk  

 

Mutual funds may óproduct labelô their schemes on the basis of the best practice guidelines issued 

by Association of Mutual Funds in India (AMFI) in this regard.  

6.9  Advantages o f Mutual Funds  

Å Mutual Funds  give investors best of both the worlds. Investorôs money is managed by 

professional fund managers and the money is deployed in a diversified portfolio. Retail 

investors cannot buy a diversified portfolio for say Rs.5000, but if they invest in a mutual 

fun d, they can own such a portfolio. Mutual Funds help to reap the benefit of returns by a 

portfolio spread across a wide spectrum of companies with small investments.  

Å Investors may not have resources at their disposal to do detailed analysis of companies. Time 

is a big constraint and they may not have the expertise to read and analyze balance sheets, 

annual reports, research reports etc. A mutual fund does this for investors as fund managers, 

assisted by a team of research analysts, scan this data regularly . 

Å Investors can enter / exit schemes anytime they want (at least in open ended schemes). 

They can invest in an SIP, where every month, a stipulated amount automatically goes out of 

their savings account into a scheme of their choice. Such hassle free arr angement is not 

always easy in case of direct investing in shares.  

Å There may be a situation where an investor holds some shares, but cannot exit the same as 

there are no buyers in the market. Such a problem of illiquidity generally does not exist in 

case  of mutual funds, as the investor can redeem his units by approaching the mutual fund.  

Å As more and more AMCs come in the market, investors will continue to get newer products 

                                    
4 CIR/IMD/DF/4/2015 April 30, 2015  
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and competition will ensure that costs are kept at a minimum. Initially mutual fund 

schemes could invest only in debt and equities. Then they were allowed to invest in 

derivative instruments. Gold ETFs were introduced, investing in international securities was 

allowed and recently real estate mutual funds where also in the process of  being cleared. 

We may one day have commodity mutual funds or other exotic asset classes oriented 

funds. Thus it is in investorôs best interest if they are aware of the nitty gritties of MFs. 

Å Investors can either invest with the objective of getting capi tal appreciation or regular 

dividends. Young investors who are having a steady regular monthly income would prefer to 

invest for the long term to meet various goals and thus opt for capital appreciation (growth 

or dividend reinvestment options), whereas re tired individuals, who have with them a kitty 

and would need a monthly income would like to invest with the objective of getting a regular 

income . This can be achieved by investing in debt oriented schemes and opting for dividend 

payout option. Mutual fun ds are therefore for all kinds of investors.  

Å An investor with limited funds might be able to invest in only one or two stocks / bonds, thus 

increasing his / her risk. However, a mutual fund will spread its risk by investing in a number 

of sound stocks or  bonds. A fund normally invests in companies across a wide range of 

industries, so the risk is diversified.  

Å Mutual Funds regularly provide investors with information on the value of their investments. 

Mutual Funds also provide complete portfolio disclosu re of the investments made by various 

schemes and also the proportion invested in each asset type.  

Å Mutual Funds offer investors a wide variety to choose from. An investor can pick up a scheme 

depending upon his risk/ return profile.  

Å All the Mutual Fund s are registered with SEBI and they function within the provisions of strict 

regulation designed to protect the interests of the investor.  

 

6.10  What i s a  Systematic Investment Plan  (SIP)?  

 

The above chart shows how the NAV of a scheme has moved in a give n year. There was no way 

the investor could have known that in May the peak will be formed, after which the NAV will slide 
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for the rest of the year. The investor, by deciding to invest Rs.5000 regularly each month 

automatically got the benefit of the swing s. As can be seen, he got least number of units in the 

months of Mar, Apr and May, whereas w hen the NAV continued its downward journey 

subsequently, he accumulated higher number of units.  

This is the benefit of disciplined investing. Many a times it is se en that in bear markets, when the 

NAVs are at their rock bottom, investor are gripped by panic and either stop their SIPs or worse, 

sell their units at a loss. Due to the in -built mechanism of SIP, investors average cost reduces as 

can be seen from the cha rt below:  

 

Averaging works both ways. Thus, when the NAV moves sharply in either direction, the impact of 

averaging is clearly witnessed as the change in average cost for the investor is only marginal.  

Here it can be seen that although the NAV has swung i n a range of Rs.80 to Rs.140, the average 

cost for the investor has remained in the narrow range of Rs.100 to Rs.120. This is the impact of 

averaging.  

As can be seen, SIP helps in averaging cost of acquiring units; however STP can prove to be even 

better t han SIP.  

There are a small section of investors like domestic staff, drivers and other employees earning 

low incomes and who may not have PAN cards or other documentation required for investing in 

mutual funds. They are advised by their employers to invest  in SIPS. SEBI, in order to facilitate 

their investments, has withdrawn the requirement of PAN for SIPs where investments are not 

over Rs.50,000/ -  in a financial year. Such installments are called micro SIPs.  

6.11  What i s Systematic Transfer Plan (STP)?  

In  SIP investorôs money moves out of his savings account into the scheme of his choice. Letôs say 

an investor has decided to invest Rs 5,000 every month, such that Rs. 1,000 gets invested on 

the 5th, 10th, 15th, 20th and 25th of the month. This means that th e Rs.5000, which will get 

invested in stages till 25th will remain in the savings account of the investor for 25 days and earn 

interest @ 4 -6%, depending on the bank.  

If the investor moves this amount of Rs.5000 at the beginning of the month to a Liquid Fu nd and 

transfers Rs.1000 on the given dates to the scheme of his choice, then not only will he get the 
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benefit of SIP, but he will earn slightly higher interest as well in the Liquid Funds as compared to 

a bank FD. As the money is being invested in a Liqui d Fund, the risk level associated is also 

minimal. Add to this the fact that liquid funds do not have any e xit loads. This is known as STP.  

6.12  What i s Systematic Withdrawal Plan  (SWP)?  

SWP stands for Systematic Withdrawal Plan. Here the investor invests  a lump sum amount and 

withdraws some money regularly over a period of time. This results in a steady income for the 

investor while at the same time his principal also gets drawn down gradually.  

Say for example an investor aged 60 years receives Rs.20 lakh  at retirement. If he wants to use 

this money over a 20 year period, he can withdraw Rs. 20,00,000/ 20 = Rs.1,00,000 per annum. 

This translates into Rs.8,333 per month. (The investor will also get return on his investment of 

Rs.20 lakh, depending on where the money has been invested by the mutual fund). In this 

example we have not considered the effect of compounding. If that is considered, then he will be 

able to either draw some more money every month, or he can get the same amount of Rs.8,333 

per month f or a longer period of time.  

The conceptual difference between SWP and MIP is that SWP is an investment style whereas MIP 

is a type of scheme. In SWP the investorôs capital goes down whereas in MIP, the capital is not 

touched and only the interest is paid t o the investor as dividend.  

6.13  Choosing b etween d ividend p ayout, d ividend r einvestment and 

g rowth o ptions ï w hich o ne i s b etter f or t he investor?  

Investors often get confused between the above mentioned (Dividend Payout, Dividend 

Reinvestment and Growth Options) three options which he has to choose while investing in 

mutual fundôs units. These options have to be selected by the investor at the time of purchasing 

the units and many a times investors feel that the dividend reinvestment option is better than  

growth as they get more number of units. Letôs understand the three options : 

6 .13 .1  Growth Option  

Growth option is for those investors who are looking for capital appreciation. Say an investor 

aged 25 invests Rs.1 lakh in an equity scheme. He would not b e requiring a regular income from 

his investment as his salary can be used for meeting his monthly expenses. He would instead 

want his money to grow and this can happen only if he remains invested for a long period of 

time. Such an investor should go for G rowth option. The NAV will fluctuate as the market moves. 

So if the scheme delivers a return of 12% after 1 year, his money would have grown by 

Rs.12,000. Assuming that he had invested at a NAV of Rs.100, then after 1 year the NAV would 

have grown to Rs.11 2.  

Notice here that neither is any money coming out of the scheme, nor is the investor getting more 

units. His units will remain at 1,000 (1,00,000/ 100) which he bought when he invested Rs.1 lakh 

@ Rs. 100/ unit.  

6 .13 .2  Dividend Payout Option  

In case an i nvestor chooses a Dividend Payout option, then after 1 year he would Receive Rs. 12 

as dividend. This results in a cash outflow from the scheme. The impact of this would be that the 

NAV would fall by Rs.12 (to Rs. 100 after a year. In the growth option the  NAV became Rs. 112) . 

Here he will not get any more number of units (they remain at 1,000), but will receive Rs.12,000  
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as dividend (Rs.12 per unit * 1,000 units).  

Dividend Payout will not give him the benefit of compounding as Rs.12,000 would be taken o ut of 

the scheme and will not continue to grow like money which is still invested in the scheme.  

6 .13 .3  Dividend Reinvestment Option  

In case of Dividend Reinvestment option, the investor chooses to reinvest the dividend in the 

scheme. So the Rs.12, which h e receives as dividend gets invested into the scheme again @ 

Rs.100. This is because after payment of dividend, the NAV would fall to Rs.100.  

Thus the investor gets Rs.12,000/ Rs. 100 = 120 additional units. Notice here that although the 

investor has got 1 20 units more, the NAV has come down to Rs.100.  

Hence the return in case of all the three options would be same. For Growth Option, the investor 

will have 100 units @ 112, which equals to Rs.1,12,000 while for Dividend Reinvested Option the 

investor will h ave 1120 units @ Rs. 100 which again amounts to Rs. 1,12,000. Thus it can be 

seen that there is no difference in either Growth or Dividend Reinvestment Plan.  

It must be noted that for equity schemes there is no Dividend Distribution Tax, however for debt 

schemes, investor will not get Rs.12 as dividend, but less due to Dividend Distribution Tax. In 

case of Dividend Reinvestment Option, he will get slightly lesser number of units and not exactly 

120 to the extent of Dividend Distribution Tax.  

In case of Dividend Payout option the investor will lose out on the power of compounding from 

the second year onwards.  

 

Concept Clarifier ï Power of Compounding  

Compound Interest refers to interest earned on interest. The formula for Compound 

Interest is:  

A = P *( 1 + r) t  

Where,  

A = Amount  

P = Principal invested  

r = rate of interest per annum t= Number of Years  

As can be seen, the three variables that affect the final Amount are Principal, rate of 

interest and time for which money is invested.  

It is time w hich acts as the biggest determinant as it pulls up the value in an 

exponential manner. Hence it is important to invest for the long term to get the benefit 

of compounding.  
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POINTS TO REMEMBERS  

Taxation in case of Mutual Funds must be understood, primari ly, from Capital  

Gains, Securities Transaction Tax (STT) and Dividends point of view. Tax rules differ for equity 

and debt schemes and also for Individuals, NRIs, OCBs and corporates.  

Investors also get benefit under section 80C of the Income Tax Act if th ey invest in a special type 

of equity scheme, namely, Equity Linked Savings Scheme.  

Capital gains tax must be paid on all mutual fund schemes except equity schemes.  

Indexation is a procedure by which the investor can get benefit from the fact that inflatio n has 

eroded his returns.  

The dividend declared by mutual funds in respect of the various schemes is exempt from tax in 

the hands of investors. In case of debt mutual funds, the AMCs are required to pay Dividend 

Distribution Tax (DDT) from the distributabl e income.  

 

Regulations ensure that schemes do not invest beyond a certain percent of their NAVs in a single 

security.  

AMFI (Association of Mutual Funds in India) is the industry association for the mutual fund 

industry in India which was incorporated in th e year 1995.  

The product labeling in mutual funds shall be based on the level of risk which is represented 

pictorially.  

Mutual funds have various advantages like professional management, expert fund managers, 

investment through small amounts, etc.  

Systema tic investment plans helps the investor invest a certain sum of money every month. This 

helps in regular saving as well as evens out the market differences over the period of investment  

SEBI, in order to facilitate investments in SIPS by small investors, h as withdrawn the 

requirement of PAN for SIPs where investments are not over Rs.50,000/ -  in a financial year. 

Such instalments are called micro SIPs.  

Transfer of funds from one mutual fund scheme to another at regular intervals is referred to as 

systematic transfer plan.  

In a Systematic Withdrawal Plan the investor invests a lump sum amount and withdraws some 

money regularly over a period of time.  

Investors must understand clearly the various options like dividend payout, dividend 

reinvestment and growth o ptions in mutual fund schemes and choose the one that helps them 

achieve their goal.  
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ABBREVIATIONS:  

NSE-  National Stock Exchange of India Ltd.  

SEBI -  Securities Exchange Board of India  

NCFM -  NSEôs Certification in Financial Markets 

NSDL -  National  Securities Depository Limited  

CSDL -  Central Depository Services (India) Limited  

NCDEX -  National Commodity and Derivatives Exchange Ltd.  

NSCCL -  National Securities Clearing Corporation Ltd.  

FMC -  Forward Markets Commission  

NYSE-  New York Stock Exchange  

AMEX -  American Stock Exchange  

OTC-  Over - the -Counter Market  

LM -  Lead Manager  

IPO-  Initial Public Offer  

DP -  Depository Participant  

DRF -  Demat Request Form  

RRF -  Remat Request Form  

NAV -  Net Asset Value  

EPS -  Earnings Per Share  

DSCR -  Debt Service Coverag e Ratio  

IISL -  India Index Services & Products Ltd  

CRISIL -  Credit Rating Information Services of India Limited  

CARE -  Credit Analysis & Research Limited  

ICRA -  Investment Information and Credit Rating Agency of India  

ISC -  Investor Service Cell  

IPF -  Inves tor Protection Fund  

SCRA -  Securities Contract (Regulation) Act  

SCRR -  Securities Contract (Regulation) Rules  

NSC ï National Savings Certificate  

PPF ï Public Provident Fund  

MCX ï Multi Commodity Exchange of India  

NCDEX ï National Commodities and Derivative s Exchange  

DP ï Depository Participant  

DEA ï Department of Economic Affairs  

DCA -  Department of Company Affairs  

ETF ï Exchange Traded Funds  

IPO ï Initial Public Offering  

NAV ï Net Asset Value  

ROC ï Registrar of Companies  
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ASBA ï Applications Supported by Bl ocked Amounts  

GDR ï Global Depository Receipts  

ADR ï American Depository Receipts  

FCCB ï Foreign Currency Convertible Bonds  

SCORES ï SEBI Complain Redressal System  

ADS ï American Depository Share  

NEAT ï National Exchange for Automated Trading  

NYSE ï New Yo rk Stock Exchange  

NASDAQ -  National Association of Securities Dealers Automated Quotation System  

AMEX ï American Stock Exchange  

OTC ï Over the Counter  

SBTS ï Screen Based Trading system  
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