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IREFACE TO SECOND EDITION

I am indeed gratified by the students, teachers and institutions response to my
First Edition. It is a pride and pleasure that I place second Edition of my book
“Capital Markets & Securities Laws”.

The Capital Market & Securities Laws is one of the most important subject
for the CS Executive Students. Securities Laws is inherently complicated and
is subject to constant réfinement through new primary Legislations, Rules
and Regulations made thereunder. Security law reforms are an ongoing and
continuous process and the Government has been introducing new laws and
amending the existing ones in response to the emerging needs of the investors
in a constantly dynamic economic environment.

Keeping all the above aspects in mind and difficulty faced by students for
preparation of this subject I am presenting this book specifically in Question

& Answer format for easy preparation of subject. The book is a comprehensive
work, with lucid and systematic presentation for theory questions and practical
case laws. All the questions and practical case laws are arranged topic-wise
covering all the past 45 exams from June 1994 to June 2017 so that student
can get 360 degree view of CS Examination pattern. Further all the theory
questions, practical case laws and objectives are answered as per the latest
applicable provisions and amendments up to date.

I assure you all that CS Executive student studying for “Capital Market &
Security Law” paper from this book will come out with flying colours.
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I shall be grateful for any of your suggestion to improve the book further. We
are also thankful to Taxmann Publications and their staff for their co-operation
in presenting the book to students all over India.

I thank you, one and all.
N S Zad
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 DVERYIEW OF
' CAPITREMARKET

ORGANIZATIONAL STRUCTURE OF FINANCIAL SYSTEM

Financial System

v
Y ¥

% rsd
" Money Market,, Capital Market
il -

3 0 i ?
Securities Market Other form of Long Term Funds
s x=n "

v
v :

' Primary Market Second:ry Market
{ i

¥ [
% Cash Market ™ .~ Future Market
A

Question 1] Write a note on: Organizational structure of financial system. What are the two segments
of capital markets? CS (Inter) - Dec 2003 (4 Marks), June 2007 (5 Marks)
The securities market has two interdependent and inseparable segments. Comment.

CS (Executive) - Dec 2011 (4 Marks)

Ans.: The Indian financial system has two major components:

@

2

Money Market : Money market refers to the market where borrowers and lenders exchange short-
term funds to solve their liquidity needs. It is the market for dealing in monetary assets of short-term
nature. Funds are available in this market for periods ranging from a single day up to a year.

Instruments used in money market are generally had:
- Low default risk,
- Maturities below 1 year,
- High marketability [Money Market is discussed in detail in Chapter No. 7]

Capital Market : Capital market is a market for financial investments that are direct or indirect claims
to capital. It is wider than the securities market and embraces all forms of lending and borrowing.
It is a market, where business enterprises and governments can raise long-term funds.

Securities Market : Securities market is a place where buyers and sellers of securities can enter
into transactions to purchase and sell shares, bonds, debentures etc. The main instruments used in
the securities market are stocks, shares, debentures, bonds, securities of the government. Securities
market has following two interdependent and inseparable segments:

3
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OVERVIEW OF CAPITAL MARKET

(@) Primary Market : Primary market is that part of the capital market that deals with the issuance
of new securities. Companies, governments or public sector institutions can obtain funding
through the sale of new shares or bond issue. The primary market is the market where the
securities are sold for the first time. Therefore it is also called the New Issue Market (NIM).

The issue of securities by companies can take place in any of the following methods:

(b)

Initial public offer
Further issue of capital
Rights issue

Firm allotment

Offer to public

Bonus issue

Secondary Market : The secondary market, also known as the aftermarket, is the financial

market where previously issued securities and financial instruments such as stock, bonds, op-
tions, and futures are bought and sold.

The stock market or secondary market ensures free marketability, negotiability and price dis-
charge. Secondary market has further two components:

¢ Spot Market : Where securities are traded for immediate delivery and payment.

¢ Futures Market : Where the securities are traded for future delivery and payment.

Question 2] Distinguish between: Money Market & Securities Market

CS (Inter) - Dec 2005 (5 Marks), June 2006 (2 Marks)

CS (Inter) - Dec 2006 (2 Marks)

Ans.: Following are the main points of distinction between money market & securities market:

Points

g N

Meaning

R
R

S i T et R L
vw& e M

Themoney market refers to the market where bor-

-, | rowers and lenders exchange short-term funds

to solve their liquidity needs. It is the market for
dealing in monetary assets of short-term nature.

:# Funds are available in this market for periods

ranging from a single day up to a year.

A securities market is a place where buyers and
sellers of securities can enter into transactions
to purchase and sell shares, bonds, debentures
etc. The main instruments used in the securities
market are stocks, shares, debentures, bonds,
securities of the government.

Maturity
period

It deals in the lending and borrowing of short-
term finance (i.e., for 1 year or less)

[t dealsinthelending and borrowing of medium
and long-term finance.

Credit instru-
ments

Themaincreditinstruments of the money market
are call money, collateral loans, acceptances, bills
of exchange.

The main instruments used in the securities
market are stocks, shares, debentures, bonds,
securities of the government.

Major con-

stituents o

Banking industry, Mutual funds, Foreign institu-
tional investors, large corporate and the RBI are
the major constituents of Indian money market.

Major constituents are Stock Exchanges, Do-
mestic Institutional Investors (DII), Foreign
Institutional Investors (FII) and small investors.

Risk

The degree of risk is small in the money market.

The risk is much greater in securities capital
market.

Basic role

The basic role is that of liquidity adjustment.

The basic role is that of putting capital to work,
preferably to long-term, secure and productive
employment.

Market
Regulation

Money market is closely regulated by RBI.

Securities market is closely regulated by SEBL
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Question 3] Distinguish between: Primary Market & Secondary Market
CS (Executive) - Dec 2008 (3 Marks), Dec 2011 (3 Marks)

Ans.: Following are the main points of distinction between primary & secondary market:

o &
7

S| v e e 4 iPrimary Market bl f&wf:%wﬁmm;adary Market

‘| The primary market is that part of the capital | The secondary market, also known as the after-
| markets that deals with the issuance of new | market, is the financial market where previously
.| securities. Companies, governments or public | issued securities and financial instruments such
" | sector institutions can obtain funding through | as stock, bonds, options, and futures are bought
£ | the sale of a new shares or bond issue. The pri- | and sold.

4 3| mary market is the market where the securities
] are sold for the first time.

; As primary market deals with new issue and | As secondary market deals with previously is-
| there is contract between issuer and investor. | sued securities and financial instruments there
is contract between two investors.

{ In a primary issue, the securities are issued by | In a secondary market the securities are ex-
the company directly to investors. changed between two investors.

%" In primary market important intermediaries | In a secondary market important intermediaries
are Lead Merchant Banker, Merchant Banker, | are Depository Participants, Brokers, Sub-Brokers
.- | underwriters, Issue House etc. and Registrar & Share Transfer Agents.

Regulaﬁon w0 | Issue through primary market comes under | Secondary market is regulated through Compa-
il ‘s | Companies Act, 2013 & SEBI (Issue of Capital | nies Act, 2013, Securities Contracts (Regulation)

. s -

St | &Disclosure Requirements) Regulations, 2009 | Act, 1956 & other regulations made by SEBL

Question 3A] The capital market and the stock exchange in particular are referred to as the barom-
eter of the economy. CS (Executive) - June 2016 (4 Marks)

Ans.: The Capital Market is a market for financial investments that are direct or indirect claims to capital.
It is wider than the securities market and embraces all forms of lending and borrowing, whether or not
evidenced by the creation of a negotiable financial instrument. The capital market comprises the complex
of institutions and mechanisms through which intermediate term funds and long term funds are pooled
and made available to business, government and individuals. The capital market also encompasses the
process by which securities already outstanding are transferred.

The capital market and in particular the stock exchange is referred to as the barometer of the economy.
Government’s policy is so moulded that creation of wealth through products and services is facilitated and
surpluses and profits are channelized into productive uses through capital market operations. Reasonable
opportunities and protection are afforded by the Government through special measures in the capital
market to get new investments from the public and the Institutions and to ensure their liquidity.

Question 4] Explain the main functions of a good financial system
CS (Inter) - Dec 2004 (5 Marks)

Ans.: Functions performed by a financial system are:

(1) Saving Function : Public saving find their way into the hands of those in production through the
financial system. Financial claims are issued in the money and capital markets which promise fu-
ture income flows. The funds with the producers result in production of goods and services thereby
increasing society living standards.

(2) Liquidity Function : The financial markets provide the investor with the opportunity to liquidate
investments like stocks, bonds & debentures whenever they need the fund.

(3) Payment Function : The financial system offers a very convenient mode for payment of goods and
services.

o NNVINX VL
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(4) Risk Function: The financial markets provide protection against life, health and income risks. These
are accomplished through the sale of life and health insurance and property insurance policies. The
financial markets provide immense opportunities for the investor to hedge himself against or reduce
the possible risks involved in various investments.

(5) Policy Function : The government intervenes in the financial system to influence macro-economic
variables like interest rates or inflation so if country needs more money government would cut rate
of interest through various financial instruments and if inflation is high and too much money is there
in the system then government would increase rate of interest.

Question 5] Discuss briefly the regulatory framework governing the securities in India.

CS (Inter) - June 2003 (4 Marks), June 2004 (8 Marks)
Outline the main legislations governing securities market in India.

CS (Inter) - June 2007 (4 Marks), June 2009 (4 Marks)
Ans.: The following are the important statutes, which governs the Indian securities markets:
® The Securities & Exchange Board of India Act, 1992
¢ The Securities Contracts (Regulation) Act, 1956
¢ The Depositories Act, 1996
¢ The Companies Act, 2013
¢ The Foreign Exchange Management Act, 1999 (FEMA)
The agencies involved in relation of securities market are:
® Ministry of Finance
® Ministry of Corporate Affairs (MCA)
m Department of Economic Affairs (DEA)
m The Reserve Bank of India (RBI)
[
.

The Securities Exchange Board of India (SEBI)
Stock Exchanges

ROLE & FUNCTIONS OF SECURITY MARKET

Question 6] “Primary market is of great significance to the economy.” Comment.
CS (Executive) - June 2010 (4 Marks)

Ans.: The primary market is that part of the capital markets that deals with the issuance of new securi-
ties. Companies, governments or public sector institutions can obtain funding through the sale of a new
shares or bond issue. The primary market is the market where the securities are sold for the first time.
Therefore, it is also called the New Issue Market.

Features of Primary Markets:
¢ This is the market for new long term equity capital.
¢ In a primary issue, the securities are issued by the company directly to investors.
& The company receives the money and issues new security certificates to the investors.

¢ Primary issues are used by companies for the purpose of setting up new business or for expanding
or modernizing the existing business.

¢ The primary market performs the crucial function of facilitating capital formation in the economy.

The primary market is of great significance to the economy of a country. It is through the primary mar-
ket that funds flow for productive purposes from investors to entrepreneurs. The latter use the funds
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for creating new products and rendering services to customers in India and abroad. The strength of the
economy of a country is gauged by the activities of the stock exchanges. The primary market creates and
offers the merchandise for the secondary market.

Question 7] Discuss the role of Securities Market in economic growth.
CS (Inter) - June 2006 (5 Marks), Dec 2010 (4 Marks)
Securities market enhances the peace of economic growth. Comment.
CS (Executive) - June 2012 (5 Marks)
“ A well functioning securities market is conducive to sustained economic growth.” Explain.
CS (Executive) - June 2016 (4 Marks)

Ans.: A securities market is a place where buyers and sellers of securities can enter into transactions to
purchase and sell shares, bonds, debentures etc. The securities market has two segments viz. primary
market and secondary market.

The various functions performed by securities markets are as follows:

(1) Continuous & ready market for securities : Securities market provides a ready and continuous
market for purchase and sale of securities. It provides ready outlet for buying and selling of securi-
ties.

(2) Evaluation of securities : Securities market is useful for the evaluation of securities. This enables
investors to know the true worth of their holdings at any time. Comparison of companies in the
same industry is possible through securities market price list.

(3) Encourages capital formation : Securities market accelerates the process of capital formation. It
creates the habit of saving, investing and risk taking among the investing class and converts their
savings into profitable investment. It acts as an instrument of capital formation.

(4) Safety in dealings : Securities market provides safety in dealings as transactions are conducted as
per well defined Rules and Regulations. The managing body of the exchange keeps control on the
members. Fraudulent practices are also checked effectively.

(5) Regulates company management : Listed companies have to comply with rules and regulations of
concerned securities market and work under the vigilance of various authorities.

(6) Public borrowing : Securities market serves as a platform for marketing Government securities. It
enables government to raise public debt easily and quickly.

(7) Clearing house facility : Securities market provides a clearing house facility to members. It settles
the transactions among the members quickly and with ease. The members have to pay or receive
only the net dues because of the clearing house facility.

(8) Healthy speculation : Normal speculation is not dangerous but provides more business to the ex-
change. However, excessive speculation is undesirable as it is dangerous to investors and the growth
of corporate sector.

(9) Economic barometer : Securities market indicates the state of health of companies and the national
economy. It acts as a barometer of the economic conditions.

(10) Bank lending : Banks easily know the prices of quoted securities. They offer loans to customers
against corporate securities.

Question 8] Financial markets, financial services and financial instruments are integral parts of the
financial system. Critically examine. CS (Inter) - Dec 2002 (16 Marks)

Ans.: Financial system of any country consists of financial markets, financial intermediation and financial
instruments or financial products. The economic development of a nationis reflected by the progress of the
various economic units, broadly classified into corporate sector, government and household sector. While
performing their activities these units will be placed in a surplus/ deficit/balanced budgetary situations.

SNNVIWXVL
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There are areas or people with surplus funds and there are those with a deficit. A financial system or
financial sector functions as an intermediary and facilitates the flow of funds from the areas of surplus to
the areas of deficit. A financial system is a composition of various institutions, markets, regulations and
laws, practices, money manager, analysts, transactions and claims and liabilities.

Financial system covers both credit and cash transactions. All financial transactions are dealt with by cash
payment or issue of negotiable instruments like cheque, bills of exchanges, hundies etc. Thus a financial
system is a set of institutional arrangements through which financial surpluses are mobilized from the
units generating surplus income and transferring them to the others in need of them. The activities in-
clude production, distribution, exchange and holding of financial assets/instruments of different kinds
by financial institutions, banks and other intermediaries of the market. In a nutshell, financial market,
financial assets, financial services and financial institutions constitute the financial system.

The functions of a good financial system are manifold. They are:
- Regulation of currency
- Banking functions
- Credit control

Administering national, fiscal and monetary policy to ensure stability of the economy

Supply and deployment of funds for productive use

- Maintaining liquidity.
Long term growth of financial system is ensured through:

- Investor education

- Autonomy to Financial Institutions

- Entry of new institutions

- Minimizing regulatory measures
Efficient transfer of resources from those having idle resources to others who have a pressing need for
them is achieved through financial markets. Stated formally, financial markets provide channels for al-
location of savings to investment. These provide a variety of assets to savers as well as various forms in
which the investors can raise funds and thereby decouple the acts of saving and investment. The savers
and investors are constrained not by their individual abilities, but by the economy’s ability, to invest and

save respectively. The financial markets, thus, contribute to economic development to the extent that the
latter depends on the rates of savings and investment.

INTERNATIONAL ORGANIZATION OF SECURITIES COMMISSION (10SCO)

Question 9] What do you understand by IOSCO? Briefly discuss the different membership catego-
ries of IOSCO. CS (Executive) - Dec 2014 (6 Marks)

Ans.: The International Organization of Securities Commissions (IOSCO) is the worldwide association of
national securities regulatory bodies, such as the Securities & Exchange Commission (SEC) in the United
States, the Financial Services Authority in the United Kingdom, and about 100 other similar bodies.

The International Organization of Securities Commissions (I0SCO) was created in 1983. Eleven securi-
ties regulatory agencies from North and South America took this decision in April 1983 at a meeting in
Quito, Ecuador. In 1984, securities regulators from France, Indonesia, Korea and the United Kingdom
were the first agencies to join the organization from outside the Americas. Today IOSCO is recognized
as the international standard setter for securities markets. Its membership regulates more than 95% of
the world’s securities markets and it is the primary international cooperative forum for securities market
regulatory agencies.
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2002, IOSCO adopted a multilateral memorandum of understanding (IOSCO MMoU)

designed to facilitate cross-border enforcement and exchange of information among international securi-

ties
The
and

regulators. The SEBI is also a signatory to I0OSCO MMoU.

MMol represents a common understanding amongst its signatories about how they will consult, cooperate,
exchange information for securities regulatory enforcement purposes.

I0SCQO’s Objectives:

¢ Cooperate together to promote high standards of regulation in order to maintain just, efficient and

sound markets

¢ Exchange information on their respective experiences in order to promote the development of do-

mestic markets

& Unite their efforts to establish standards and an effective surveillance of international securities

transactions

¢ Provide mutual assistance to promote the integrity of the markets by a rigorous application of the

standards and by effective enforcement against offences

I0SCO Members:
(1) Ordinary Members : Such members must be the primary regulators of securities and futures mar-

@

@)

kets. A stock exchange or self-regulatory organization may be an ordinary member, but only if it is
the jurisdiction’s primary securities regulator. Each ordinary member has one vote.

Associate Members : These members are other securities and or futures regulators in a jurisdiction,
if that jurisdiction has more than one. For example, the Commodity Futures Trading Commission,
the International Commission of Securities and the North American Securities Administrators As-
sociation in the United States are associate members of IOSCO with the US Securities & Exchange
Commission being the ordinary members for the United States. Associate members have no vote
and are not eligible for the Executive Committee; however, they are members of the Presidents
Committee.

Affiliate Members : These include stock exchanges, self-regulatory organizations, and various stock
market industry associations. Affiliate members have no vote, are not eligible for the Executive
Committee and are not members of the Presidents’ Committee. The affiliate members, which are
self-regulatory organization, are however members of the SRO Consultative Committee.

Currently, IOSCO has 145 members, 118 ordinary members, 12 associate members and 15 affiliate members.

»

>
>

Some 1mportant points relahng to history of security market:

The corporate securities market dates back to the 18® century when the securities of the East India
Company were traded in Mumbai and Kolkata.

The 1860’s witnessed bearish dealings in securities and securities speculation.

This brought brokers to Bombay together in fuly 1875 to boom the first organized stock exchange in the
country, viz. The Stock Exchange, Mumbai, Ahmedabad Stock Exchange in 1894 and 22 others followed
with 20* century.

The two major Indian exchanges, the Bombay Stock Exchange (BSE) and the National Stock Exchange
(NSE) ranked 11th and 12th respectively among exchanges around the world in terms of market
capltalxzatlon

Total listed companies on BSE in the year 1992-1993 were 2,861 which increased significantly in the year
2004-2005 to 4,731 and in the year 2011-2012 increased to 5,112. Similarly, in the year 1997-1998 listed
companies on NSE were 612 which increase to 1,640 in the year 2011-2012. As the number of Companies
increasing significantly, the amount raised by companies through public issue increased from ¥ 3928.56
crore in year 1998 to ¥ 29598 crore year 2011.

A major initiative of liberalization was the repeal of the Capital Issues (Control) Act, 1947 in May 1992.

&»NNVIAXVL
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OBJECTIVE QUESTIONS

Question A] Expand the following abbreviations:

(1) NIM (6) 10SCO (11)  FII
@  IPO (7) MMoU

(3)  SEBI (8)  BSE

4  RBI (9  NSE

(5) FEMA (100 DII

Question B] State, with reasons in brief, whether the following statements are correct
or incorrect:

(1) The term ‘Capital Market’ is wider than ‘Securities Market'.

(2) The securities market works in a vacuum.

(3) The money market refers to the market where borrowers and lenders exchange long-term funds.
(4) The primary market is the market where the already issued securities are bought and sold.

(5) Securities market is closely regulated by RBI.

Question C] Re-write the following sentences after filling-up the blank spaces with ap-
propriate word(s)/figure(s):

(1) Financial system covers both creditand .......... transactions.

(2) The market wherein companies mobilize resources through issue of securitiesis called ..................
(3) The capital markets have two major segments namely .............. and ...............
(4) The primary market is also called the ..............
() is a market for financial investments that are direct or indirect claims to capital.

((0) IR is a place where buyers and sellers of securities can enter into transactions to purchase
and sell shares, bonds, debentures etc.

(7) e deals in the lending and borrowing of short-term finance.

(8) Money market is closely regulated by ............

(9) The International Organization of Securities Commissions (IOSCO) was created in
(10) Currently, IOSCOhas .............. members.
Question D] Select the correct option.

) P refers to the market where borrowers ~ (¢) Spot Market

and lendersexchange short-termfundstosolvetheir  (d) Futures Market

liquidity needs. 3.The Bombay Stock Exchangeranked....... thamong
(@) Capital Market exchanges around the world in terms of market
(b) Securities Market capitalization.
(c) Stock Market (@) 10
(d) Money Market (b) 17

2 is that part of the capital markets that (¢} 11

deals with the issuance of new securities. (d) 20
(a) Secondary Market 4.Currently, IOSCOhas........... ordinary members.
(b) Primary Market (a) 145

(b) 118
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(c) 181
(d) 15
5. Which type of member has voting right in IOSCO?
(a) Ordinary Members
(b) Associate Members
(c) Affiliate Members
(d) All of the above

6. Which of the following statute govern the Indian
securities market?

(@) TheSecurities Contracts (Regulation) Act, 1956
(b) The Companies Act, 1956

(¢) The Securities & Exchange Board of India Act,
1992

(d) All of the above

7. In primary market the issue of securities by com-
panies can take place by way of ..........

(a) Firm Allotment

(b) Initial Public Offer (IPO)
(c) Rights Issue

(d) All of the above

8.The............... ,also known as the aftermarket, is
the financial market where previously issued securi-
ties and financial instruments such as stock, bonds,
options, and futures are bought and sold.

(a) Futures Market

(b) Secondary Market
() Commodity Market
(d) All of the above

9 i is a place where buyers and sellers of
securities can enter into transactions to purchase
and sell shares, bonds, debentures etc.

(@) Commodity Market
(b) Securities Market
(c) Money Market

(d) All of the above

10. Instruments used in money market are generally
had: .............

(a) High default risk

(b) Maturities above 1 year
(c) Low marketability

(d) None of the above

11. The National Stock Exchange (NSE) ranked
.......... respectively among exchanges around the
world in terms of market capitalization.

(a) 10th
(b) 12th
(c) 15th
(d) 17th
12.Thebasicroleisthatof Money Marketis..............
(a) Putting capital to work
(b) Liquidity adjustment
(c) Productive employment
(d) All of the above

13.Securities marketisclosely regulatedby .............
in India.

(a) RBI
(b) 10SCO
(c) SEBI

(d) IDRAI

14. Which of the following is/are the constituents
of Financial System in India?

() Financial market
(IT) Products
(IIT) Market participants
@) () & ()
(b) (1) only
(c) (II) & (1II)
(@) (1), (1D & (II1)
15. The money market refers to the market where

exchange fundstosolve their
needs.

(a) lenders and borrowers; short-term; personal

(b) borrowers and lenders; short-term; liquidity

(c) debtor and creditors; long-term; liquidity

(d) principle and agents; medium; day to day
16. Which of the following statement is true in rela-
tion to ‘capital market’?

(/) The capital market is a market for financial
investments that are direct or indirect claims
to capital.

(i) Capital market instruments are generally
financial claims that have low default risk,
maturities

i
i
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(i17) The capital market and in particular the stock
exchange is referred to as the barometer of the
economy.

(iv) The capital market refers to the market where
borrowers and lenders exchange short-term
funds to solve their liquidity needs.

@) (i) & (iv)
®) () & (iv)
©) () & (ii)
@) ) & (it
17. Securities Market -
(A) Isalink between investment & savings
(B) Mobilizes & channelizes savings
(C) Provides liquidity to investors

(D) Is a market place for purchase and sale of se-
curities

(a) (B) and (D) only
(b) (A), (B), (C) and (D)
(¢) (C)and (A) only
(4) (D), (A) and (B) only

18. The two major Indian exchanges, the Bombay
Stock Exchange (BSE) and the National Stock
Exchange (NSE) ranked and re-
spectively among exchanges around the world in
terms of market capitalization.

(@) 15th, 17th
(b) 11th, 12th
(¢) 5th, 7th
(d) 14th, 21st
19. BSDA means .......

(a) Basic Services Demat Account

(b) Basic Server Development Accountability
(c) Bombay Service Demat Account
(d) Basic Services Development Account

20. Which of the following legislation do not play
any role in governing the capital market?

Answer to Question A:

OVERVIEW OF CAPITAL MARKET

(a) The SEBI Act, 1992

(b) The Competition Act, 2002

(c) TheSecurities Contracts (Regulation) Act, 1956
(d) The Depositories Act, 1996

21. The IOSCO Annual Conference in , held
in was the first to take place outside the
western hemisphere.

(@) June 1983; Poland

(b) July 1983; New York

(c) July 1986; Paris

(d) June 1986; London
22. In IOSCO adopted a multila-

teral memorandum of understanding (I0OSCO
MMoU) designed to facilitate cross-border enforce-
ment and exchange of information among interna-
tional securities regulators.

(a) 2002
(b) 2006
() 2003
(d) 2005

23. Then in IOSCO endorsed the I0SCO
MMoU as the benchmark for international coopera-
tion among securities regulators and set-out clear
strategic objectives to expand the network of IOSCO
MMoU signatories by 2010.

(a) 2005
(b) 2004
(c) 2003
(d) 2002

24. Which of the following agency involved in regu-
lation of securities market?

(1) The Securities Exchange Board of India
(b) Ministry of Corporate Affairs

(c) Stock Exchanges

(d) All of the above

sadsa

New Issue Market

Initial Public Offer

Securities Exchange Board of India
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RBI Reserve Bank of India

FEMA Foreign Exchange Management Act

105CO International Organization of Securities Commission
MMoU Multilateral Memorandum of Understanding

BSE Bombay Stock Exchange

NSE National Stock Exchange

DII Domestic Institutional Investors

FII Foreign Institutional Investors

Answer to Question B:

(1)

(4)

()

Correct. The Capital Market is a market for financial investments that are direct or indirect claims
to capital. It is wider than the securities market and embraces all forms of lending and borrowing.
It is a market, where business enterprises and governments can raise long-term funds. Securities
market is a part of capital market.

Incorrect. A securities market is a place where buyers and sellers of securities can enter into trans-
actions to purchase and sell shares, bonds, debentures etc. It works under the defined regulatory
framework.

Incorrect. The money market refers to the market where borrowers and lenders exchange short-term
funds to solve their liquidity needs. It is the market for dealing in monetary assets of short-term
nature. Funds are available in this market for periods ranging from a single day up to a year.

Incorrect. The primary market is that part of the capital markets that deals with the
issuance of new securities. The primary market is the market where the securities are sold for the
first time.

Incorrect. Securities market is closely regulated by SEBL

Answer to Question C:

(1) Cash (2) Primary Market (3) Primary Market and Secondary Market (4) New Issue Market (NIM) (5)
Capital Market (6) Securities Market (7) Money Market (8) RBI (9) 1983 (10) 145

Answer to Question D:

il o

(d) 5. (a) 9. (b 13. () 17. (b) 21. (0)
(b) 6. (d) 10. (d) 14. (d) 18. (b) 22. (a)
(©) 7. (d) 11. (b) 15. (b) 19. () 23. (a)
(b) 8. (b) 12. (d) 16. (d) 20. (b) 24. (d)
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Question 1] What do you understand by the term ‘capital market'?

Ans.: Capital Market is a market for financial investments that are direct or indirect claims to capital.
It is wider than the securities market and embraces all forms of lending and borrowing. It is a market,
where business enterprises and governments can raise long-term funds. Capital market is wider term
and includes security market.

Security market is market where equity shares, preference shares, debentures and bonds are traded.
Security market has following two segments:

(a) Primary Market : Primary market is that part of the capital markets that deals with the issuance of
new securities. Companies, governments or public sector institutions can obtain funding through
the sale of a new shares or bond issue. The primary market is the market where the securities are
sold for the first time. Therefore it is also called the New Issue Market (NIM).

The issue of securities by companies can take place in any of the following methods:

Initial public offer

Further issue of capital

Rights issue
Firm allotment
Offer to public

Bonus issue

(b) Secondary Market : The secondary market, also known as the aftermarket, is the financial market
where previously issued securities and financial instruments such as stock, bonds, options, and
futures are bought and sold.

The stock market or secondary market ensures free marketability, negotiability and price discharge.
Secondary market has further two components:

¢ Spot Market : Where securities are traded for immediate delivery and payment.

¢ Futures Market : Where the securities are traded for future delivery and payment.

Question 2] Write a short note on: Classification of instruments

Write a short note on: Hybrid Instruments
CS (Executive) - June 2009 (2 Marks), June 2011 (2 Marks)

Ans.: Instruments in capital markets can be classified into three categories: Pure, Hybrid and Derivatives.

(1) Pure Instruments : Equity shares, preference shares, debentures and bonds which are issued with
the basic characteristics without mixing the features of other instruments are called pure instrument.

(2) Hybrid Instruments : Instruments which are created by combining the features of equity, preference,
bond are called as hybrid instruments.

Example: Hybrid instruments are:
- Convertible preference shares
14
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- Non-convertible debentures with equity warrant

- Partly convertible debentures

- Secured premium notes

15

(3) Derivative Instrument : A derivative instrument is a financial instrument which derives its value
from the value of some other financial instrument or variable.

Example: Futures and Options belong to the categories of derivatives.

| E
| and bonds which are issued with the basic

s, debentures

characteristics without mixing the features of

| other instruments are called pure instrument.

Ans.: Following are the main difference between pure & hybrid instruments:

Instruments which are created by combining the

Question 3] Distinguish between: Pure Instruments & Hybrid Instruments

CS (Executive) - Dec 2013 (3 Marks)

pid Instruments | %

e

features of equity, preference, bonds are called
as hybrid instruments.

“| Following are pure instruments:
| - Equity shares
| - Preference shares

~ - | - Debentures

Following are hybrid instruments:
- Convertible preference shares
- Convertible debentures

- Secured premium notes

| These are beneficial but not like hybrid

instruments.

These are more beneficial than pure instrument.

Ans.: Following are the main difference between debt & equity market:

Question 4] Distinguish between: Debt Market & Equity Market

CS (Executive) - June 2015 (3 Marks)

e

{ " % FDebiMaket . .

=

T

S o 3 o _:) .‘. y -

The debt market is the market where debt

{1 instruments are traded.

The equity market is the market where equity
shares are traded.

#! In debt instruments includes debentures, bonds,

Notes & Mortgages.

In equity market equity and preference shares
are traded.

Status of

Debt instrument holders are creditors of the
issuing companies.

Equity holders are the owners of the issuing
companies.

| Investments in debt securities typically involve

less risk than equity investments.

Investments inequity typically involve morerisk
than debt investments.

| Debt market is less volatile.

Equity market is more volatile.

Returns »| In debt market there is less risk and hence returns Equity marketis morerisky and may offer attract
&g ] are also low. and higher return as compared to debt market.
Incorhe Income of debt market is fixed. Income in equity market is variable.

PURE INSTRUMENTS

Que. No. 5] Write a short note on: Nature of a share

Ans.: Share [Section 2(84)] : A share means a share in the share capital of a company, and includes stock.

Nature of shares & debentures [Section 44] : A share or debentures or other interest of any member in
a company is a movable property transferable in the manner provided by the articles of the company.

Numbering of shares [Section 45] : Each share in a company having a share capital shall be distinguished
by distinctive number.
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Que. No. 6] Write a short note on: Kinds of Shares

Ans.: Kinds of share capital [Section 43(1)] : The share capital of a company limited by shares shall be
of two kinds, namely:

(a) Equity share capital
- With voting rights
- With differential rights as to dividend, voting or otherwise

(b) Preference share capital

Que. No. 7] Explain the term ‘equity shares” as per Companies Act, 2013.

Ans.: Equity Shares [Section 43(2)] : Equity share capital with reference to any company limited by
shares means all share capital which is not preference share capital.

Question 7A] Explain briefly: Share warrants

CS (Executive) - Dec 2015 (3 Marks)

Ans.: A share warrant is a bearer document of title to shares and can be issued only by public limited
companies and that to against fully paid up shares only.

A share warrant is transferable by mere delivery of the warrants without execution of any written
instrument of transfer being registered by the company. The bearer of a share warrant is not a member
of the company unless otherwise so provided in the articles of the company.

Question 8] An Indian company is planning to issue sweat equity shares of a class of shares already
issued. Explain the meaning of sweat equity shares and advise the company regarding the condi-
tions to be fulfilled to issue sweat equity?

CS (Executive) - Dec 2014 (6 Marks)

Write a short note on: Sweat Equity Shares CS (Inter) - Dec 2005 (5 Marks)
CS (Executive) - June 2014 (5 Marks)

Ans.: Sweat Equity Shares [Section 2(88)] : Sweat equity shares means equity shares issued by a company
to its directors or employees at a discount or for consideration, other than cash for providing know-how
or making available rights in the nature of intellectual property rights or value additions, by whatever
name called.

Issue of sweat equity shares [Section 54] : A company can issue sweat equity shares, of a class of shares
already issued, if the following conditions are satisfied:

(1) The issue has been authorized by a special resolution passed by the company in the general meet-
ing.
(2) Such special resolution should clearly specify:
- Number of shares
- Current market price
- Consideration and
- Classes of directors or employees to whom such equity shares are to be issued.

(3) Atleast1 year should have elapsed from the date on which the company was entitled to commence
business.

(4) A company whose shares are listed on a recognized stock exchange issuing sweat equity shares
should comply with the SEBI (Issue of Sweat Equity) Regulations, 2002.

(5) A company whose shares are not so listed should comply with the Companies (Share Capital &
Debentures) Rules, 2014.
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The rights, limitations, restrictions and provisions as are for the time being applicable to equity shares
shall be applicable to the sweat equity shares issued and the holders of sweat equity shares shall rank
pari passu (on an equal footing) with other equity shareholders. [Section 54(2)]

Register of Sweat Equity Shares [Rule 8(14) of the Companies (Share Capital & Debentures) Rules,
2014]: The company shall maintain a Register of Sweat Equity Shares in Form No. SH. 3 and shall forth-
with enter therein the particulars of issue of sweat equity shares.

The Register of Sweat Equity Shares shall be maintained at the registered office of the company or such
other place as the Board may decide.

The entries in the register shall be authenticated by the Company Secretary or by any other person au-
thorized by the Board for the purpose.

Que. No. 9] Explain the provisions of the Companies (Share Capital & Debentures) Rules, 2014
relating to Sweat Equity Shares.

Ans.: Provisions of the Companies (Share Capital & Debentures) Rules, 2014 relating to sweat equity
shares are as follows:

(1) Explanatory statement to contain certain particulars [Rule 8(2)] : The explanatory statement to be
annexed to the notice of the general meeting shall contain the prescribed content like the date of the
board meeting; reasons or justification for the issue; the class of shares under which sweat equity
shares are intended to be issued; total number of shares; etc.

(2) Validity of special resolution [Rule 8(3)] : The special resolution shall be valid for making the al-
lotment up to period of 12 months.

(3) Limits on issue of sweat equity shares [Rule 8(4)]: The company shall not issue sweat equity shares
for more than 15% of the existing paid up equity share capital in a year or shares of the issue value
of ¥ 5 crores, whichever is higher. The issuance of sweat equity shall not exceed 25% of the paid up
equity capital at any time.

(4) Lock-in-period [Rule 8(5)] : The sweat equity shares issued to directors or employees shall be locked
in for a period of 3 years from the date of allotment and this fact shall be stamped in bold on the
share certificate.

(5) Valuation Aspects [Rule 8(6), (7) & (8)] : The sweat equity shares to be issued shall be valued at a
price determined by a registered valuer as the fair price giving justification for such valuation.

The valuation of intellectual property rights or of know how or value additions shall be carried out
by a registered valuer.

A copy of the valuation report shall be sent to the shareholders with the notice of the general meet-
ing.

(6) Issue for non-cash consideration [Rule 8(9)] : When sweat equity shares are issued for a non-cash
consideration on the basis of a valuation report obtained from the registered valuer, such non-cash
consideration shall be treated in the following manner in the books of account of the company-

(a) Where the non-cash consideration takes the form of a depreciable or amortizable asset, it shall
be carried to the balance sheet of the company in accordance with the accounting standards;
or

(b) In other cases it shall be expensed as provided in the accounting standards.

(7) Forms part of managerial remuneration [Rule 8(10)] : The amount of sweat equity shares issued
shall be treated as part of managerial remuneration for the purposes of Sections 197 & 198, if the
following conditions are fulfilled, namely.-

(2) The sweat equity shares are issued to any director or manager or
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(b) They are issued for consideration other than cash, which does not take the form of an asset
which can be carried to the balance sheet of the company in accordance with the applicable
accounting standards.

(8) Sweat equity shares and compensation aspects [Rule 8(11) & (12)]:

(i) If the sweat equity shares issued pursuant to no acquisition of an asset: The accounting value
(fair value) of sweat equity shares shall be treated as a form of compensation to the employee
or the director in the financial statements.

(ii) If the shares are issued pursuant to acquisition of an asset: The value up to valuation report
shall be carried in the balance sheet as per the Accounting Standards and excess value over the
value as per valuation report shall be treated as a form of compensation to the employee or the
director in the financial statements of the company.

(9) Disclosure in Board’s Report [Rule 8(13)] : The details of issue of sweat equity shares shall be dis-
closed in the Directors Report for the year.

Maintenance of Register [Rule 8(14)] : The company shall maintain a Register of Sweat Equity Shares in
Form No. SH. 3. The Register shall be maintained at the registered office of the company or such other
place as the Board may decide. The entries in the register shall be authenticated by the Company Secretary
or by any other person authorized by the Board.

Question 10] What is meant by differential voting rights (DVR)? Discuss the conditions subject to
which a company may issue shares with DVR?

CS (Executive) - Dec 2012 (4 Marks), June 2013 (6 Marks)
Explain: Shares with differential voting rights CS (Inter) - Dec 2007 (2 Marks)

Ans.: ‘Shares with differential voting rights’ means a share issued with differential right as to dividend,
voting or otherwise in accordance with section 43(a)(ii).

Rule 4 of the Companies (Share Capital & Debentures) Rules, 2014 makes the following provisions
relating to issue of shares with differential voting rights.

(1) Conditions for issuing shares with differential rights [Rule 4(1)] : Company limited by shares shall
not issue equity shares with differential rights as to dividend, voting or otherwise, unless it complies
with the following conditions:

- The AOA authorizes the issue of shares with differential rights.
- The issue of shares is authorized by an ordinary resolution passed at a general meeting.

- In case of listed company, the issue shall be approved by the shareholders through postal bal-
lot.

- The shares with differential rights shall not exceed 26% of the total post-is-

sue paid-up equity share capital including equity shares with differential rights
issued at any point of time.

- Company should have consistent track record of distributable profits for the last 3 years.

- Company has not defaulted in filing financial statements and annual returns for last 3 financial
years.

- Company has no subsisting default in the payment of a declared dividend to its shareholders
or repayment of its matured deposits or redemption of its preference shares or debentures
that have become due for redemption or payment of interest on such deposits or debentures
or payment of dividend.

- Company has not defaulted

¢ In payment of the dividend on preference shares or
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¢ Inrepayment of principle or interest on any term loan from a PFI or State Level Financial
Institution or Scheduled Bank

¢ In dues with respect to statutory payments relating to its employees to any authority

¢ In crediting the amount in Investor Education & Protection Fund to the Central Govern-
ment.

- Company has not been penalized by Court or Tribunal during the last 3 years of any offence
under the RBI Act, 1934, the SEBI Act, 1992, the Securities Contracts (Regulation) Act, 1956, the
FEMA Act, 1999 or any other special Act.

(2) Disclosures in the explanatory statement [Rule 4(2)] : The explanatory statement to be annexed to
the notice of the general meeting shall contain the prescribed particulars like - number of shares;
percentage of the shares; reasons or justification for the issue; etc.

(3) Conversion [Rule 4(3)] : The company shall not convert its existing equity share capital with voting
rights into equity share capital carrying differential voting rights and vice versa.

(4) Disclosures in the Board’s Report [Rule 4(4)] : The board of directors shall disclose in the Board’s
Report, the following details, namely:

(1) Number of shares allotted with differential rights.
(1) Details of the differential rights relating to voting rights and dividends.

(1if) Percentage of the shares with differential rights to the total post issue equity share capital with
differential rights issued at any point of time and percentage of voting rights which the equity
share capital with differential voting right shall carry to the total voting right of the aggregate
equity share capital.

(iv) Price at which such shares have been issued.

(v) Particulars of promoters, directors or key managerial personnel to whom such shares are is-
sued.

(vi) Change in control, if any, in the company consequent to the issue of equity shares with dif-
ferential voting rights.

(vii) Diluted EPS calculated in accordance with the applicable accounting standards.
(viii) The pre and post issue shareholding pattern along with voting rights.

(5) Rights of holders of equity shares with differential voting rights [Rule 4(5)] : The holders of the
equity shares with differential rights shall enjoy all other rights such as bonus shares, rights shares
etc., which the holders of equity shares are entitled to, subject to the differential rights with which
such shares have been issued.

(6) Register of Members [Rule 4(6)] : When company issues equity shares with differential rights, the
Register of Members maintained u/s 88 shall contain all the relevant particulars of the shares so
issued along with details of the shareholders.

Que. No. 11] Explain the term ‘preference shares’ as per Companies Act, 2013.

Ans.: Preference Shares [Section 43(2)] : Preference share capital, with reference to any company limited
by shares, means that part of the issued share capital of the company which carries or would carry a
preferential right with respect to-

(a) Payment of dividend, either as a fixed amount or at a fixed rate and

(b) Repayment in the case of a winding up or repayment of capital specified in the memorandum or
articles of the company.

The following kinds of preference shares are dealt with by the companies:

¢ Cumulative preference shares
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Non-cumulative preference shares

Convertible preference shares

*
*
¢ Redeemable preference shares
& Participating preference shares
*

Non-participating preference shares

Question 12] Write a short note on: Cumulative Preference Shares

Ans.: A preference share is said to be cumulative when the arrears of dividend are cumulative and such
arrears are paid before paying any dividend to equity shareholders. Suppose a company has 10,000 8%
Preference Shares of ¥ 100 each. The dividends for 2013 and 2014 have not been paid so far. The directors,
before they can pay the dividend to equity shareholders for the year 2015, must pay the preference divi-
dends of ¥ 2,40,000 (80,000 x 3) for the years 2013, 2014 & 2015 before making any payment of dividend
to equity shareholders for the year 2015.

However, if a company goes into the liquidation no arrears of preference dividend will be payable unless
the Articles of Association of the issuing company contains a specific provision to make such payment
even in winding-up.

Question 13] Write a short note on: Non-cumulative Preference Shares

Ans.: In the case of non-cumulative preference shares, dividend does not accumulate. The dividend is
only payable out of the net profits of each year. If there are no profits in any year, the arrears of dividend
cannot be claimed in the subsequent years. If the dividend on the preference shares is not paid by the
company during a particular year, it lapses.

Que. No. 14] Preference shares are cumulative unless expressly stated to be non-cumulative. Com-
ment. CS (Executive) - June 2011 (5 Marks)

Ans.: With regard to the payment of dividends, preference shares may be cumulative or non-cumulative.
A cumulative preference share confers a right on its holder to claim fixed dividend of the past and the
current year and out of future profits. The dividend keeps on accumulating until it is fully paid.

The non-cumulative preference share gives right to its holder to a fixed amount or a fixed percentage
of dividends out of the profits of each year. If no profits are available in any year, the shareholders get
nothing, nor can they claim, unpaid dividend in any subsequent year. Preference shares are cumulative un-
less expressly stated to be non-cumulative. Dividends on preference shares, like equity shares, can be paid
only out of profits.

Question 15] Write a short note on: Convertible Preference Shares

Ans.: Convertible preference shares are those shares which can be converted into equity shares within a
certain period.

If the terms of issue of preference shares includes a right for converting them into equity shares at the
end of a specified period they are called convertible preference shares. In the absence of such condition
or right, the preference shares are not converted into equity shares to become eligible for various rights
such as voting, higher dividend, bonus issue etc. as in the case of equity shares.

Que. No. 16] Whether equity shares already issued can be converted into redeemable preference
shares? CS (Executive) - Dec 2012 (4 Marks)

Ans.: It was held that where the equity shares are to be converted into redeemable preference shares it
was necessary to adopt the process of reduction of capital u/s 66 of the Companies Act, 2013. [Chowgule
& Co. (P) Ltd. 1972 Tax LR 2163, St. James Court Estates Ltd. [1944] Ch. 6]
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Question 17] Write a short note on: Redeemable Preference Shares

Ans.: A company limited by shares, may if so authorized by its articles issue preference shares which are
redeemable as per the provisions laid down in section 55. Shares may be redeemed either after a fixed
period or earlier at the option of the company.

Issue and redemption of preference shares [Section 55]:
(1) A company limited by shares shall not issue preference shares which are irredeemable.

(2) A company limited by shares may issue preference shares which are liable to be redeemed within
a period of 20 years from the date of issue.

)

A company may issue preference shares for a period exceeding 20 years for infrastructure projects,
subject to the redemption of such percentage of shares as may be prescribed on an annual basis at
the option of such preferential shareholders.

(4) Preference shares can be redeemed:
- Out of the profits available for dividend or
- Out of the proceeds of a fresh issue of shares.
Preference shares shall be redeemed unless they are fully paid-up.

(6)

Where preference shares are proposed to be redeemed out of the profits a sum equal to the nominal
amount of the shares should be transferred to the Capital Redemption Reserve Account.

(7) Premium payable on redemption of any preference shares shall be provided for:
- Out of the profits or

- Out of the securities premium account before such shares are redeemed.

Question 18] Write a short note on: Participating Preference Share

Ans.: Normally preference shareholders are not entitled to dividend more than what has been indicated
as part of the terms of issue, even in a year in which the company has made huge profits. However, in
case of participating preference shares, holders are entitled to participate in the surplus profits left, after
payment of dividend to the preference and the equity shareholders to the extent provided therein.

Subject to provisions in the terms of issue such preference shares can be entitled even to bonus shares.

Question 19] Write a short note on : Non-participating Preference Shares

Ans.: Non-participating preference shares are entitled only to a fixed rate of dividend and do not share in
thesurplus profits. The preference shares are presumed to be non-participating, unless expressly provided
in the memorandum or the articles or the terms of issue.

Que. No. 20] Distinguish between: Preference Share Capital & Equity Share Capital
CS (Inter) - June 2002 (6 Marks), Dec 2004 (4 Marks)

Ans.: Following are the main points of distinction between preference share capital & equity share capital:

s,

Preference shares are entitled to a fixed rate of
dividend.

Equity Share Capital
The rate of dividend on equity shares depends
upon the amount of profit available and the
funds requirements of the company for future
expansion etc.

Preference Share Capital

The dividend on equity shares is paid only after
the preference dividend has been paid.

Dividend on the preference shares is paid in
.| preference to the equity shares.

.| In case of winding up, preference share holder

#p - | get preference over equity share holders with
b ' regard to the payment of capital.

In case of winding up, equity share holder get
payment of capital after the payment of capital
to preference shareholders.
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Dividend on preference share may be cumulative.

Bquity Share Capital

LA

The dividend on equity is not cumulative.

The voting rights of preference shareholders are
restricted. A preference shareholder can vote

An equity shareholder can vote on all matters
affecting the company.

only when his special rights as a preference
1 shareholder arebeing varied, oronany resolution
| for the winding up of the company or for the
repaymentorreduction of its equity or preference
| share capital orif their dividend has not been paid
for a period of 2 years or more. [Section 47(2)]

Bonus & * No bonus shares/rights shares are issued to | A company may issue rights shares or bonus
nght shares preference shareholders shares to the company’s existing equity
— shareholders.
,43efdempﬁ&on | Preferencesharesareliable to be redeemed within | Equity shares cannot be redeemed except under
S " - | a period of 20 years from the date of issue. a scheme involving reduction of capital or buy
= back of its own shares.

Question 21] Define the term “debenture’. Also state the important features of debentures.

Ans.: Debenture [Section 2(30)] : Debenture includes debenture stock, bonds or any other instrument of
a company evidencing a debt, whether constituting a charge on the assets of the company or not.

Important features of debentures:
1. Itis issued by a company as a certificate of indebtedness.

2. It usually indicates the date of redemption and also provides for the repayment of principal and
payment of interest at specified date or dates.

3. It usually creates a charge on the undertaking or the assets of the company.
4.
5

. Interest on debenture is compulsorily required to pay even if there is no profit to the company.

Debenture holders do not have any voting rights.

6. Debentures cannot be forfeited for non-payment of call.
Types of debentures: Debentures are issued in the following forms:
& Naked or unsecured debentures
Secured debentures
Redeemable debentures
Perpetual debentures

Bearer debentures

* 6 6 o o

Registered debentures

Question 22] Write a short note on: Types of Debentures
Explain the term ‘Naked Debentures’. CS (Executive) - June 2012 (2 Marks)

Distinguish between: Naked Debentures & Secured Debentures
CS (Executive) - Dec 2009 (3 Marks)

Distinguish between: Perpetual Debentures & Bearer Debentures
CS (Executive) - Dec 2009 (3 Marks)

Ans.: Naked or Unsecured Debentures: Debentures of this kind do notcarry any charge on the assets of the
company. The holders of such debentures do not therefore have the right to attach particular property by
way of security as to repayment of principal or interest and thus called as naked or unsecured debentures.
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Secured Debentures: Debentures that are secured by a charge of the whole or part of the assets of the

company are called mortgage debentures or secured debentures. After creating charge on debentures, a

charge is required to be registered with ROC within 30 days of creation.

Redeemable Debentures: Debentures that are redeemable on expiry of certain period are called redeem-
able debentures.

Perpetual Debentures: If the debentures are issued subject to redemption on the happening of specified
events whichmay nothappen foranindefinite period, e.g. winding-up, they are called perpetual debentures.

Bearer Debentures: Such debentures are payable to bearer and are transferable by mere delivery. The
name of the debenture holder is not registered in the books of the company, but the holder is entitled to
claim interest and principal as and when due. A bona fide transferee for value is not affected by the defect
in the title of the transferor.

Registered Debentures: Such debentures are payable to the registered holders whose name appears on
the debenture certificate and is registered on the companies register of debenture holders maintained as
per section 88 of the Companies Act, 2013.

Question 23] Write a short note on: Convertible Debentures.

Aqua Portfolio Ltd. is contemplating to issue debenture to part finance their capital requirements.
You are to prepare a note explaining the category of debenture based on convertibility which may
be issued. CS (Inter) - June 2004 (4 Marks)

Ans.: Based on convertibility, debentures can be classified under three categories:

(1) Fully Convertible Debentures (FCDs) : These are converted into equity shares of the company with
or without premium as per the terms of the issue, on the expiry of specified period. If the conversion
is to take place at or after 18 months from the date of allotment but before 36 months, the conversion
is optional on the part of the debenture holders in terms of SEBI (ICDR) Regulations, 2009. Interest
will be payable on these debentures up to the date of conversion as per transfer issue.

(2) Non-Convertible Debentures (NCDs) : These debentures do not carry the option of conversion into
equity shares and are therefore redeemed on the expiry of the specified period or periods.

(3) Partly Convertible Debentures (PCDs) : These may consist of two kinds namely, convertible and
non-convertible. The convertible portion is to be converted into equity shares at the expiry of speci-
fied period. However, the non-convertible portion is redeemed at the expiry of the stipulated period.
If the conversion takes place at or after 18 months, the conversion is optional at the discretion of the
debenture holder.

Basic features of convertible debentures:
¢ Debentures are issued for cash at par.

¢ They are converted into specified or unspecified number of equity shares at the end of the specified
period.

¢ The ratio at which the convertible debentures are exchanged for equity shares is known as conver-
sion price or conversion ratio.

Face value of a convertible debenture

Convertible debentures = : n
Conversion price

Example: If the face value of a convertible debenture is ¥ 100 and it is convertible into two equity
shares, the conversion price is ¥ 50 then conversion ratio will be 2.

& The difference between the conversion price and the face value of the equity share is called conver-
sion premium.

¢ If one or more parts of the debentures are convertible after 18 months, a company should get a credit
rating done by a credit rating agency.
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& Fresh rating is required if debentures are rolled over. (Roll over means to renew debentures)

¢ Companies can pay interest at the rates they considered reasonable.

Question 24] Distinguish between: Fully Convertible & Partly Convertible Debentures
CS (Executive) - June 2015 (3 Marks)

When only part of debenture is converted into
equity shares they are known as partly convert-

| ible debentures.

When full value of debenture is converted mto
equity shares they are known as fully convert-
ible debentures.

Better suited for companies with established
track record.

Better suited for companies without established
track record

Relatively lower equity capital on conversion of

:| debentures.

Higher equity capital on conversion of deben-
tures.

Flexxblhty in
financing _ .-

Favourable debt equity ratio.

Highly favourable debt equity ratio.

Cla’iisxfica- 4] Convertible portion classified as ‘equity’ and | Classified asequity for debt-equity computation.
tion for debt- | non-convertible portion as ‘debt’.

equity ratio

Popularity Not so popular with investors. Highly popular with investors.

Servicing of %S
equity &

Relatively lesser burden of equity servicing.

Higher burden of servicing of equity.

Question 25] Richie invest ¥ 5,00,000 in a 9% Debenture having a maturity period of 8 years with
an option of 50% conversion at 24 months from the date of allotment. Interest is payable yearly. If
the debenture holder goes for conversion, what amount he will receive up to time of redemption?

CS (Inter) - June 2004 (3 Marks)

Ans.:

Year Benefifs - ‘Caileuial g

Year 1 Interest 5, 00 000 % 9% 45,000

Year 2 Interest 5,00,000 x 9% 45,000
Shares for conversion 5,00,000 x 50% 2,50,000

Year 3 Interest 2,50,000 x 9% 22,500

Year 4 Interest - 2,50,000 x 9% 22,500

Year 5 Interest 2,50,000 x 9% 22,500

Year 6 Interest 2,50,000 x 9% 22,500

Year 7 Interest 2,50,000 x 9% 22,500

Year 8 Interest 2,50,000 x 9% 22,500
Principal amount 5,00,000 x 50% 2,50,000

7,25,000
EEE HYBRID INSTRUMENTS
: Ee 2 &

Common Stock = = Equity Shares AR

Coupon = Interest i ) st oy
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Yield = The figure that shows the return you get on a bond

Par Value : Also known as face value or coupon value, this is the value written on the face the certificate.
Redemption Price : It means a price at which redeemed. Bonds can be redeemed at par, premium or discount.
Coupon Rate : Coupon rate is the interest rate written on the face of the bond certificate.

Maturity date : The date on which the face value along with premium, if any, on the bond is repaid.

Callable Bond : This is the bond where the issuer has the right to redeem the bonds before the maturity date. This
helps the issuer to redeem the bond when interest rates are drop down. Example: Suppose X Ltd. issue bonds of
¥ 500 crore at 12%. Two years later, market rate of interest is 10%, X Ltd. can now raise bonds at 10% if it had built
a call option and settle the old bond of 12%. This will reduce the interest cost of X Ltd. considerably.

Call Date : The date on which a callable bond can be called back.

Cash Market : Cash market is also known as spot market, is one where the price is agreed on one day and delivery
and settlement is made on the same date.

Derivative Market : Derivative market is also known as credit market, is one where the price is agreed on one day
and delivery and settlement is made on a specified future date.

Long : The term ‘Long’ means bought position.
Short : The term ‘Short’ means sell position.
What do you mean by ‘bond’?

A debt instrument issued for a period of more than one year with the purpose of raising capital by borrowing. The
government, states, corporations and corporate sell bonds. Generally, a bond is a promise to repay the principal
along with interest (coupons) on a specified date (maturity). Some bonds do not pay interest, but all bonds require
a repayment of principal. When an investor buys a bond, he becomes a creditor of the issuer. However, the buyer
does not gain any kind of ownership rights to the issuer, unlike in the case of equities.

How fixed income securities are classified?

In general, fixed-income securities are classified according to the length of time before maturity. There are three
main categories:

Bills - Debt securities maturing in less than 1 year.
Notes - Debt securities maturing in 1 to 10 years.
Bonds - Debt securities maturing in more than 10 years.

What are the methods of interest payment in bonds?
(1) Fixed Rate : Most bonds still pay a traditional fixed interest rate, where a bond’s interest rate is fixed to
maturity.
(2) Floating Rate : Some bonds pay an interest rate that varies and is typically adjusted periodically according
to an index tied to short-term T-bills or money markets. Such bonds offer protection against future increases

in interest rates, and in exchange their yields are typically lower than those of comparable fixed-rate bonds.
[CS (Executive) - June 2010 (2 Marks)]

(3) Zero-coupon Rate : These bonds that have no periodic interest payments. Instead, they are sold at a deep
discount to face value, and redeemed for the full face value at maturity, with the difference between that
discount and the full face value representing the interest amount.

What is the meaning of bond rating?

The bond rating system helps investors determine a company’s credit risk.

Question 26] Distinguish between: Fixed Coupon Rate & Floating Coupon Rate
CS (Executive) - Dec 2009 (3 Marks)

Ans.: Following are the main points of distinction between fixed coupon rate & floating coupon rate:
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When a rate is fixed for interest payment of
¢l debenture or bond it is known as fixed coupon
5| rate.

o

When rate of interest on debenture or bond is
linked with index or benchmark rate itis known
as floating coupon rate.

: L A bond which has fixed coupon rate is known
known as - as fixed rate bond.
g

Abond which has floating couponrateis known
as floating rate bond or variable rate bond or
floater.

The benefit of owning a fixed rate bond is that
investors know withcertainty how much interest
they will earn and for how long.

Though such bonds offer protection against
future increases in interest rates but investor
is not sure about return they will get on their

investments.

Investor = §f/
r‘ -
nvestor -4

He

Investor whois willing to takeless risk and desire
tohave constant fixed income on his investment
generally invest in fixed rate bonds.

Investor who is willing to take more risk and
desire to have his income similar to market
generally invest in floating rate bonds.

Question 27] Write a short note on: Equipref

Ans.: This instrument is in two Parts A and B.

Part A: It is convertible into equity shares automatically and compulsorily on the date of allotment without
any application by the allottee.

Part B:
- Itis redeemed at par or

- Converted into equity after a lock in period at the option of the investor, at a price 30% lower than
the average market price.

The dividend is given only for Part B shares.

Upon conversion of each part, the face value stands reduced proportionately on the date of conversion.

Question 28] Write a short note on: Secured Premium Notes (SPN)
CS (Executive) - June 2012 (5 Marks), Dec 2012 (3 Marks)
CS (Executive) - June 2014 (5 Marks)

Ans.: Secured Premium Note is a kind of non-convertible debenture (NCD) attached with warrant (i.e.
option). SPN is a hybrid security i.e. it combined both features of equity and debt products.

SPN can be only issued by the listed companies after having approval from the Central Government.
Features of a SPN:

¢ SPN instruments are issued with a detachable warrant.

& These instruments have lock in period for 4 to 7 years.
& No interest is paid during the lock in period.
*

The detachable warrants are convertible into equity shares provided the SPNs are fully paid. The
conversion of detachable warrants into equity has to be done within the specified time.

4

After the lock in period, the holder has an option to sell back the SPN to the company at par value.
If the holder exercises this option, no interest/ premium is paid on redemption.

¢ In case the holder keeps his investment further, he is repaid the principal amount along with the
additional interest/ premium on redemption in instalments.

& SPN were so formulated that the return on investment was treated as capital gain and not regular
income. Consequently, the rate of tax applicable was lower.

& TISCO (Tata Iron & Steel Company) took the lead in July, 1992 by making a mega rights issue of
equity shares and secured premium notes.
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Meaning of ‘Warrants’ : Warrants are securities that give the holder the right, but not the obligation, to buy a certain
number of securities (usually the issuer’s common stock i.e. equity shares) at a certain price before a certain time.
(Please note that ‘Warrant’ is not ‘Share Warrant'. Do not confuse with it.)

Occasionally, companies offer warrants for direct sale or give them to employees as incentive, but the vast majority
of warrants are “attached” to newly issued bonds or stock.

Example of SPN : The details of the TISCO's SPN issue are as follows:

The face value of SPN was ¥300. Itinvolved cash payment of T 150 and remaining ¥ 150 on the call whichwas made after
6 months of allotment. Each SPN was accompanied by a warrant for subscribing to 1 equity share of TISCO between 1
to1.5 years from the date of allotment. This required full payment of ¥ 80 per share (Face value¥ 10 each at a premium
of ¥ 70 per share) at the time of exercising the right under the warrant. No interest or repayment of principle would
be due or accrue on the SPN during first 3 years. Thereafter, the investor would receive 4 equal annual instalment of
¥ 150 each (X 75 towards the principle and ¥ 75 towards interest) from the end of 4th year and onward
till the end of 7th year. The SPN floated by TISCO has been assigned the AAA rating by the CRISIL.

Details of Issue : During July 1992, TISCO issued 4 to 7 years Secured Premium Notes of ¥ 300 each as follows:
< 1,10,00,000 SPN of T 300 each to the shareholders on the basis of a minimum number of SPNs to each
shareholders;
* 5,50,000 SPN of ¥ 300 each to employees on the basis of 5 SPNs to each employee and

& 1,15,50,000 warrants for subscribing against payment in cash to one share per SPNs of ¥ 10 each at a premium
of Z 70 per share exercisable between 1 to 1.5 years from the date of allotment of SPNs (all the offered SPNs
were taken up).

The principal amount of SPNs of ¥ 300 each was to be repaid in 4 equal annual instalments of ¥ 75 each from the
end of 4th year to the end of the 7th year together with an equivalent additional amount as interest/ return of ¥ 75
with each instalment.

Question 29] Write a short note on: Equity shares with detachable warrants
CS (Executive) - Dec 2012 (3 Marks)

Ans.: The holder of the warrant is eligible to apply for the specified number of shares on the appointed
date at the pre-determined price. These warrants are separately registered with the stock exchanges and
traded separately. The practice of issuing non-convertible debentures with detachable warrants also
exists in the Indian market. Essar Gujarat, Ranbaxy & Reliance issued this type of instruments in past.

Example : If XYZ Ltd. issued ¥ 100 million of bonds with warrants attached; each bondholder might get a ¥ 1,000
face-value bond and the right to purchase 100 equity shares of XYZ Ltd. stock at ¥ 20 per share over the next 5
years. Warrants usually permit the holder to purchase equity shares of the issuer, but sometimes they allow the
purchaser to buy the shares or bonds of another entity (such as a subsidiary or even a third party).

Question 30] Write a short note on: Dual Option Warrants
CS (Executive) - June 2009 (2 Marks), Dec 2012 (3 Marks)

Ans.: Equity shares or debentures may be issued with two warrants -

- one warrant giving right to the purchaser to be allotted one equity share at the end of a certain pe-
riod, and

- another warrant gives right to purchase debt or preference share option.
Dual option warrants provides the buyer good capital appreciation.
Dual option warrants have limited downside risk.

Dual option warrants may be used to sell equity shares in different markets.
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Issue of Equity Shgres/ Debentures

- 4 \ Y

P R ;54..5,1— 3 S
2% Warrant 1 e A s &a@& Warrant L
e OPUOI‘ to purchase equxty “shares ¥ Option to purchase debt/ preference shar%

Question 31] Write a short note on: Debt for Equity Swap

CS (Executive) - June 2010 (2 Marks)

Ans.: Swap means to exchange.

A “Debt for Equity Swap” instrument gives an offer to the debt holders to exchange the debt for equity
shares of the company. Converting debt to equity occurs when the debt-holder converts a debt amount
into equity shares. No cash exchange occurs in the debt-to-equity swap.

Advantages to the issuer company:
- When debt is converted in equity it improves the debt-equity ratio.
- After conversion of debt into equity shares, interest burden is replaced with dividend burden.

- In case of debt, interest is compulsorily payable but when debt is converted into equity it is at the
option of the company to declare and pay dividend.

Disadvantages to the issuer company:
¢ When debt is converted in equity it increase equity shares and EPS will be reduced.
¢ Dividends are not deductible against taxable profit hence it increases tax burden of the company.

Advantages to the investors : There is potential gain from rise in the value of the equity shares.

Question 32] Write a short note on: Indexed Rate Notes

Ans.: ‘Notes” means debt securities maturing in one to 10 years.
‘Indexed rate” means an interest rate linked to an index, usually the Consumer Price Index (CPI).

In Indexed Rate Notes, the interest rate fixation is postponed till the actual date of placement, and not
on the date of the commitment. (This means interest is paid at the rate of index rate on the date of payment of
interest and interest rate is not fixed at the date of issue)

The interest rate is computed at then prevailing rates based on the index such as the 182 days T-bill yield
rates.

These instruments are beneficial to a company in a high interest rate environment, if the interest rates
are expected to decline between the date of commitment and the date of take down. (The company may
issue such security at high interest rate market environment and when subsequently interest rate comes down, the
company will pay interest at low rate, as interest payment is liked to some index. Similarly, if company issues such
security when market or index rate is low, then at the time of actual payment of interest, if interest rate go up, they
have to pay higher interest. But normally they will not do so. If we look from the investors angle, in traditional debt
security he gets only fixed interest and he will not able to cope up with market. Thus, investor by subscribing such
securities can keep their return at par with market or index rate).

Question 33] Write a short note on: Extendable Notes

Ans.: Extendable Notes or Bonds comes with maturity that can be extended by mutual agreement between
the issuer and investors. Extendable Notes are bonds in which the date of maturity may be extended. Both
issuer and bondholder have the authority to extend the maturity which depends upon the specific terms
of the bond agreement. If a maturity is extended, the issuer continues to pay interest. Thus, extendable
notes usually sell at a higher price than other bonds because there is the possibility for a higher return.
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Extendable Notes are generally issued for 10 years with flexibility to the issuer to review the interest
rate every 2 to 3 years. The interest rate is adjusted every 2 to 3 years to reflect the then prevailing market
conditions. However, investors have a put option (sell back or redeem) at par value every 2 or 3 years i.e.
they have the right to sell the bond to the issuer at a fixed rate on the expiry of every 2 or 3 years.

Examples of Issue of Extendable Notes: -

A $200 million issue of Bank of America Corporation’s 3 years Extendable Notes with a final maturity in 1995 was
offered at a price of 99.9 w1th an 11.5% coupon to yield 11.537% to 1986 through underwriters led by Salomon
Brothers Inc.

A $100 million issue of J. C. Penney & Company extendable notes was offered at a price of 99.8 with an initial
coupon of 13.625% to yield 13.695 to 1988 through underwriters led by the First Boston Corporation. The notes,
with a final maturity of 1999, are rated A-1 by Moody’s and Ax by Standard & Poor’s.

After the first maturity, in June 1988, investors have the option to redeem their Notes or to accept a new interest
rate set by the company and a new maturity, which may range from 1 to 11 years.

Question 34] Distinguish between: Indexed Rate Notes & Extendable Notes
CS (Executive) - Dec 2009 (3 Marks)

Ans.: Following are the main differences between Indexed Rate Notes & Extendable Notes:

Points Indexed Rate Notes Extendable Notes

Meaning

In indexed rate notes, the interest rate fixation
is postponed till the actual date of placement,
and not on the date of the commitment.

Extendable notes are issued for 10 years with
flexibility to the issuer to review the interest
rate every two to three years.

Interest rate fixation is postponed till the actual

Interestrateisfixed butreviewed after twoyears.

‘| date of placement.

Interest rate is based on some other benchmark | Interest rate reflects market rate of interest.

rate like 182 days treasury bill yield rates.

Base of interest
rate

Investors have a put option at par value every
two years i.e. they have the right to sell the
bond to the issuer at a fixed rate on the expiry
of every two years.

Put option No such option available in indexed rate notes.

Question 35] Write a short note on: Level Pay Floating Rate Notes

Ans.: Level pay floating rate notes are issued for a long period of time say 20 years, with adjustment in
interest rate every 5 years. These notes provide for level payments for time intervals during the term of
the note, with periodic interest adjustments tied to an index, and adjustments to the principal balance to
reflect the difference between the portion of the payment allocable to interest and the amount of floating
rate interest actually incurred.

Maximum limits on upward adjustments to principal are specified at the outset to protect the lender
from runaway floating exposure. The level pay note has the advantage to the issuer of having a predict-
able level of debt service for a period of years, thereby avoiding the uncertainties of floating debt on cash
flows during that time.

Question 36] Compute the coupon payment for a quarterly pay $1,000,000, LIBOR + 150 basis points
floating-rate note whose interest is calculated using the act/360 days count convention. At the begin-
ning of the quarter LIBOR was fixed at 7.0% and the quarter has 92 days.

Ans.:LIBOR +150bp=7+1.5=85%
1,000,000 x 8.5% x 92/360 = $21,722.22
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Question 37] Write a short note on: Zero Coupon Convertible Notes

Ans.: Zero Coupon Convertible Notes is an instrument that is a combination of a zero-coupon bond and
a convertible bond. Due to the zero-coupon feature, the bond pays no interest and is issued at a discount
to par value, while the convertible feature means that the bond is convertible into common stock of the
issuer at a certain conversion price.

These are debt convertible into equity shares of the issuer. If investors choose to convert, they forgo all the
accrued and unpaid interest. These convertibles are generally issued with put option (sell back or redeem)
to the investors. The advantage to the issuer is the raising of convertible debt without heavy dilution of
equity. Since the investors give up acquired interest by exercise of conversion option, the conversion op-
tion may not be exercised by many investors.

“Discount to par value” Explained: If debt security is issued at the discount price say ¥ 90 and on maturity
investor gets its Face Value say ¥ 100. Such issue of debt security is known as issue at discount to par value. No
interest is paid during the tenor of the instrument. Investors return is difference between “issue price” and “face
value” i.e. X 10 as per example. % Ny ¥ &

Question 38] Write a short note on: Deep Discount Bond

Ans.: A bond that sells at a significant discount from par value is known as Deep Discount Bond.
Examples:

¢ IDBI & SIDBI had issued this instrument. For a deep discount price of ¥ 5,300 in IDBI the investor
got a bond with the face value of ¥ 2,00,000.

& Sardar Sarovar Nigam Ltd. issued a bond at ¥ 3,600 redeemable on face value of
¥1,11,000 after 21 years.

Deep discount bonds appreciate to its face value over the maturity period. Alternatively, the investor
can withdraw from the investment periodically after 5 years. The capital appreciation is charged to tax
at capital gains rate which is lower than normal income tax rate.

Example of deﬁ% discount bond issued by ICICI Bank: . im ‘ il #

Deep Discount Bond of the face value'of ¥2,00,000 was issued at a discounted price of ¥ 5,200 and will be redeemed
at its face value of ¥ 2,00,000 at the end of 25th year from the Deemed Date of Allotment on July 15 2021 A%

Early Redemption at the Optlon of the Bondholders/ the Company Redemphon of the Bonds at thelr deemed face
value as follows: #% - b 3 %3 ; 4

Deemed Face Value
(in%)

Early Redemptzon period from the Deemed Date
of Allotment ;

5years
< 24,0007
s A 50,000

% 1,00000

F10 years
15 years _ s
20 yeafs - ¥

Question 38A] A company is planning to issue deep discount bonds. As a financial advisor, you are
required to suggest two important terms and conditions of issuing the said bond so as to minimize
risk of the issuing company.

CS (Executive) - June 2016 (4 Marks)

Ans.: A bond that sells at a significant discount from par value is known as Deep Discount Bond. As a
financial advisor, I will suggest following two points to minimize the risk of the issuing company.

(1) The bond should be issued with call provisions as these are long term bonds.

(2) Its coupon rate should be lower than the rates of fixed-income securities.
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Question 39] Write a short note on: Easy Exit Bonds

Ans.: Easy Exit Bonds are bonds that provide liquidity and easy exit route to the investor by way of re-
demption where investors can get ready encashment in case of need to withdraw before maturity. Easy
exit bond enables the small investors to encash the bond at any time after 18 months of its issue and
hereby paving a way for an easy exit.

It has a maturity period of 10 years with a call option with a face value. This instrument covers both bonds
which provide liquidity and an easy exit route to the investor by way of redemption or buy back where
investors can get ready encashment in case of need to withdraw before maturity.

l Call option means an option to buy assets at an agreed price on or before a particul

Question 40] Write a short note on: Pay-in-Kind Bonds

Ans.: Pay-in-kind bonds are bonds that pays interest in additional bonds rather than in cash. The bond
issuer incurs additional debt to create the new bonds for the interest payments. Original bond is called
as parent bond and bonds issued for payment of interest are called as baby bonds.

Pay in kind bonds are used by the issuer to give themselves some breathing room in case the company
runs into liquidity problems. By triggering the provision to issue the buyer more bonds, the company
minimizes the need to make cash payments on the bond coupon to the bond buyer.

Question 41] Write a short note on: Split Coupon Bonds

Ans.: Split Coupon Bond begins as a zero-coupon bond paying no interest and converts to an interest
paying bond on a future date. A split coupon bond is also known as a zero-coupon convertible bond.

Split Coupon Bond is usually issued by companies and corporations who don’t want to pay out cash inter-
est for the first few years of a bond’s life. For example, a 10-year split coupon bond might pay no interest
for the first 5 years and then transforms into a fixed-coupon bond that pays 11% interest for the remainder
of its life. This hypothetical bond is designated “0/11”, meaning it starts as a zero-coupon security and
later becomes an 11% interest-bearing bond. Investors find such a bond attractive because it allows them
to lock in a reinvestment rate for several years, where they will receive cash interest at a future date.

Question 42] Write a short note on: Floating Rate Bonds & Notes

Ans.: Floating Rate: Some bonds pay an interest rate that varies and is typically adjusted periodically
according to an index tied to short-term T-bills or money markets. Such bonds offer protection against
future increases in interest rates, and in exchange their yields are typically lower than those of comparable
fixed rate bonds.

Floating rate bonds are bonds that have a variable coupon equal to a money market reference rate (e.g.
LIBOR) plus a quoted spread. It is a bond where a coupon rate is indexed to a benchmark interest rate.
Possible benchmark rates include US Treasury rates, LIBOR, prime rate, municipal and mortgage inter-
est rate indexes. In floating rate bonds interest amount fluctuates in step with the market interest rates.

Unlike a plain bond, which pays a fixed rate of interest, a floating rate bond has a variable rate that resets
periodically. Typically, the rates are based on the federal funds rate or LIBOR plus an added “spread.”

For instance, a rate could be quoted as “LIBOR + 0.50%;” if LIBOR stood at 1.00%, the rate would be
1.50%. While the yield changes throughout the life of the security as prevailing interest rates fluctuate,
the spread (the “+0.50” in the example above) typically stays the same. The frequency at which the yield
of floating rate note resets can be daily, weekly, monthly, or every three, six, or 12 months. Corporations,
municipalities, and some foreign governments typically offer floating rate notes - which are sometimes
called “Floating Rate Notes”.
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This instrument is used by the issuers to hedge against the volatility in interest rates.

Example: In March 1997, ICIC] Jaunched USD 100 Million subordinated floating rate notes (FRN) issue with a
coupon of 80 basis points over 6 months LIBOR, The FRN has a 10 years final maturity, with a call option for ICICI
after 5 years. The Notes were listed on Luxemb%rg stock exchange. @&

Question 43] Write a short note on: Clip & Strip Bonds

Ans.: Clip & strip bonds also referred to as coupon notes, split the principal & coupon portions of a bond
issue and two separate coupon instruments are sold to the investors.

Principal portion sold as ‘Deep discount bond’, where Gain = Purchase price - Par value

Stripped coupon portion sold as “Zero coupon bonds’, where Gain = Face value - discounted value

Clip & strip bonds explained: First it should be pointed out how bonds used to work in the old days. A bond
would:actually have coupons’attached to them that the bond-holder would clip off and present at a bank in
exchange for a payment. Each coupon would have a date that they would come due, and for most bonds a coupon
would come due every 6 months. If you had a 10 year bond, then there would be 20 couponsattached to the bond.

In a strip bond, the bank STRIPS off the coupons from the bond and you are left with just the bond “residue” or
in other words, the bond without any coupons attached to it. It is issued at dlscounted value. Investors gain is
difference between face value and discounted value. b | - o %€

Example Let's take a look at a simplified stripped bond example. Suppose € Lid. needs to raise capital to finance
anew d.tstlllery It decides the best way to do this is to issue bonds, which are sold with a face value of ¥ 1,000,
a coupon payment of 5% paid annually and matures in 5 years. B Ltd. is in the business of bond stripping and
buys the bond for ¥ 1,000 and then strips out the coupons. If B Ltd. sells the principal-stripped bond for T 800 to
an investor and the coupon payments for ¥ 200 to another investor. This ¥ 200 and the ¥ 800 received will make
B Ltd. breaK'even on the purchase of the bond. The individual with the coupon-stripped bond will get the par
value of ¥ 1,000 at the end of the 5 years from.C Ltd., making a profit of ¥ 200 and the purchaser of the coupons
will pay % 200 to receive ¥ 250, meaning they make % 50 off the purchase. By providing this investment service, B
Ltd. would receive a commission on the sale of these two stripped bonds. Yiig

Question 44] Write a short note on: Disaster Bonds CS (Inter) - June 2005 (2 Marks)

Ans.: These are issued by companies and institutions to share the risk and expand the capital to link
investors return with the size of insurer losses. The bigger the losses, the smaller the return and vice versa.
The coupon rate and the principal of the bonds are decided by the occurrence of the casualty of disaster
and by the possibility of borrower’s defaults.

Disaster Bonds is a debt instrument in which rate of interest is not fixed. The rate of interest or return to
investor will depend upon the risk or occurrence of casualty or disaster.

& If there is disaster: Investor will get low return.

¢ If there is no disaster: Investor will get high return.

Question 45] Write a short note on: Dual Convertible Bonds
CS (Executive) - June 2012 (2 Marks)

Ans.: A dual convertible bond is convertible into either equity shares or preference shares or debentures,
at the option of the investor.

A dual convertible bond is convertible into:

- Equity shares or

- Fixed interest rate debentures/ preference shares
at the option of the lender.

Depending on the prospects of the project during the conversion period, the lender may exercise either
of the options. The fixed interest rate debenture may have certain additional features including higher
rate of interest distinct from the original debt instrument.
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Question 46] Distinguish between: Disaster Bonds & Dual Convertible Bonds
CS (Executive) - Dec 2008 (3 Marks), Dec 2010 (3 Marks)

Ans.: Following are the main differences between disaster bonds & dual convertible bonds:
'''''''' ter Bonds ‘ W‘“ =, %% Dyal Convertible Bonds .

A dual convertible bond is convertible into:

Points

¢ Disaster Bonds is a debt instrument in which
&4 rate of interest is not fixed. The rate of interest
.| or return to investor will depend upon the risk
“II or occurrence of casualty or disaster.

- Equity shares or

- Fixed interest rate debentures/preference
shares

at the option of the lender.

Interest or return is not fixed. Interest or return is fixed.

These are issued by companies and institutions
to raise debt finance.

«=+ These are issued by companies and institutions
7| to share the risk and expand the capital to link
| investors return with the size of insurer losses.

Question 47] Write a short note on: Stepped Coupon Bonds

Ans.: Stepped Coupon Bonds is callable bond issued with a low coupon rate that gradually increases
(step-up) over the life of the bond. The increase occurs at regular intervals stated in the bond indenture.
Such bonds are also called dual coupon bond, rising-coupon security, Step-up coupon security.

Under stepped coupon bords, the interest rate is stepped-up during the life of the bond. The main ad-
vantage to the investor is the attraction of higher rate of interest in case of general rise in interest rates.

Let’s consider a five-year step-up bond issued by Company XYZ. The coupon rate might be 7% for the
first two years, increasing to 8% for years three and four, and 9% in the fifth year.

Question 48] Write a short note on: Industrial Revenue Bonds

Ans.: An industrial revenue bond (IRB) is a unique type of revenue bond organized by a State or Local
Government. The bond issue is sponsored by a government entity but the proceeds are directed to a
private, for-profit business.

An IRB differs from traditional government revenue bonds as the bonds are issued on behalf of a private
sector business.

IRBs are typically used to support a specific project like:
- Airports
- Docks and wharves
- Mass-commuting facilities including high speed rail
- Facilities for furnishing water
- Sewage facilities
- Solid waste disposal facilities
- FPacilities for the local furnishing of electric energy or gas

- Facilities for local district heating and cooling

Qualified hazardous waste facilities

Industrial Revenue Bonds (IRBs) are tax-exempt loans issued by state or local governments to finance a
private company’s expansion, construction or acquisition of manufacturing facilities and equipment. Lo-
cal and State Governments support these projects because they can improve the economic well-being of
a community. IRBs are issued at rates lower than conventional bonds because interest paid on the bonds
may get exempted from income tax. The lower interest rate reduces the cost of financing and makes
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projects more attractive to pursue. Additionally, these bonds can mature in 20 to 30 years as compared
to 5 to 10 years for typical bank loans.

CS (Inter) - June 2005 (5 Marks) |
CS (Executive) - Dec 2011 (3 Marks)

Question 49] Write a short note on: Commodity Bonds

Ans.: Many people say that investment in some commodities may yield higher return than investment
in security market. But, practically investor cannot hold such assets physically. Thus, in order to take the
advantages of rising price of commodities like petrol, silver and gold you can purchase the commodity
bonds.

Commodity bonds are bonds issued to share the risk and profitability of future commodity prices with
the investor.

Example: Petro bonds, silver bonds, gold bonds and coal bonds.

Question 50] Distinguish between: Industrial Revenue Bonds & Commodity Bonds
CS (Executive) - Dec 2009 (3 Marks)

Ans.: Followmg are the main pomts of difference between industrial revenue bonds & commaodity bonds:

i - %}’g@[ ‘\;iﬂ;* "t’&?.’{ .-m M%i’i& ..%

¥ An industrial revenue bond (IRB) is a unique
i tvpe of revenue bond organized by a State or

Local government. The bond issue is sponsored

Commodity bonds are bonds issued to share
the risk and profitability of future commodity
prices with the investor.

-ﬂ%*";; . & 5| by a government entity but the proceeds are
24| directed to a private, for-profit business.

< | Taxexemption may be available onsuchbonds. | Tax exemption is not available on such bonds.

Thesebondsareissued tohedgeagainstinflation
because the price of commodities usually rises
over the time.

These bonds are issued by financial institutions
inconnection with the developmentor purchase
of industrial facilities.

Question 51] Write a short note on: Third party convertible debentures

Ans.: Third party convertible debentures are debt instruments with warrant attached which gives an op-
tion to subscribe to the equity shares of another company at a price lower than the market price. These
are similar to convertible debentures with warrant option except that these debentures give an option to
the investor to subscribe for shares in another company. The coupon rates on these debentures are lower
than pure debt in view of the warrant option. The debentures are secured and can be issued to all classes
of investors. These instruments are suitable for high profile companies raising resources for green field
projects.

Question 52] Write a short note on: Debt Instruments with Debt Warrants

Ans.: When debt instruments are issued with debt warrants which give the holder the option to invest
in additional debt on the same terms within the period specified in the warrant are known as Debt In-
struments with Debt Warrants. This instrument is beneficial to the investors in periods of falling interest
rates when the holder can exercise the debt warrant option and hold additional debt at, interest rates
above market rates.

Question 53] Write a short note on: Carrot and Stick Bond
CS (Inter) - June 2007 (5 Marks), Dec 2007 (2 Marks)

Ans.: Carrot and Stick Bonds have a low conversion premium to encourage early conversion and sticks
allow the issuer to call (i.e. buy back or repurchase) the bond at a specified premium if the common stock
is trading at a specified percentage above the strike price.

A variant of the traditional convertible bond with a low conversion premium to encourage early conver-
sion (the carrot) and a provision which allows the issuer to call the bond at a specified premium if the
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common stock is trading at a relatively modest percentage above the conversion price (the stick). This
structure combines both rewards and punishments and it is up to the holder to go either course as its
investment policy dictates.

Carrot and Stick Approach is an idiom that refers to a policy of offering a combination of rewards and punishment
to induce behaviour. It is named in reference to a cart driver dangling a carrot in front of a mule and holding a
stick behind it. The mule would move towards the carrot because it wants the reward of food, while also moving
away from the stick behind it, since it does not want the punishment of pain, thus drawing the cart.

What is conversion premium: For example, if a company issues a convertible bond of ¥ 1,000 that can be
exchanged in the future for 50 shares and the shares are currently valued at ¥ 30 per share, the conversion value
is T 1500 (50 shares x 30). The straight-bond value, on the other hand, is the value of the convertible if it did not
have the conversion option.

Thus, in carrot and stock bonds, the issuer company issue the bond at low conversion (what is low conversion has to

be decided by the issuer company) Suppose, the conversion is as stated is above, this is ‘carrot’ for investor. However,
if stock starts to trade at above ¥ 1,500 then issuer company can call (repurchase) the bond at specified premium.

Question 54] Write a short note on: Capital Indexed Bonds
CS (Inter) - Dec 2005 (5 Marks), Dec 2007 (2 Marks)

What is inflation index bond? How it is differ from an ordinary bond?
CS (Executive) - June 2014 (5 Marks)

Write a short note on: Inflation Linked Bonds CS (Executive) - Dec 2008 (2 Marks)

Ans.: Capital indexed bonds are inflation-protection securities. Such bond, provide good hedge against
inflation risk. The benefits do extend beyond hedging. Capital index bonds can be used as a market in-
dicator for inflation expectation. This will help investors take a more intelligent decision on their current
consumption.

Example: The instrument will initially carry a face value of ¥ 100. Instead of offering a nominal rate, the
instrument will offer a real rate of interest.

Real interest rate is nothing but the nominal interest rate less the inflation. If inflation increases by 10%,
the face value of the bond will also increase by 10% to ¥ 110.

You will receive a real interest rate on ¥ 110. The increase in the bond’s principal amount protects your
purchasing power. In the developed markets, these instruments are also called as inflation-protection
securities.

How it works: Consider the following example, in which the initial investment (in 2004-2005) is
% 10,000, historic Wholesale Price Index (WPI data) is from 2004-2005 (taken as 100) and the coupon rate is assumed
at 3%.

Year WPI Adjusted Coupon | Interest paid
principal rate
2005-2006 104.47 10,447 3% 31341
2006-2007 111.35 11,135 3% 334.05
2007-2008 116.63 11,663 3% 349.89
2008-2009 126.02 12,602 3% 378.06
2009-2010 130.81 13,081 3% 39243
2010-2011 143.32 14,332 3% 429.96
2011-2012 156.13 15,613 3% 468.39

Assuming a maturity period of 8 years; total interest payment =< 2,666.19; adjusted principal at maturity = 715,613;
Total amount received on maturity =¥ 18,279.19.

In case of plain bonds the investor will receive only 300 as interest each year and total amount received up to

maturity will be Z 12,100. (% 10,000 as principal and % 2,100 as interest for 7 years.
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Out of several variants of Inflation Indexed Bonds, the Capital Indexed Bonds (CIB) is the most popular and widely
issued debt instrument internationally. In India also one variant of CIB (viz., 6% Capital Indexed Bond 2002) was
issued for the first time on December 29, 1997. Subsequent to that issuance, there was no further issuance of CIB
mainly due to lack of an enthusiastic response of market partlmpants for the instrument, both in primary and
secondary markets. il o0 -

Question 55] Write a short note on: Tracking Stocks
CS (Executive) - June 2013 (3 Marks), Dec 2016 (3 Marks)

Ans.: Tracking Stocks are shares issued by a company which pay a dividend determined by the performance
of a specific portion of the whole company. In other words a tracking stock is stock that tracks the financial
performance of a specific operating division of a company, rather than the operations of the company as a
whole. As aresult, if the unit or division performs well, the value of the tracking stocks may increase, even
if the company’s performance as a whole is not up to mark or satisfactory. The opposite may also be true.

A tracking stock is a special type of stock issued by a publicly held company to track the value of one
segment of that company. By issuing a tracking stock, the different segments of the company can be val-
ued differently by investors. When a parent company issues a tracking stock, all revenues and expenses
of the applicable division are separated from the parent company’s financial statements and bound to
the tracking stock. Often this is done to separate a high-growth division from large losses shown by the
financial statements of the parent company. The parent company and its shareholders, however, still
control operations of the subsidiary.

Dr.]. ]J. Irani Expert Committee constituted by the Government to make recommendation on the Concept
Paper on Company Law has recommended in its report for the introduction of Tracking Stocks in the
Indian Capital Market.

Example of tracking stock : The Walt Disney Company, which issued a tracking stock for go.com. At around khe
same time, as the bubble ended, Disney retired the tracking stock. ~if o
i

b W
In 1999 Quantum Corporation (San Jose, California) issued tracking stock in two sub51d1anes its DLT and Storage
Systems Group (DSS) and its Hard Disk Drive Group (HDD). In 2001, Quantum sold the Hard Disk Drive business
to Maxtor Corporation and redeemed the HDD tracking stock S “

Note: Tracking stock concept is not applicable in Indla The Companies Act, 2013 do not have any provisions for
issuance of such stock. i e

<

Question 56] Write a short note on: Mortgage Backed Securities
CS (Inter) - Dec 2003 (5 Marks)
CS (Executive) - June 2010 (2 Marks)

Ans.: A mortgage-backed security (MBS) is a type of asset-backed security that is secured by a mortgage,
or more commonly a collection (“pool”) of sometimes hundreds of mortgages. The mortgages are sold to
a group of individuals (a government agency or investment bank) that securitizes, or packages, the loans
together into a security that can be sold to investors.

These securities assure a fixed return which is derived from the performance of the specific assets. They
are issued with a maturity period of 3 to 10 years and backed by pooled assets like mortgages, credit card
receivables, etc. Housing loans are widely used as the basis for issuing MBS. There is a commitment from
the loan originator and/ or intermediary institution to ensure a minimum yield on maturity.

Advantages of Asset backed Securities to Issuer:

() The issuer can generate cash from the assets immediately enabling funds to be redeployed in other
projects.

(b) The issuer may be able to improve balance sheet ratios by excluding the original assets and the
securities created by the assets from the balance sheet by suitable structuring of the transaction.
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Advantages of Asset backed Securities to Investor:

These instruments have a relatively low credit risk since the securities are backed by good quality col-
lateral and offer a higher yield than Government securities.

How it works/Example : To understand how MBS work, it’s important to understand how they are created. Let's
assume you want to buy a house, so you get a mortgage from XYZ Bank. XYZ Bank transfers money into your
account, and you agree to repay the money according to a set schedule. XYZ Bank may then choose to hold the
mortgage in its portfolio (i.e. simply collect the interest and principal payments over the next several years) or
sell it. =

If X¥Z Bank sells the mortgage, it gets cash to make other loans. So let’s assume that XYZ Bank sells your mortgage
to ABC Company, which could be a governmental, quasi-governmental, or private entity. ABC Company groups
your mortgage with similar mortgages it has already purchased (referred to as pooling the mortgages). The
mortgages in the pool have commeon characteristics (i.e., 51m11ar interest rates, maturities, etc,),

R

ABC Company then sells securities that represent an interest in the pool of mortgages, of which your mortgage is
a small part (called securitizing the pool). It sells these MBS to investors in the open market. With the funds from
the sale of the MBS, ABC Company can purchase more mortgages and create more MBS.

When you make your monthly mortgage payment to XYZ Bank, they keep a fee or spread and send the rest of the
payment to ABC Company. ABC Company in turn takes a fee and passes what's left of your principal and interest
payment along to the investors who hold the MBS.

Question 56A] Distinguish between: Hybrid Funds and Hybrid Instruments
CS (Executive) - Dec 2015 (2 Marks)

Ans.: Hybrid funds: Such funds covers both needs of an investor i.e. provide regular income as well as
provide capital appreciation. Therefore, investment targets of these mutual funds are judicious mix of
both the fixed income securities like bonds and debentures and also sound equity scrips. In fact, these
funds utilise the concept of balanced investment management. These funds are, thus, also known as
“balanced funds”.

Hybrid Instruments: Instruments which are created by combining the features of equity, preference,
bond are called as hybrid instruments.

Example: Hybrid instruments are:

Convertible preference shares

- Non-convertible debentures with equity warrant

Partly convertible debentures

- Secured premium notes

DERIVATIVE INSTRUMENTS

Question 57] Write a short note on: Derivative Contract
CS (Executive) - June 2011 (2 Marks)

Derivative contracts are of various types. Comment.
CS (Executive) - Dec 2011 (3 Marks)

Derivatives are contracts which derive their value from the value of one or more of other assets.
Comment. CS (Executive) - June 2014 (5 Marks)

Ans.: A derivative is a financial contract which derives its value from the performance of another entity
such as an asset, index, or interest rate, called the “underlying”.

Derivatives include a variety of financial contracts, including futures, forwards, swaps, options.

As per Section 2(ac) of the Securities Contracts (Regulation) Act, 1956, “derivative” includes -
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(a) A security derived from a debt instrument, share, loan, whether secured or unsecured, risk instru-
ment or contract for differences or any other form of security;

(b) A contract which derives its value from the prices, or index of prices, of underlying securities.

In derivatives contracts the gain of one person results into loss of another person, so it is also called zero
sum game.

Poker and gambling are popular examples of zero-sum games since the sum of the amounts won by some players eqzw
the combined losses of the others. In the ﬁnanaal m@kets options and futures are examples of zero-sum gamigs,
transaction costs. For every person wi ns on'a @mtract, there is a counter-party who loses, -

Question 58] What do you understand by ‘Forward Contract’?

Ans.: A forward contract or simply a forward is a non-standardized contract between two parties to buy or to sell
an asset at a specified future time at a price agreed upon today. This is in contrast to a spot contract, which is
an agreement to buy or sell an asset today.

The main features of this definition are:

There is an agreement.

Agreement is to buy or sell the underlying asset

The transaction takes place on a predetermined future date

The price at which the transaction will take place is also predetermined

The party agreeing to buy the underlying asset in the future assumes a long position, and the party agree-
ing to sell the asset in the future assumes a short position.

The price agreed upon is called the delivery price, which is equal to the forward price at the time the
contract is entered into.

Features of forward contract:

(1) Unique : Each forward contract is unique i.e. to say each contact differs from one another in terms
of parties, quantities and price.

(2) Performance obligation : Both parties are under obligation to perform the contract otherwise ag-
grieved party can take legal action against defaulting

(3) Elimination of price risk : Both parties agree the price in advance; hence price risk is eliminated.

(4) No margin : Generally, no deposit or premium is required to be paid. However, parties can agree
on some deposit or premium as margin money.

(5) No premium : No premium is payable by either party because both parties have equal right and
equal obligations.

(6) Defaultrisk : Although both parties are agreed to perform, if a party to the contract does not honor
its commitments, the other party has no other means except to go Court of law. Hence, each party
faces risk that the other party might default on the contract.

(7) Lacks liquidity : In forward contract you cannot react except with the consent of other party. Such
contract is not exchange traded. Hence, it lacks liquidity.

g

How fogvard contract works? e 5 a )

Consxder followmg example of forward contract on commodity: “?% L g ; :

On January 1, 2016 Company X agrees to buy from Company Y 100 kg of coffee on April 1 213‘16 asl: a price of
% 300 per kg. If on April 1, 2016 the spot price (market price) of coffee is greater than 300, at say ¥ 350 per kg.,
the buyez has gained. Rather than having to pay ¥ 350 per kg for coffee, he only needs to pay ¥ 300. However, the
buyer’s gam is the seller’s loss. The seller must mowr sell 100 kg of coffee at only T 300 per kg, when it could sell it
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in the open market for ¥ 350 per kg. Rather than the buyer giving the seller ¥ 30,000 for 100 pounds of coffee as he
would for physical delivery, the seller simply pays the buyer ¥ 5,000. The ¥ 5,000 is the cash difference between
the agreed upon price and the current spot price, or [(350 - 300) x 100].

I Question 59] What do you understand by ‘Future Contract’?

Ans.: A future contract is a contract between two parties to buy or to sell an asset at a specified future
time at a price agreed upon today. Thus, an instrument which is similar to forward contract but traded
and under which no risk of default is called future contract.

A future contract is a standardized contract between two parties where one of the parties commits to sell, a specified
quantity of a specified assets at an agreed price on a given date in the future.

Features of future contract:

(1) Standardization : The contract is standardized as to quantity, date and month of delivery and mini-
mum amount by which price would move. Each deal has a market lot.

Thus, if you want to enter intofuture contract in Tata Ltd. stock, you have to buy 100 Tata stock or
in multiples thereof.

The date and month of delivery is determined by the exchange. As of now the exchange has fixed
the last Thursday of the month for settlement and delivery.

(2) Deal with clearing house : The clearing house plays important role in the trading of future contract.
It does all back office operations. More importantly it guarantees performance. Thus, there is no risk
of default.

(3) Mark to market margin : The clearing house requires the parties to maintain a deposit (margin)
with it. The margin amount changes with the change in daily prices. If the price goes up, the buyer’s
margin is reduced and seller’s margin is increased by an equal amount. If the price goes down, the
buyer’s margin is increased and seller’s margin is reduced by an equal amount. This is because an
increase in price is good for the buyer and bad for the seller while a decrease in price is bad for the
buyer and good for the seller. This process is called marking to market. In effect marking to market
ensures that the profits and losses are settled on day to day basis.

Buying and selling futures contract is essentially the same as buying or selling a number of units of a stock from
the cash market, but without taking immediate delivery.

How to buy futures contracts?
One of the prerequisites of stock market trading is a trading account.

Money is the obvious other requirement. However, this requirement is slightly different for the derivatives
market.

When you buy in the cash segment, you have to pay the entire value of the shares purchased. You have to pay this
amount upfront to the exchange or the clearing house.

How to buy and sell futures contracts

Buying and selling futures contract is essentially the same as buying or selling a number of units of a stock from
the cash market, but without taking immediate delivery.

How to settle futures confracts

When you trade in futures contracts, you do not give or take immediate delivery of the assets concerned. This is
called settling of the contract. This usually happens on the date of the contract’s expiry. However, many traders
also choose to settle before the expiry of the contract.

On Expiry
In this case, the futures contract (purchase or sale) is settled at the closing price of the underlying asset as on the
expiry date of the contract.

Example: You have purchased a single futures contract of ABC Ltd., consisting of 200 shares and expiring in the

month of July. At that time, the ABC share’s price was ¥ 1,000. If on the last Thursday of July, ABC Ltd. closes at
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a price of ¥ 1,050 in the cash market, your futures position will be settled at that price. You will receive a profit of
% 50 per share (the settlement price of ¥ 1,050 less your cost price of ¥ 1,000), which adds up to a neat little sum
of T 10,000 (¥ 50 x 200 shares). This amount is adjusted with the margins you have maintained in your account.
If you receive profits, they will be added to the margins that you have deposited. If you made a loss, the amount
will be deducted from the margins.

Before Expiry

It is not necessary to hold on to a futures contract till its expiry date. In practice, most traders exit their contracts
before their expiry dates. Any gains or losses you've made are settled by adjusting them against the margins you
have deposited till the date you decide to exit your contract. You can do so by either selling your contract, or
purchasing an opposing contract that nullifies the agreement. Here again, your profits will be returned to you or
losses will be collected from you, after adjusting them for the margins that you have dep051ted once you square
off your position. bl

a
This upfront payment is called ‘Margin Money”. It helps reduce the risk that the exchange undertakes and helps
in maintaining the integrity of the market. - & W

Once you have these requisites, you can buy a futures contract. Simply place an order with your broker, specifying
the details of the contract like the Scrip, expiry month, contract size, and 8o on. Once you do this, hand over the

margin money to the broker, who will then get in touch with the exchange.
The exchange will find you a seller (if you are a buyer) or a buyer (if you are seller).

Question 60] Distinguish between: Forward Contract & Futures Contract

CS (Executive) - Dec 2011 (3 Marks)

Ans.: Following are the main points of distinction between forward & futures contract:

Points (g 8 Forward Contract Futures Contract
Meaning ] A forward contract or simply a forward is a | A future contract is a standardized contract
@ ‘] non-standardized contract between two parties | between two parties where one of the parties
) *‘.ﬁéﬁggg to buy or to sell an asset at a specified future | commitstosell, aspecified quantity of aspecified
time at a price agreed upon today. assets at an agreed price on a given date in the
future.
Structure Forward contracts are customized to customer | A future contractisStandardized. Initial margin
needs. Usually, noinitial paymentrequired and | payment required and used for speculation.
is used for hedging.
Initial payment | Usually, no initial payment is required. Initial margin payment required.
Purpose Forward contracts are used for hedging. Future contracts are used for speculation.
Transaction Forward contracts are negotiated directly by | Future contracts are Quoted and traded on the
method the buyer and seller. Exchange.
Market Forward contracts are not regulated SEBI and Commodity Futures Trading Com-
regulation mission regulated market.
Institutional 4l The contracting parties Clearing House
guarantee
Risk High counterparty risk. Low counterparty risk.
Guarantees No guarantee of settlement. There is guarantee of settlement.
Contract | Forward contracts generally mature by | Thedateand monthof delivery is determined by
Maturity delivering the commodity. the exchange. As of now the exchange has fixed
the last Thursday of the month for settlement
and delivery.
Expiry date® | Depending on the transaction Standardized
Method of pre- | Opposite contract with same or different | Opposite contract on the exchange.
termination counterparty. Counterparty risk remains while
- terminating with different counterparty.
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Points Forward Contract Futures Contract
Coniract size Depending on the transaction and the | Thecontractisstandardized asto quantity, date
requirements of the contracting parties. and month of delivery and minimum amount
by which price would move. Each deal has a
market lot.
Question 61] Write a short note on: Index Future CS (Inter) - Dec 2006 (5 Marks)

Ans.: An index futures contract binds the parties to an agreed value for the underlying index at a speci-
tied future date.

Buying and selling futures contract is essentially the same as buying or selling a number of units of a
stock from the cash market, but without taking immediate delivery.

In the case of index futures too, the index’s level moves up or down, replicating the movement of a stock
price. So, you can actually trade in index and stock contracts in just the same way as you would trade in
shares.

Example: Nifty future, BSE future.

What is Nifty Future? How to trade in Nifty Future?

We know there is National Stock Exchange, one of the main stock exchanges of India. Most of the companies
registered in this stock exchange and through this stock exchange we are able to do transaction in these companies
stock. We are able to buy and sell the company’s stock through our broker and broker registered in stock exchange.

So Index of National Stock Exchange known as Nifty. And the derivative contract of Nifty known as Nifty
Future. Nifty is a portfolio of main 50 stocks and according to movement of these stock, we see the up and down
movement in Nifty.

Exchanges allowing trading in stocks as well as in Index also, Example - suppose someone want to buy all the
main 50 stocks of Nifty. So to make it easy exchange started trading in Nifty Future. Nifty Future lot size is 50.
So one can buy Nifty Future despite to buy each Nifty stock one by one. It is also tough to watch all the 50 stocks
daily. So one can buy Nifty Future and it is easy to track it.

As we said its lot size 50, suppose for example Nifty Future Oct currently running on 5700 and you want to buy
this, so your trade value will be

50 (lot size) x 5700 (index future current value) = 2,85,000 (total trade value)

So does it means you require ¥ 2,85,000 to buy or sell Nifty Future? Answer is NO. To trade in Nifty Future, some
margin required only. Generally it comes around ¥ 25,000 to ¥ 30,000, If stock market becomes very volatile then
exchange can increase the margin also.

So if you have Minimum ¥ 30,000, you can buy or sell Nifty Future. It is not compulsory that you should have
Nifty Future in your portfolio to sell it. You can sell it first and later you can buy it. But we suggest you, if you are
new to stock market and do not have the capital of ¥ 100000, then do not trade in Nifty Future.

Exchange giving you some option to trade in Nifty Future. Like you think that Nifty will jump next month and
you do not want to buy current month Nifty Future, then there is next month contract also available. You can
buy that contract. All contracts expire on Last Thursday of the Month. Suppose you bought Nifty Future 25th Oct
2012, it means you will have to square off your position on or before 25th Oct 2012. If you will not it then exchange
will settle it in last.

Let us take one example:

Suppose, you bought today Nifty Future at 5700 on 15th Oct 2012 and sold out next day at 5730, it means you
gained 30 points and your profit will be

30 (Gained points) x 50 (lot size) = T 1500 (Profit)

Suppose you bought today Nifty Future at 5700 on 15th Oct 2012 and sold out same day at 5680, it means you lost
20 points and your loss will be

20 (lost points) x 50 (lot size) =T 1000 (Loss)

Suppose you Sold today (Shorted) Nifty Future at 5700 on 15th Oct 2012 and bought (covered ) same day at 5670,
it means you gained 30 points and your profit will be
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30 (Gained points) x 50 (lot size) = ¥ 1500 (Profit)

Suppose you Sold today (Shorted) Nifty Future at 5700 on 15th Oct 2012 and bought (covered ) after 5 days at
5750, it means you lost 50 poinits and your loss will be

50 (lost points) x 50 (lot size) = T 2500 (Loss)
Now, I hope that Nifty Future trading concept is clear to you.

Question 61A] Write a short note on: ‘Future’ and “Options’
CS (Executive) - June 2012 (3 Marks), Dec 2015 (3 Marks)

Ans.: A future contract is a contract between two parties to buy or to sell an asset at a specified future
time at a price agreed upon today. Thus, an instrument which is similar to forward contract but traded
and under which no risk of default is called future contract.

A future contract is a standardized contract between two parties where one of the parties commits to sell, a specified
quantity of a specified assets at an agreed price on a given date in the future.

Option s a contract which gives the holder the right to purchase or sell the underlying security at specified
price within specified period of time. Option may be Put Option or Call Option.

Question 62] What do you understand by ‘hedging’?

Ans.: A hedge is an investment to reduce the risk of adverse price movements in an asset. Normally, a
hedge consists of taking an offsetting position in a related security, such as a futures contract.

Hedging is a risk management strategy used in limiting or offsetting probability of loss from fluctuations
in the prices of commodities, currencies, or securities. In effect, hedging is a transfer of risk without buy-
ing insurance policies.

Hedging involves taking equal and opposite positions in two different markets (such as cash and futures
markets). Hedging is used also in protecting one’s capital against effects of inflation through investing in
high-yield financial instruments (bonds, notes, shares), real estate, or precious metals.

Hedging explained: Hedging is any act which reduces the price of risk of a position taken in cash market. Future
contract facilitate the hedging. One can hedge with a future contract by taking a position this is the opposite of
the position taken in cash market. Position can be ‘Long’ or ‘Short’. The term ‘Long’ means bought position. The
term “Short’ means sell position.

Thus,
- You should sell Futures if you have long position (bought position) in assets in the cash market. %

- You should buy Futures if you have short position (sell position) in assets in the cash market e

Numerical Example:

(1) Selling Futures, if one has long position in cash market:

Suppose, Mr. Ram has 1,000 shares of Reliance Stock which is currently quoting at T 800 in spot market.
Further suppose, Reliance Futures are traded at T 820. If Mr. Ram fears that the price in the spot market might
fall, he should sell 1,000 Reliance Futures,

If stock price falls to ¥ 740, Mr. Ram loses ¥ 60,000 [(740 - 800) x 1,000]. However, he gain T 80,000 on the
futures position [(820 - 740) x 1,000].

If Mr. Ram estimates goes wrong and the price of Reliance Stock rises to T 880, he gain T 80,000 [(880 - 800)
x 1,000] in spot market and lose T 60,000 [(740 - 800) x 1,000] on Future position. Either case he ends with
¥ 20,000. In short, whichever way the price moves he makes ¥ 20,000.

(2) Buying Futures, if one has short position in cash market:

Suppose, Mr. Suresh short (sold) 1,000 shares of Tata Stock which is currently quoting at ¥ 250 in spot market.
Further suppose, Tata Futures are traded at ¥ 260. If Mr. Suresh fears that the price in the spot market might
rise, he should buy 1,000 Tata Futures. If stock price rises to ¥ 275, Mr. Suresh loses ¥ 25,000 [(250 - 275) x
1,000]. However, he gain ¥ 15,000 on the futures position [(275 - 260) x 1,000].
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If Mr. Suresh estimates goes wrong and the price of Tata Stock falls to T 240, he gain ¥ 10,000 [(250 - 240)
x 1,000] in spot market and lose ¥ 15,000 [(275 - 260) x 1,000} on Future position. Either case he ends with
% 10,000. In short, whichever way the price moves he makes ¥ 10,000.

Question 63] What do you understand by ‘Hedge Funds’? Also state the characteristics of Hedge
Funds.

Ans.: A hedge fund is an alternative investment that is designed to protect investment portfolios from market
uncertainty, while generating positive returns in both up and down markets.

Hedge fund serves as an important risk management tool for investors by providing valuable portfolio
diversification. Hedge fund strategies are typically designed to protect investment principal. Hedge
funds frequently use investment instruments (e.g. derivatives) and techniques (e.g. short selling) to hedge
against market risk and construct a conservative investment portfolio - one designed to preserve wealth.

Characteristics of Hedge Funds:
¢ Hedge funds are organized as private investment partnerships or offshore investment corporations.
# Hedge funds use a wide variety of trading strategies involving position-taking in a range of markets.

¢ Hedge funds employ as assortment of trading techniques and instruments, often including short
selling, derivatives and leverage.

& Hedge funds pay performance fees to their managers.

¢ Hedge funds have an investor base comprising wealthy individuals and institutions and relatively
high minimum investment limit.

Question 64] Hedge Funds are similar to mutual funds. CS (Executive) - Dec 2012 (2 Marks)

Ans.: Hedge funds are similar to mutual funds as both entities issue units or securities to investors and
holds pool of securities to diversify investment, have professional asset manager and same invest strate-
gies. In this way hedge funds are similar to mutual funds.

Question 65] Write a short note on: Domestic Hedge Funds

Ans.: Domestic hedge funds are those hedge funds that are organized within the boundaries of the United
States of America and valued as account balances. Hedge funds organized within the United States of
America are subject to U.S. regulatory trading reporting and are typically designed for taxable U.S. in-
vestors. Domestic hedge funds are typically organized as limited partnerships, business trust or limited
liability companies in Delaware.

Question 66] Write a short note on: Offshore Hedge Funds CS (Executive) - June 2011 (2 Marks)

Ans.: Hedge funds structured under foreign law, or located outside the U.S. are designated as “offshore
hedge funds.” Managers who desire to start a hedge fund offshore can enjoy several advantages over
their domestic contemporaries.

One advantage is that the fund and its investors are not subject to United States taxation.

Another advantage is that since the number of accounts in a U.S. hedge fund is limited, offshore funds
are a way to raise additional capital from non-U.S. investors.

Offshore hedge funds are not registered in the United States or with the U.S. Securities & Exchange Com-
mission, and therefore offer privacy benefits as well as tax advantages.

Who can invest in an offshore hedge fund : Generally, non-U.S. citizens and non-U.S. residents who
are present in the United States fewer than 180 days a year. However, many tax-exempt investors, such
as not-for-profit institutes, retirement funds, and endowments may invest in offshore hedge funds. Both
foreign investors and U. S. exempt investors will invest in either a parallel fund of an existing U. S. fund,
or they will invest in a foreign-feeder fund which is set up as a corporation.
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Question 67] What do you understand by Leverage Funds?

Ans.: Leverageisaninvestment strategy of using borrowed money to generate outsized investment returns.

Leveraged funds are mutual funds using aggressive investment techniques of financial leverage, such as
buying on margin, short selling and option trading, to obtain maximum capital appreciation for inves-
tors in the fund.

How it works:

o ® wh
Suppose, the cost of a vehicle is ¥ 20,000 and a buyer hands over ¥ 2,000 in cash and ¥ 18,000 in borrowed money
in exchange for the vehicle, the buyer’s cash outlay was only 10% of the vehicle’s purchase price. Using borrowed
money to pay 90% of the cost enabled the buyer to obtain a significantly more expensive vehicle than what could
have been purchased using only available personal cash. Instead of driving around in a battered ¥ 2,000 jalopy,
the buyer is cruising around town in a shiny new car, having used leverage to acquire a better vehicle than he/
she could have purchased using only available cash on hand. &

L
From an investment perspective, this buyer was Ievef%d 10 to one (10:1). That is to say, the ratio of personal cash
to borrowed cash is ¥ 1 in personal cash for every ¥ 10 spent. Now, let’s take the example a step further.

If the buyer in our automobile example was able to drive away from the dealership and immediately sell that car
for T 22,000, the buyer would pocket ¥ 2,000 in profit from a ¥ 2,000 investment, ignoring the interest expense.
Mathematically speaking, that would be a 100% return on the buyer’s investment. By contrast, consider the case
if the buyer has paid cash for the car, without taking out a loan, and then immediately sold the car for ¥ 22,000.
With a ¥ 20,000 initial investment resulting in ¥ 2,000 profit, the buyer would have generated a 10% return on the
investment. While a 10% return is certainly nice, it pales in comparison to the 100% return that could have been
generated using leverage. il ¢ W W0 £

Question 68] Distinguish between: Leverage Funds & Hedge Funds
CS (Inter) - June 2007 (4 Marks)
CS (Executive) - Dec 2013 (3 Marks)

Ans.: Following are the main points of distinction between leverage funds and hedge funds :

“sf " @5 Hedge Funds @

Points Leverage Funds = o

Meaning

Leveraged funds are mutual funds using
aggressive investment techniques of financial
leverage, such asbuying onmargin, short selling

" .| and option trading, to obtain maximum capital
* | appreciation for investors in the fund.

A hedge fund is an alternative investment that
is designed to protect investment portfolios from
market uncertainty, while generating positive
returns in both up and down markets.

Leverage funds are more risky.

Hedge funds are less risky.

Leverage is an investment strategy of using
borrowed money to generate outsized

Hedging is a risk management strategy used
in limiting or offsetting probability of loss

from fluctuations in the prices of commodities,
currencies, or securities.

investment returns.

Question 69] Private equity funds are just like hedge funds.
CS (Executive) - Dec 2010 (2 Marks)

CS (Inter) - Dec 2006 (5 Marks)
CS (Executive) - Dec 2012 (3 Marks)

Write a short note on: Private Equity Funds

Ans.: A private equity fund, like a hedge fund, is an unregistered investment vehicle in which investors
pool money to invest. Private equity funds concentrate their investments in unregistered (and typically
illiquid) securities. Like hedge funds, private equity funds also rely on the exemption from registration of
the offer and sale of their securities. The investors in private equity funds and hedge funds typically include
high net worth individuals and families, pension funds, endowments, banks and insurance companies.
Private equity funds, however, differ from hedge funds in terms of the manner in which contribution to
the investment pool is made by the investors.
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Private equity investors typically commit to invest a certain amount of money with the fund over the life
of the fund, and make their contributions in response to “capital calls” from the fund’s general partner.
Private equity funds are long term investments, provide for liquidation at the end of the term specified in
the fund’s governing documents and offer little, if any, opportunities for investors to redeem their invest-
ments. A private equity fund may distribute cash to its investors when it sells its portfolio investment, or
it may distribute the securities of a portfolio company.

Question 70] Write a short note on: Exchange Traded Funds
CS (Inter) - June 2007 (5 Marks)
CS (Executive) - Dec 2009 (2 Marks)

Exchange traded funds are a new variety of mutual funds.
CS (Inter) - June 2008 (2 Marks)
CS (Executive) - Dec 2012 (2 Marks)

Ans.: Exchange Traded Funds (ETFs) are funds that track indexes like the SENSEX, NIFTY or Commodity
Index etc. When you buy shares of an ETF, you are buying shares of a portfolio that tracks the yield and
return of its native index. The main difference between ETFs and other types of index funds is that ETFs
don’t try to outperform their corresponding index, but simply replicate its performance. They don’t try
to beat the market, they try to be the market.

In short, they are similar to index mutual funds but are traded more like a stock.

It was State Street Global Advisors of America that launched the first exchange-traded fund (ETF) in
1993 with the introduction of the Standard & Poor’s Depositary Receipt (SPDR). Since then, ETFs have
continued to grow in popularity and gather assets at a rapid pace. In India also there are lot of Exchange
Traded Funds.

The easiest way to understand ETFs is to think of them as mutual funds that trade like stocks. Of course,
trading like a stock is just one of the many features that make ETFs so popular, particularly with profes-
sional investors and individual investors who are active traders.

Question 71] Write a short note on: Fund of Funds (FoFs)

Explain the rationality of ‘fund of funds’ in the Indian financial market.
CS (Inter) - June 2008 (4 Marks)

Ans.: A Fund of Funds is a mutual fund scheme that invests in other mutual funds, and is designed to
suit the varying needs of different investor categories based on their risk profiles, return expectations and
investment goals. It provides investors an opportunity to take advantage of the benefits of diversification
by investing in a variety of fund categories.
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Benefits of fund of fund:

(1) Diversification: As a fund of funds invests in the schemes of other funds, it provides a greater degree
of diversification.

(2) Uncomplicated: Instead of investing in different stocks/ units of mutual funds and keeping a track
record of all of them, it will be much easier to invest in and track only one fund, which in turn invests
in other mutual funds.

(3) Cheap: While entering into the capital markets it is difficult to diversify because of limited funds.
Fund of funds provide an opportunity to go for diversification with comparatively limited amounts.

(4) Risk: Investors can trim down the risk by choosing this route. Because of diversification, even if one
stock/scheme is not performing well risk level comes down.

(5) Expertise of Various Managers: As in the case of schemes of mutual funds, fund of funds scheme
also work under the due diligence of a fund manager. This gives the scheme additional expertise as
compared to other mutual funds schemes. These schemes also provide access to information which
may be difficult to obtain for an investor on a case by case basis.

Disadvantages of fund of funds scheme:

However, just like any other investment, fund of funds is not free from shortcomings. Few of the disad-
vantages are specified below:

(/) Additional Fees: The more diversified the fund is, the greater the likelihood that the investor will
incur an incentive fee on one or more of the constituent managers, regardless of overall FoF perfor-
mance.

(i1} Associated Risks: Risks associated with all the underlying funds get added at this level. Following
are the type of risks associated with fund of funds scheme.

(i) Management Risks: Every fund manager has a particular style of diversification. This diversification
style will be in perfect correlation with the number of managers involved. The views of a manager
may be altogether different from the market.

(iv) Operational Risks: Due diligence of a scheme in itself gives rise to operational risks. Continuous
monitoring is required for knowing about performance of the funds, any possibility of a fraud and
to know about the investment style of the funds and any desirable or undesirable changes in it.

(v) Qualitative Risks: These include risks associated with the management environment of the fund
such as organizational structure, infrastructure, investment process, operational issues etc.

(vi) Regulations in India: The fund of funds scheme was introduced in the Indian market by making
suitable amendments in SEBI (Mutual Funds) (Amendment) Regulations, 2003.

% PROBLEMS & SOLUTIONS ON CAPITAL MARKET INSTRUMENTS "W

G At

Question 72] Jai Ltd. announced issue of bonus shares in the ratio of 1:3 (i.e. one share for every
three shares held). At present the face value share is ¥ 10, current market price is ¥ 621. In addition,
it announced split of shares by reducing the face value from ¥ 10 to 2. Calculate the share price if all
other things remain constant. What would have been the situation if split would have been done
before the issue of bonus shares?

CS (Executive) - Dec 2015 (4 Marks)

Ans.: Calculation of share price after issue of bonus shares (without split):

Existing shares x Market value _ 3x621
Existing shares + Bonus Shares 3 + 1

= 465.75
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The company desires to split the shares form ¥ 10 to ¥ 2 per share i.e. one share will be converted into 5
shares.

Calculation of share price after issue of bonus & split:

No. of shares after split = (Existing shares + bonus shares) x Split ratio
=B+1)x5
=20

465.
—62—75 =93.15

If split would have been done before the issue of bonus shares:
No. of shares after split = Existing shares x Split ratio

=3x5

=15

621x3 =124

Market price after split =

Calculation of share price after split & issue of bonus shares:

Existing shares x Market value  15x124.2
Existing shares + Bonus Shares = T15+5

=93.15

Question 73] Prime Ltd. issued some warrants which allowed the holders to purchase, with one
warrant, one equity share at ¥ 18.275 per share. The equity share was quoted at ¥ 25 per share and
the warrant was selling at ¥ 9.50. In this case, you are required to compute -

(i) The minimum price of warrant and

(i) The warrant premium CS (Executive) - June 2016 (4 Marks)

Ans.: Value of warrant is calculated as follows:

Condition Minimum value of warrant
P >P (Ps-PC) x N
P <P 0

P, = Current market price for the equity shares

P_= Exercise price of warrant

N = No. of equity shares per warrant (Generally N = 1)
Thus,

Value of warrant = 25 - 18.275 = 6.725

Warrant premium = 9.50 - 6.725 = 2.775

Question 74] Manish owns 250 preference shares of Amaze Ltd. which currently sells for ¥ 77 per
share and pays annual dividend of ¥ 13 per share -
(i) What is Manish’s expected return?

(ii) If Manish requires 13% return, should he sell or buy more preference shares at the current
price? CS (Executive) - June 2016 (4 Marks)

Dividend

< E ted ret n preference shares = ———————x100 = —x100 = 16.88%
Ans.: Expecte urn on prefe Tes = et price - b
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Required return of Manish is 13%.

Analysis: Since, expected return is more than required return, Manish should buy more shares.

OBJECTIVE QUESTIONS

Question A] Expand the following abbreviations:

(1) FCD (6) GDR (11) MBS
(2) PCD (7) ADR (12) ETF
(3) NCD (8) ODB (13) FOF
(4) IDBI (9) FCCR

(5) SIDBI (10) IDR

Question B] State, with reasons in brief, whether the following statements are correct
or incorrect:

(1) Every company can issue shares with differential right as to dividend, voting or otherwise.

(2) Forward contract is a contract to buy or sell an underlying financial instrument at a specified future
date at a price when the contract is entered.

(3) Forward contracts are used for speculation
(4) A private equity fund is like a hedge fund.

(5) The company cannot issue sweat equity shares more than 25% of the average turnover of last three
years or X 100 crore whichever is less.

(6) The sweat equity shares are subject to lock in period.
(7) Partly paid-up preference shares can be redeemed.

(8) Tracking stocks are shares issued by a company which pay a dividend determined by the perfor-
mance of the whole company.

(9) Hedging involves taking equal and same positions in two different markets.
(10) ADR is negotiable instrument all over the world.

Question C] Re-write the following sentences after filling-up the blank spaces with ap-
propriate word(s)/figure(s):

(1) Instruments which were issued with their basic characteristics in-tact without mixing features of
other classes of instruments are called

(2) Derivatives are contracts which derive their values from the value of one or more of other assets
known as

(3) Equityshares, commonly referred to as ordinary share also represents the form of fractional
in which a shareholder undertakes the maximum entrepreneurial risk associated with a business
venture.

(4) Equity capital and further issues of equity capital by a company are generally based on the condition
that they will rank along with the earlier issued share capital in all respects.

5 A is a quasi debt instrument which is issued by any corporate entity, international
agency or sovereign state to the investors all over the world.

(6) Section 43 of the Companies Act, 2013 enables companies limited by shares to issue as
to dividend, voting or otherwise, subject to fulfilment of certain conditions.

(7) Inthe case of the dividend payable every year becomes a first claim while declaring dividend
by the company. In case the company does not have adequate profit or for some reason the company
does not want to pay preference dividend, it gets accumulated for being paid subsequently.
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(8) Company limited by shares shall issue any preference shares which is irredeemable or is redeemable

after the expiry of a period of

(9) Incaseof

from the date of its issue.

if the conversion is to take place at or after 18 months from the date of allotment

but before 36 months, the conversion is optional on the part of the debenture holders in terms of

SEBI ICDR Regulations.
(10) From the point of view of the
equity by financial institutions.
(11)
years.
(12)
industrial facilities.

ratio the convertible part of the debentures is treated as
are issued for 10 years with flexibility to the issuer to review the interest rate every two

are issued by financial institutions in connection with the development or purchase of

(13) Petro bonds, silver bonds, gold bonds and coal bonds are examples of

(14) are inflation protection securities.

(15) The company shall maintain a Register of Sweat Equity Shares in

Question D] Select the correct option

1. are those which are created by com-
bining the features of equity with bond, preference
and equity.

(a) Mixed instruments

(b) Baby bonds

(c) Hybrid instruments

(d) Hypothetical instruments

2. Which of the following right is/are not available
to equity shareholders?
(@) Right of pre-emption in the matter of fresh
issue of capital.

(b) Right to receive annual accounts along with
the auditor’sreport, director’sreportand other
information

(c) Right to inspect books of account of the com-
pany.

(d) All of the above

3. of the Companies Act, 2013 enables compa-
nies limited by shares toissueshares with differential

rights as to dividend, voting or otherwise, subject
to fulfilment of certain conditions.

(a) Section 42
(b) Section 43
(c) Section 45
(d) Section 52

4. Debenturesareissued by acompany asa certificate
of

(a) ownership

(b) capital

(c) quasi-ownership
(d) indebtedness

5. do not carry any charge on the assets of
the company.

(a) Naked debentures
(b) Bearer debentures
(c) Perpetual debentures
(d) All of the above

6. In case of Fully Convertible Debentures (FCD),
if the conversion is to take place at or after

from the date of allotment but before the
conversion is optional on the part of the debenture
holders in terms of SEBI ICDR Regulations.

(a) 18 months; 36 months
(b) 12 months; 24 months
() 15 months; 30 months
(d) 24 months; 36 months

7. In the case of partly convertible debentures, de-
benture redemption reserve has to be created for
of the face value of the

(@) 50%; convertible portion

(b) 50%; non-convertible portion

(¢) 25%; non-convertible portion
)

(d) 40%; convertible portion
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8. Sweat equity shares can be issued _____
(A) ata discount
(B) for consideration other than cash
(@) (B) only
(b) (A)only
(c) Both (A) and (B)
(d) Neither (A) nor (B)
9. Sweat equity shares can be issued to _____
(I) Employees
(I) Public
(II) Directors
(IV) Creditors
(V) Government
(@) (), (IV) & (V)
®) (), (I & (IV)
() (IID) & ()
(@) (D), (I, (ILI), (IV) & (V)

10. Zero coupon bonds are bonds issued at
and redeemed at par.

(a) face value to discount

(b) discount to face value plus premium
(c) par to discounted value

(d) discount to face value

11. A lowers the interest rate risk by neu-
tralizing the inflation risk.

(a) carrot and stick bond
(b) capital indexed bonds
() commodity bonds

(d) dual convertible bond

12. Sweat equity share is an instrument permitted
to be issued by specified Indian companies, under
of Companies Act, 2013.

(a) Section 54
(b) Section 51
(c) Section 55
(d) Section 50

13. For a deep discount price of in IDBI the
investor got a bond with the face value of ¥ 1,00,000.

() 2,200
(b) 2,500

(©) T2,700
() 2,750

14. The issue of sweat equity share is to be autho-
rized by a passed by the company in the

(a) special resolution; general meeting
(b) ordinary resolution; general meeting
(¢) board resolution; board meeting

(d) special resolution; board meeting

15. In which of the following bond advantage to the
investor is the attraction of higher rate of interest in
case of general rise in interest rates?

(a) stepped coupon bonds
(b) pay in kind bonds

(c) easy exit bonds

(d) split coupon bonds

16.A isatype of commonstock that “tracks”
or depends on the financial performance of a specific
business unit or operating division of a company,
rather than the operations of the company asa whole.

(a) Deferred stock
(b) Preferred stock
(c) Third party stock
(d) Tracking stock

17. took the lead in July, 1992 by making
a mega rights issue of equity shares and secured
premium notes aggregating to ¥ 1,212 crores.

(1) TCS

(b) BATA

() RELIANCE
(d) TISCO

18. including fund of funds are unreg-
istered private investment partnerships, funds or
pools that may invest and trade in many different
markets, strategies and instruments including securi-
ties, non-securities and derivatives.

() Mutual funds

(b) Hedge funds

(c) Hypothetical funds
(d) Exchange traded funds

19.Theinvestorsin typically includehigh
net worth individuals and families, pension funds,
endowments, banks and insurance companies.
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(a) private equity funds
(b) hedge funds
(c) both (a) and (b)
(d) neither (a) nor (b)
20. The terms of the secured premium notes were

so formulated that the return on investment was
treated as

(a) regular income
(b) deferred income
(c) capital gain

(d) exempted income

21.’Baby Bonds’ & ‘Parent Bond” words are used to
describe which of the following bond?

(a) Clip and strip bonds
(b) Stepped coupon bonds
(¢) Dual option warrants
(d) Pay in kind bonds

22. Exchange traded funds (ETFs) are a new variety
of mutual fund that was first introduced

(a) 2001
(b) 1993
(c) 1997
(d) 2005

23. The holder has an option to sell back the SPN
to the company at after the lock in period.

(a) Par value
(b) Discount
(c) Premium
(d) Any of the above

24.The shares with differential rights shall notexceed
of the total post-issue paid-up equity share
capital including equity shares with differential
rights issued at any point of time.
(a) 20%
(b) 25%
(c) 26%
(d) 10%
25. Where preference shares are proposed to be
redeemed out of the profits a sum equal to the

nominal amount of the shares should be transferred
to the

(a) PreferenceShare Redemption Reserve Account
(b) Capital Reserve Account

(c) Capital Redemption Reserve Account

(d) Profit & Loss Account

26. In equity shares or debentures may
be issued with two warrants - one warrant giving
right to the purchaser to be allotted one equity share
at the end of a certain period and another warrant
with a debt or preference share option.

(a) Dual option warrants

(b) Equity shares with detachable warrants
(c¢) Indexed Rate Notes

(d) Extendable Notes

27. If the face value of a convertible debenture is
¥ 100 and it is convertible into two equity shares,
the conversion price is ¥ 25 then conversion ratio
willbe

() 2

(b) 4

(c) 2.5

(d) 6
28. Sardar Sarovar Nigam Ltd. issued a bond at

4 redeemable on face value of ¥
after 21 years.

(@) 3,600;1,11,000
(b) 2,500; 1,00,000
(c) 3,500;1,10,000
(d) 4,250;1,15,000

29. Which of the following instrument give an offer
to the debt holders to exchange the debt for equity
shares of the company?

(a) Level pay floating rate notes
(b) Option Bonds

(c) Easy Exit Bonds

(d) Debt for equity swap

30.In the interest rate fixation is postponed
till the actual date of placement, rather than fixing
it on the date of the commitment.

(@) Indexed Rate Notes

(b) Extendable Notes

(c) Zero Coupon Convertible Notes
(d) Deep Discount Bond
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31. Level Pay Floating Rate Notes are issued for a
long period of time say with adjustment
in interest rate every

(@) 10 years; 2 years
(b) 20 years; 5 years
(c) 10 years; 3 years
(d) 20 years; 4 years

32. are issued by companies and institu-
tions to share the risk and expand the capital to link
investors return with the size of insurer losses. The
bigger thelosses, the smaller thereturnand viceversa.

(a) Split Coupon Debentures
(b) Disaster Bonds

(c) Clip & Strip Bonds

(d) Stepped Coupon Bonds

33. Derivatives include a variety of financial con-
tracts, including

(1) Futures
(2) Forwards
(3) Swaps
(4) Options

Answer to Question A:

(@) (1) & (4)

(b) 2)&Q3)

(© 2,4 & (@)

@ (). (1) 4) &)
34. In which of the following type of contract there
is guarantee of settlement?

(A) Forward Contract
(B) Future Contract
(a) (B) only
(t) (4) only
(c) Both (A) and (B)
(d) Neither (A) nor (B)

35.Hedge funds structured under forelgn law, orlo-
cated outside the U.S. aredesignated as“ ”

(a) Foreign hedge funds

(b) Offshore hedge funds

(c) European hedge funds
(d) Global Depository Funds

FCD Fully Convertible Debentures

PCD Partly Convertible Debentures

NCD Non-Convertible Debentures

IDBI Industrial Development Bank of India
SIDBI Small Industries Development Bank of India
GDR Global Depository Receipts

ADR American Depository Receipts

ODB Overseas Depository Bank

FCCR Foreign Currency Convertible Bond
IDR Indian Depository Receipts

MBS Mortgaged Backed Securities

ETF Exchange Traded Funds

FOF Fund of Funds

Answer to Question B:

(1) Incorrect. Asper Rule 4 of the Companies (Share Capital & Debentures) Rules, 2014, only company
limited by shares can issue shares with differential right as to dividend, voting or otherwise

(2) Incorrect. Future is a contract to buy or sell an underlying financial instrument at a specified future

date at a price when the contract is entered.

(3) Incorrect. Forward contracts are used for hedging. Future contracts are used for speculation.
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(4) Correct. A private equity fund, like a hedge fund, is an unregistered investment vehicle in which
investor’s pool money to invest.

(5) Incorrect. The company shall not issue sweat equity shares for more than 15% of the existing paid
up equity share capital in a year or shares of the issue value of ¥ 5 Crores, whichever is higher.

(6) Correct. The sweat equity shares issued to directors or employees shall be locked in for a period of
3 years from the date of allotment and this fact shall be stamped in bold on the share certificate.

(7) Incorrect. Preference shares shall be redeemed unless they are fully paid-up.

(8) Incorrect. Tracking Stocks are shares issued by a company which pay a dividend determined by the
performance of a specific portion of the whole company.

(9) Incorrect. Hedging involves taking equal and opposite positions in two different markets

(10) Incorrect. GDR is negotiable instrument all over the world

Answer to Question C:

(1) Pure Instruments (2) underlying assets (3) ownership (4) pari passu (5) Foreign Currency Convertible
Bond (FCCB) (6) shares with differential rights (7) cumulative preference shares (8) 20 years (9) Fully
Convertible Debentures (FCD) (10) debt equity (11) Extendable Notes (12) Industrial Revenue Bonds (13)
Commodity Bonds (14) Capital indexed bonds (15) Form No. SH. 3

Answer to Question D:

L 7. (b 1B (0 19. (0 5. (o) 3. (b)
2. (o) 8 () TR 20. (o) 2. (a) 2. (b)
3. (b 9. () 15 (a) 21. (d) 27. (b) 3. (d)
$ @ 10. (d) 16. (d) 2. (b) 8. (a) 4. (a)
5 @ 1. (b) 17. (d) 23. (a) 29. (d) 35. (b)
6.

(@) 12. (a) 18. (b) 24. (o) 30. (a)
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Introduction : Credit rating is the analysis and assessment of companies issuing financial securities.

The first mercantile credit agency was established in New York in 1841. Its first rating guide was pub-
lished in 1859 by Robert Dun. Another similar agency was set up by John Bradstreet which published
its rating guide in 1857. These two agencies were merged to form Dun and Bradstreet in 1933 which
acquired Moody’s Investor Service in 1962. Moody’s was founded by Moody in 1900.

The other world renowned rating agency, namely Standard & Poor was created in 1941 by merging the
Standard Statistics Company and Poor’s Publishing Company which had their origin earlier.

In India Credit Rating & Information Services (India) Ltd. (CRISIL) was set up as the first credit rat-
ing agency in 1987. This was followed by Investment Information & Credit Rating Agency of India
Ltd. (ICRA) in 1991 and Credit Analyses and Research Ltd. (CARE) in 1994 and then in 1999 Fitch
Rating India (P) Ltd. now known as India Ratings & Research Pvt. Ltd., Brickwork Rating Pvt. Ltd.
in 2008 and SME Rating Agency of India Ltd. (SMERA) in 2011. All these six credit rating agencies
are registered with the SEBL

CONCEPT OF CREDIT RATING

Question 1] Define credit rating. State the benefits of credit rating to the companies and investors.
Name any two credit rating agencies of India.

CS (Inter) - Dec 2002 (5 Marks)

Explain the ICRA. CS (Inter) - June 2003 (2 Marks)
Credit ratings establish a link between risk and return.

CS (Executive) - Dec 2011 (4 Marks), June 2015 (3 Marks)

Ans.: Credit rating is the analysis and assessment of companies issuing financial securities.

Credit ratings establish a link between risk and return. An investor or any other interested person uses
the rating to assess the risk-level and compares the offered rate of return with his expected rate of return.

Credit Rating is a symbolic indication of the current opinion regarding the relative capability of a corpo-
rate entity to service its debt obligations in time with reference to the instrument being rated. It enables
the investor to differentiate between debt instruments on the basis of their underlying credit quality. To
facilitate simple and easy understanding, credit rating is expressed in alphabetical or alphanumerical
symbols.

Importance of credit rating :

¢ It plays a role in investor protection.

@ It benefits industry in terms of direct mobilization of savings from individuals.
¢ It provides a marketing tool to the company.
4

Ratings also encourage discipline amongst corporate borrowers to improve their financial structure
and operating risks to obtain a better rating for their debt obligations and thereby lower the cost of
borrowing.

54
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¢ Companies those get a lower rating are forewarned and thereby improve their standing in the mar-
ket.

¢ Credit rating agencies also occupy a leading position as information providers along with rating of
financial instruments.

Credit rating agencies in India:

Nick name :{ Full Name = e e e .| Setupin™
CRISIL +1 Credit Rating & Information Services of India Ltd. 1987
ICRA | Investment Credit Rating Agency of India Ltd. 1991
(formerly Investment Information and Credit Rating Agency of India Limited)
CARE Credit Analyses & Research Ltd. 1994
IRR India Ratings & Research Pvt. Ltd. 1999
| (formerly Fitch Rating India Pvt. Ltd.)
BR Brickwork Rating Pvt. Ltd. 2008
SMERA SME Rating Agency of India Ltd. 2011
Question 2] State the various purposes for which credit rating is applied.

Ans.: The various purposes for which credit rating is applied are:

(1) Long-term/Medium-term debt obligations : Debentures, bonds, preference shares or project finance
debts are considered long-term and debts ranging from 1 to 3 years like fixed deposits are considered
medium-term.

(2) Short-term debt obligations : The period involved is 1 year or less and cover money market instru-
ments such as commercial paper, credit notes, cash certificates etc.

(3) Equity grading and assessment, structured obligations, municipal bonds, mutual fund schemes,
plantation schemes, real estate projects, infrastructure related debts, ADR, GDR issues, bank securi-
ties etc.

Credit rating does not bound the investor to decide whether to hold or sell an instrument as it does not
take into consideration factors such as market prices, personal risk preferences and other consideration
which may influence an investment decision. It does not create any fiduciary relationship between the
rating agency and the user of the rating. A credit rating agency does not perform an audit but relies on
information provided by the issuer and collected by the analysts from different sources hence it does not
guarantee the completeness or accuracy of the information on which the rating is based.

Question 3] Credit rating is useful to investors and issuers. Comment.
CS (Executive) - Dec 2012 (2 Marks), Dec 2015 (3 Marks)

“Credit rating not only plays a significant role in investor protection but also benefits industry as
a whole.” Discuss. CS (Executive) - June 2016 (5 Marks)

Ans.: Credit rating is useful to investors, issuers, intermediaries and regulators.
(A) Benefits of credit rating to investors :

(1) Helpsininvestment decision : Credit rating gives an idea to the investors about the credibility
of the issuer company, and the risk factor attached to a particular instrument. So, the investors
can decide whether to invest in such companies or not. Higher the rating, the more will be the
willingness to invest in these instruments and vise-versa.

(2) Benefits of rating reviews : The rating agency regularly reviews the rating given to a particular
instrument. So, the present investors can decide whether to keep the instrument or to sell it.
e.g. if the instrument is downgraded, then the investor may decide to sell it and if the rating is
maintained or upgraded, he may decide to keep the instrument until the next rating or maturity.
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(3) Assurance of safety : High credit rating gives assurance to the investors about the safety of
the instrument and minimum risk of bankruptcy. The companies which get a high rating for
their instruments, will try to maintain healthy financial discipline. This will protect them from
bankruptcy. So the investors will be safe.

(4) Easy understandability of investment proposal : The rating agency gives rating symbols to the
instrument, which can be easily understood by investors. This helps them to understand the
investment proposal of an issuer company. E.g. AAA, given by CRISIL for debentures ensures
highest safety, whereas debentures rated D are in default or expect to default on maturity.

(5) Choice of instruments : Credit rating enables an investor to select a particular instrument from
many alternatives available. This choice depends upon the safety or risk of the instrument.

(6) Saves investor’s time and effort : Credit ratings enable an investor to his save time and effortin
analyzing the financial strength of an issuer company. This is because the investor can depend
on the rating done by professional rating agency, in order to take an investment decision. He
need not waste his time and effort to collect and analyze the financial information about the
credit standing of the issuer company.

(B) Benefits of credit rating to issuer : The market places immense faith in opinion of credit rating agen-
cies, hence the issuers also depend on their critical analysis. This enables the issuers of highly rated
instruments to access the market even during adverse market conditions.

(C) Benefits of credit rating to intermediaries : Rating is useful to Intermediaries such as merchant
bankers for planning, pricing, underwriting and placement of the issues. Intermediaries like brokers
and dealers in securities use rating as an input for monitoring risk exposures.

(D) Benefits of creditrating to Regulators: Regulatory authorities in different countries such as India, US,
Australia and Japan have specified rules that restrict entry to the market of new issues rated below
a particular grade, that stipulate different margin requirements for rated and unrated instruments,
that prohibit institutional investors for purchasing or holding instruments rated below a particular
level and so on.

Question 4] Credit Rating is a marketing tool for the companies.
CS (Executive) - Dec 2010 (3 Marks), June 2014 (5 Marks)

Ans.: Credit rating is a powerful marketing tool for the issuer company because when the issuer get good
credit rating it becomes easier for it to raise money from the market. The market places immense faith in
opinion of credit rating agencies, hence the issuers also depend on their critical analysis. This enables the
issuers of highly rated instruments to access the market even during adverse market conditions.

High credit rating gives assurance to the investors about the safety of the instrument and minimum risk
of bankruptcy. The companies which get a high rating for their instruments, will try to maintain healthy
financial discipline. So, the investors will be safe.

In nutshell, the investor make investment decision based on credit rating, so it works as a marketing tool
for the company.

Question 5] Discuss briefly the rating process followed by the credit rating agencies.

Ans.: Rating process is practices and procedures which a rating agency follows to gather information
for evaluating the credit risk of specific issuers and issues, to analyze and conclude on the appropriate
rating, to monitor the credit quality of the rated issuer or security over time, deciding on timely changes
in ratings, as and when companies’ fundamentals change and to keep investors and the market players
informed. All these are interrelated and ongoing processes. The general principals followed all over the
world are the same. The rating agencies in India have adopted the methodology of the major international
credit agencies.
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ICRA’s rating process involves:

*

2

*

Assigning a rating team : The team usually comprises two members. The composition of the team
is based on the expertise and skills required for evaluating the issuer’s business.

Collecting information : Issuers are provided a list of information requirements and the broad
framework for discussions. These information requirements encompass the rating factors specific
to the issuer’s business. ICRA maintains internal records to support its credit ratings in accordance
with our internal policies and applicable norms from SEBI. ICRA follows strict processes to maintain
confidentiality. Allinformation collected as part of the rating process is used only for rating activities
and is not disclosed in ICRA’s publications unless approved by the issuer.

Meeting key officials and the management team : In addition to the quantitative analysis, rating
involves assessment of several qualitative factors that are likely to have a bearing on credit profile
of the issuer. This requires extensive interactions with issuer’s senior officials and top management
specifically relating to business and financial risk, management’s approach to mitigating risk factors,
outlook for the business, management strategy & future plans, and funding policies. Visit to the
‘Works’ facilitates understanding of the production process and also helps in assessing the progress
of projects under implementation. Rating team also has discussions with the auditors and key lend-
ers.

Preview meeting : After the completion of analysis, the findings are discussed at length internally
to validate the identification of all key factors, which have a bearing on the rating. These key rating
factors are also discussed with the top management of the debt issuing entity to elicit their views.

Rating committee meeting : ICRA’s rating committee is the designated authority for assigning rat-
ings. The rating team comprising the analysts presents the key rating factors and its analysis, which
are discussed in this committee. The rating committee assigns a rating and all the factors, which
influence the rating, are clearly spelt out.

Rating communication : The assigned rating along with key rating factors are communicated to the
issuer’s top management for acceptance. The ratings, which are not accepted, are either rejected or
reviewed. The rejected ratings are not disclosed and complete confidentiality is maintained subject
to compliance with statutory guidelines.

Rating review : If the rating is not acceptable to the issuer, there is a provision for a review of the
rating assigned. These reviews are usually taken<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>