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BLOCK 1_AN OVERVIEW _

This block comprises three units and aims to provide a general backdrop to security
analysis and portfolio management. :

Unit 1 : Nature and Scope of Investment Decisions, defines the term ‘investment’ an. -

discusses the investment process and investrient alternatives available in securities
markets, ' '

Unit 2 : Components of Investment Risk, stresses ‘risk’ as a crucial factor in all
investment decisions. It attempts to decompose the ‘overall investment risk’ into

recegnised elements and then regroups them into broad terrains- of ‘systematic” and
‘unsystematic’ or ‘diversifiable’ risk categories.. ’

Unit 3 ¢ Valuation of Securities, highlights the primary variables that enter the
market valuation process for securities and their clusters recognised as ‘portfalio’. It
has been demonstrated that an optimising investor and investors on the margin are
constantly engaged in a ‘trade-off” between the two mutually conflicting but dominant
considerations in the pricing of securities. These considerations are ‘risk’ and ‘return’.
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UNIT 1 NATURE AND SCOPE OF

INVESTMENT DECISIONS

Objactives

The objectives of this unit are to:
® explain the concept of investment in general

‘@ distinguish-investment and speculation

® discuss the process involved in investment decisions
® explain investment environment, alternatives and markets,

. Structure

1.1  Investment Defined
1.2 Nature of Investment Decisions
1.3  The Investment Decision Process
1.4 The Investment Environment
1.4.1 Financial Instruments
1.4.2 Financial Intermediaries
1.4.3 Financial Markets

1.5 Summary
1.6 Key Words
1.7 Self-Assessment Questions/Exercises

1.8  Further Readings _ : : 0

You should have come across the term ‘investmen ide variety of contexts. For
example, *Tisco plans to invest in the modemmisation 8{its plant’, or ‘I must now invest

in a house’, or ‘invest your savings in mu? ds* or ‘investment in shares and
debentures promises very good returns’ arc f the situations when businesses/

individuals visualise a pay-off by putting tticir¥foney in productive avenues.

1.1 'INVESTME_:NT DEFINED

~ Such examples as above underline the following characteristics of an ‘investment’

decision. One, it involves the commitment of funds (in a plant, house, or shares and
debentures) for future periods {generally exceeding one year) in expectation of a rate

* of return which is ad::juale to induce you to part with your funds. Two, the broad

investment choices could be either physmal assets (like plant or a house) or financial
assets (like shares and debentures).

. ‘The investment decisions being studied in this umt as well as the course MS-44, relate

to financial assets bulk of which comprise pieces of paper evidencing a claim of the
holder (i.e., investor) oyer the issuer (i.e., user of funds). For example, when you
buy sharqs of, say, Century Textiles, the share certificate taat is handed over to yon

is a piece of paper which testifies your ownership of the number of shares stated in
the certificate. It represents your financial clairn (as a holder of the said shares) over
Century Textiles Ltd., (as an issuer of the shares). The same can be said of units of
UTTI or any other mutual fund like the Mastershare or Canshare or any security like

a debenture, a warrant, a convertible, etc., of a company. It must be noted that -
several buyers of securities hold them for limited periods and then-sell them at the
earliest possible opportunity that promises them their expected returns. Such persons
are on the look out for investments which can be sold off in organised markets with
ease and at best obtainable prices. Likewise, when they buy such investments they
do expect ‘easy’ purchases at cheap prices. Financial assets which are tradeable with
ease and at best prices in organised markets are known as ‘marketable securities -

It may be appropriate at this juncture to define the term ‘investment’ in a general
sense. You may look at the term investment as ‘postponed consumption’. For
example, an employee who contributes a part of his salary to provident fund is




postponing his ﬁtesent consumption for future consumption which would be made
possible by a draft on his provident fund accumulating after his retirement. Similarly

. when you buy shares or securities out of money saved from your current income, your

current consumption is curtailed and the return on shares/securities realised in future
time.periods would, inter alia, be available for future consump#ion.

It is interesting to observe that all investment decisions arise from a ‘trade-off’
between current and future consumption, An example would make this idea clear.
We can assume an individual who has Rs. 50,000 which he can either spend on current
consumption or invest for, say, one year at 11 per cent interest. 'Jtlis person’s current

- consumption (C,) can range from zero (when he invests the whole'of Rs. 50,000) 1o

Rs. 50,000 (when he does not invest even a single rupee). Similarly, his future -
consumption (C,) can be as high as Rs. 55,500 (when he invesis the whole of _
Rs. 50,000 at 11 per cent per annurh and ends up with a total wea;rt_h of Rs. 50,000 + .
Rs. 5,500 = Rs.. 55,500 at the end of the year, Rs. 5,500 being interest earnings on-
Rs. 50,000 at 11 per cent) to as low as zero (when he consumes the whole of :
Rs. 50,000 right now). In most such cases, individuals would c_bnsume a part and
invest the rest. Such a situation is called a ‘trade-off’ between turrent and future
consumption: This is presented in Figure 1.1 which plots one of the several .
possibilities for our hypothetical individual on the trade-off function MN. Qur
investor is on point ‘X’ which suggests that he spends Rs. B0,0bO today and. invests
the balance Rs. 20,000 to get a total sum of Rs. 22,000 including interest at 11 per
cent after one year. : _ ' |
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Having defined ‘investment’ in terms of *postponed consumption’ we must get ready
to answer an inescapable question viz., why should a person postpone his’/her present
consurhption? This question acquires added significance because we know that
individual generally prefer current consumption to future consumption. And if they
are required to invest or postpone current consumption there must be commensurate
inducement. This underines the need for a positive rate of return on all potential
investment without which a person would prefer to consume all his income today
rather than tomoerrow. The ‘tomorrow’ must promise a larger wealth only if current
consumption is to be avoided today. Such an inveslmentfcqns'rlmption behaviour is
founded on an important concept known as ‘time preference fOﬁ money’. This concept.
signifies ‘a Tupee today is w(anh more than tomorrow’. !

You will readily notice that a monetary rate of return may well be fully swallowed
away by the spectre of inflation. For example, if you earn an interest rate (nominal)

of 11 per cent for one year on your investment and face the lhre_kat of an 11 per cent
price rise too during that year, where do you stand in terms df purchasing power of
your money? What happens in a situation like this is that the 11 per cént monetary
return is neutralised by an 11 per centinflation and you remain Pfter-one year where
you were a year ago. It is, therefore, natural that an investor| would be induced to




_cent or 35 per cent in the coming year. He can’t wait and must

postpone consumptlon today only if his command over goods -and services does not _ Nature and Scope of Investment

get diluted over time. Thus, if he gets 11 per cent nominal interest and 11 per cent .
is the rate of inflation, his real rate of return would be zero. In the event of inflation,
‘what induces invesiors to postpone current consuinption is the real rate of return and
not just the monetary rate of return. There is yet another dimension to the rate of .
teturn as an incentive to invest. For example, if a person buys, say, government
securities he/she is completely assured of all payments viz., interest and principal. In
such cases, a relatively lower rate of return is adequate as an incentive.-But if the
avenue of investment is a company debenture, thé probability of default does exist
even if the rate of interest and the repayment schedules are known in advance. The
investor here perceives some risk and would insist upon an additional compensation.
This extra reward would have to be substantially greater in the case of shares of
companies where the dividend rates are not ascertainable in advance and where
payment of such dividends and invested sums are not at all assured. What we are
trying to underline through these examples is the ‘risk’ factor which effects the

-expected rates of return by investors. In all such cases, investors demand a. risk

premium. It would thus be seen that the investor’s required rate of return would be
an aggregate of the risk-free real rate, expected rate of inflation, and risk premium.

You might have recognised the existence of ‘speculators’ in the securities business.
It is only apt that a distinction between an ‘investor” and a ‘speculator’ js sought to
be clarified. An example would make the point clear. The share of Housing
Development Finance Corporation (HDFC) was selling around Rs, 400 a couple of
days before the presentation of the Union budget on 24th July, 1991. The quotation
on Bombay Stock Exchange (BSE) leaped to Rs. 510 on 26th July, 1991.
person who bought the share, say, at Rs. 400 per share a week back finds the
Rs. 510 quite attractive, He sells-and books a profit of Rs. 110 per shafwithin a
week’s time. He is not much bothered by the company declaring a djsigdend OFZ5 per

profit-making transactions as frequently as possible. In contrast, a
not sell even at Rs. 510 for fear of not getting the share av;ﬁ reasonable price

and counts all his gains by dividends and the earnings reco ¢ company. The
former is a speculator while the latter is an investor caydistinguish the two

.operators as follows: .
B :
i) The time-horizon of a speculator is sho%th of the in\{est_o'r long.

ii) The investor expects a ‘good’ return and tent performzince over time but
the speculator expects abnormal returns eawfed quickly over short periods.

iii) The investor generally sticks to his investment, but the speculator makes rapid
shifts to greener pastures.

iv) The investor is risk-averse but the speculator can take greater risks.

© Activity 1

A yo_uné couple buys a flat for Rs. 3 lakhs with a 25 per cent down payment and the
balance in 100 equal monthly instalments. Would you consider the investment.a case
of ‘postponed consumption’?. Why?

Activity 2
Please visit the nearest stock exchange and interview ten brokers. Apply above stated .

tests to find the number of brokers who are mvestors and those who are speculators
Do you end up with ‘no distinction™? .

Decisiony’




1.7 NATURE OF INVESTMENT DECISIONS

You have seen in Section 1.1 that an individual invests or ‘postpones current
- consumption’ only in response to a rate of return which must be suitably adjusted for

" decisions. Let us explain as follows:

inflation and risk. This basic postulate, in fact, unfolds the nature of investment

Cash has an opportunity cost and when you decide to invest it you are deprived of

this opportunity to earn a return on that eash. Also, when the gen ral price level rises

the purchasing power of cash declines—larger the increase in inflation, the greater
the depletion in the buying power of cash. This explains the reason why individuals
require a ‘real rate of return’ on their investments. Now, within|the large body of
investors, some buy government securities or deposit their money in bank accounts
that are adequately secured. In contrast, some others prefer to buy, hold, and seil
equity shares even when they know that they get exposed to the risk of losing their
money much more than those investing in government securities. You will find that
this latter group of investors is working toward the goal of getting Jarger returns than

the first group and, in the process, does not mind assuming greater risk. Investors,

_ in general, want to earn as large returns as possible subject, of

- will be different from its expecte

_and niot on ‘actual or realised (ex-post) return’.

: zourse, to the level '
of risk they can possibly bear. :

The risk factor gets fully manifesied in the purchase and sale of financial assets,
especially equity shares. It is common knowledge that some investors lose even when
the securities markets boom. So there lies the risk.. : '

You may understand risk as the pro ' ility that the actual retun on an investment
tufp. Using this definition of risk, you may
egories.

classify various investments- jgto ris

Thus, government securiti @ be seen as risk-free investments because the
probability of actual return frging from expected return is zgro. In the case of

debentures, say of a ny like TELCO or GRASIM, again the probability of the
actual return being di§f€rent from the expected return would bg very little because
the chasice o ompiny defaulting on stipulated interest and principal repayments

in quite low. ould: obviously put equity shares in the category of ‘high risk’
investmgat for the simple reason that the actual return has a great chance of différing
trom €he Mugected return over the holding period of the investor which may range
from ofig gy to a year or more. :

Investment decisions are premised on an important assumption| that investors are

rational and hence prefer certainty to uncertainty. They are risk-averse which implies

that they would be.unwilling to take risk jist for the sake of risk. They would assume

risk only if an adequate compensation is forthcoming. And the digtum of ‘rationality’ -

combined with the attitude of ‘risk aversion’ imparts to inves
nature. The question to-be answered is : how best to enlarge
level of risk? Or, how best to reduce risk for a given level of retu

ents their basic .
turns with a given .
? Obviously, there

would be severa) different levels of risk and different associated expectations of
return. The basic investment decision would be a trade-off between risk and 1eturn.

Figure 1.2 depicts the risk-return trade-off available to rational
RM shows the fisk-return function i.e., a trade-off between ex
‘that exists for all investors interested in financial assets. You ma
line always slopes upward because it is plotted against expecte
increase as risk rises. No rational investor would assume additio
is extra compensation for it. This is how his espectations are built
not the same thing as the actual feturn always rising in respons
The risk-return trade-off is figured on ‘expected or anticipated (i

investors. The line
scted retutn and risk-
notice that the ReM
return which has to’
al risk unless there

. This is, however,

e to increasing risk,
e., ex-ante) return’

You may now look at Figure 1.2 to understand the relative posilio.liﬁg of different

financial assets on the risk-return map. The point R M is the ¢

xpected return-on

you move on the RM-line you find successive points which sh

w the increase in

government securities where risk is zero and is recognised as tIEJe risk-free rate. As

expected return as risk increases. Thus, equity shares which ca

ty lot more of risk

than government securities and company debentures are plotted higher on the line.

Company debentures are less risky than equity shares because of]

the mortgages and




Notarh maé Scope of Lvestsmt’

Government Securities

Risk
IFlgmtl.::mmmdmrmhtuMﬁmﬂw

assurances made available to the investor but more risky than government securities
where the default risk is zero because government generally do not fail. Thiy are
placed between the two securities viz., government securities and equitysghar
Warrants, options and financial futures are other specialised financial asse ed
in.order of rising risk. We shall know more about these in a latte

An important point deserves attention while interpreting the risk-re de-off of
the type presented in Figure 1.2. You should underline the that the function is
graphed in a rational situation, i.e., it'is valid only if mvest(%?'tational Thus, if
an ipvestor is not willing to assume any risk he/she will satisfied with the
risk“free rate i.e., R;. However, since rational invest, turns but dislike risk,
any increase in nsk requl_red to be borne by them mushjnvariably be accompanied
by an adequate rise in the anticipated return. will find many different kinds

_ of rational investors in the market—some will a ess risk and some more. There
will be alarge nuniber of risk-return combinations Mnce investors will determine for
themsclves the level of risk they can bear at any given point of time. What is
.fundamental to the risk-return trade-off is the objective of all rational investors who
attempt to maximise their utility or welfare which, in turn, is assumed to-be a function
of present-and future wealth. It must be noted that wealth is a function of current
and future income which is discounted for the amount of risk involved. In effect,
therefore, investors maximise their welfare by working cut optimum combinations of
risk and expected return on the risk-return trade-off function,

1.3 THE INVESTMENT PROCESS

- After understanding the concept of investment and the nature of the investment
decision, you might now like to know as to how does an investor go about the task
or business of investing? How much to invest at any moment? and when to make or
unmake the investment? These questions essentially relate to the investment process
which is briefly outiined in this section. A typical investrent decision undergoesa
five-step procedure which, in turn, forms the basis of the investment process. These
steps are: .

1) Determine the investment objectives and policy

2) Undertake security analysis '

3) Construct a portfolio

4)- Review the portfolio _

5) Evaluate the perfdrmance of the portfolio. )
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' lnthment Ohgechves and Pohcy

. Secarity Analysls'

s known as ‘tou

. You may note at the very outset that this five-step procedure is rélevant not only for

an individual who is on the threshold of taking his own investment decisions but also
for individuals and institutions who have to aid and work out investment decisions

- for others i.e., for their clients, The investment process is a key-process entadmg the
whole body of security analysis and partfcho managemcm

We may now briefly explain each of the five element in the it estrent process.

The investor will have to work out his investiment objectlves first and ‘then evolve a
policy with the amount of investible wealth at his command. An javestor might say
that his objective is to have ‘large meney’. You will agree that this would be a wrong
way of siating the objective. You would recall that the pursuit of ‘large money isnot
possible without the. risk of “large losses”. Hence, the ob]ectlvﬁs of an investor must
be defined in terms of rigk and return, .

The next step in formutating the investinent pohcy of an mvestor wou]d be the
identificat:on of categories of financial assets he/she would be interested in. 1t is
obvious that they in turn, would depend o the ab]ectwe:, amount of wealth, and
the tax status of the investor. For example, a tax-exempt investor with targe investible
wealth like a pension/provident fund would invest in anything but tax-exempt
securities unless compelled by law to d so. Stmitarfy, individuallinvestors would, in
general, have low 1a1c11nat10n to invest in preference s.hares. ‘ : '

This step would. consist of
securities or groups of sef
if it is worthwhile to acquilg thig secunucs for the portfolm Now, this would depend
upon the extent to gehiich a security is ‘mispriced’. And there j:e two broad
approaches Gt «.tm € ‘mispriced status’ of individual securities. One approach
% !ysis The analyst here studies past movements in prices of _
grested in to determine the wends and patterns that repeat. Then
¢ Tecent price movements to know about some merging trend. The
en infegrated 10 predict if a given trend will repeat in future. The current
b is compssred with the predicted price and the extent of ‘mispricing’
determifgfl. You should note that there wouid tie absence of * ml%spncmg only if the .
current price is equal to the predicted price. The second approach is knpwn as
‘fundamental analysis’. The analyst here works out a true or intrinsic value of 2'
security and compares it with the current market price. The iritrinsic value is the

. present vatue of all cash flows that the.owner of the security expdets to reccwe dunng

and at the énd of his holding period. |

"This, in effect, involves a {wo-step exercise :'firét, forecast the‘cash-ﬂ(}w ie.,

expected stream of dividends (in the case of equity shares) forl whith a forecast of

“earnings of the comparry and its payout ratios would have to be jbtain'ed.'Also would

be needed a forecast of the resale price of the security at the qnd of the nolding
period. This wouid, then, be followed by a discounting of these forecast cashflows at
some rate of discount which may correspond ta the investor’s required rate of retumn.
The fundameptal analyst now compares the intrinsic value with the current market
price as alrea'dy observed. If the cusrent market price is more than the true value,
the share is overvatued and vice versa. Funaamenta! analysts believe that notable
cases of mispricing will be corrected by the market in future whidh implies that prices -

~of undervalued shares will increase.and those of overvalued shares will decline.

Portiolic Construction

This consists of identifying the specific securities in which to ii*vest and determining
the proportion of the investor’s weaith to be invested in each. For exampie a
conservative individual may decide to invest, say, 70 per cent of § iS cash in debentures
and the Témaining 30 per cent in equity shares. On the other hand, an individual who

is prepared to assume, greater risk may like to put, say, 7U per cent of his cash in
equity shares with the expectation of getting, say, 30 per cent dividends on an average
{note that this expectation may or may not materialise) and thr balance 30 per cent’




: in debentures with a relatively assured return of, sy, i4 per cent. And within these | Nty ond Soups of Investment
~broad groups of equity shares and debentures, he may specifically select specific _ Dectsioas
firms, say, debentures of L&T or. equity shares of Reliance and so on. This problem
 of specific identification is known as the problein of selectivity. It is cbvious that the
issue of selectivity will have to be based on micro-level forecasts of expected cash
flows from specific shares/debenivres of different coimpanies. The invesior will use
security analysis approaches for this. Then, he most determine the timing of his -
investment and for this he will have to observe the forecasted .price movements of
shares relative to debentures at the macro leved.. Finaily, he will make all possible
fforts to minimise his risk for a given ezpected levei of average return of his potential
portfolio. This he would be able 1o achieve when the returns of shares and debentures
which wonld comprise his portfolio are not positively correlated to each other. The
resuliant portfolio would be known as a ‘diversified” portfolio. Thus, porifolio
construction would address itself to three major probleins via., seiectivity, timing,
and diversification. The related questions would be : which specific shares/
debentures o buy, when 10 buy, and how best to comibine them in a way that risk is
reduced to a minimum for 4 given level of expected return?

Portiolio Revision

As time passes, the investor would discover that securities-which once were very
attractive have ceased to be so. Also, new securities with promises of high returns
and relatively low risk have emerged. In view of such developments it would be
necessary for him (o review, the portfolio. He would liquidate the unattractive
securities and acquire the new stars from the market. In a way, he repeatsghe first
three steps of the investment process, He sets new investment policy,
security analysis afresh, and re-allocates his cash for the new portiolio

i outlook of -
portfolio,

Portfolio Performhnee Evaluation:

A rational investor would constantly examine his ci
return and risk. Measures for doing so must be deve
fisk-return positions must be compared with ce &;
the investment process, thus, acquires consid8 @
involved are quaatitative measurement of actuat
"against objective ncims.

tfolio both for average
ed. Alsd? the caleulated .
ardsticks or norms. This step in
bignificance since the tasks

K and return and their evaluation

Activity 3 SR . &

State whether the following statements are True or False :

i) Investment decisions are concerncd only with financial assets, Truc/Faise

i) When an individual favests he commits his funds with an .
expectation to obtain an adequate return. | True/Faise

ii) - A rational investor maximises his current and future wealth. | True/False

iv) 1Investors do not care for the ‘r_i:al rate of return’ and ignore :
inflation. _ _ * | Frue/False

v) All investors require an abnormal compensation even for low
levels of risk.

=
g
o
=
£
6

vi) [Investible funds have an opportunity cost which influences the

investor's required return. True/False 1n



vii) Some investors will not accept any risk whatsoever but solh'ne

others would be virtual *dare-devils'. Trus/False |
viii) Equity shares are less risky than debentures. | iTruef‘f'-‘ alse

|

Investment decisions to buy/sell securities taken by individuals and institutions are
carried through 2 szt of rules and regulations. There are markets—money and
capital—which function subject to such rules and established procedures and are, in
turn, regwiated by legally constituted authority. Then there are securities or financial

i.4 THE INVESTMEN'_I‘ ENVIRONMERNT

‘instruments which are the objects of purchase and sale. Finally, the mechanism which

expedites transfers from one owser to another comprises a host of intermediaries.
All these elements comprise the investment environmeat. Investors have to be fully
aware of this environment for making optimal investment decisions

Discussion in the following paragisphs provides a brief overview of the three
elements of the investment environmént viz., instruments, institutions, and markets,

) _ in that order.

i
1.4.1 Fipancial Instroments i

Finzncial assets or mstrumeats can
them into creditorship and ow
buyer's commitment. The descrip

differentiating the two ,.
Creditorship Secugities '

Debt instruments figMisf an evidence of indebtedness of the issuer to the buyer.

classified in a variety of w!ays, We will classify
hip¥securities on the basis of the nature of the-

it then be split into public and private issves -
ris of issuance, ;

N |
‘Periodic pa is of such instruments are generally mandatory and all of them

provide fd fevwentiyal repaiyment at maturity of the principal amount. Securities
may also be Sgld at a price below the eventual redemption price, the difference

he redempiion price and the sale price constituting the interest. For _
exarm Q buyer of a Rs. 100 bond/debenture may receive an interest at 6 per cent
for oneYear in one of the following ways: - g |

a) he pays Rs. 100 at the time of investment and receives Rs. 106 at the end of one
year, or b) he pays Rs. 94,30 at the beginning and receives Rs. 10{) at maturity i.e.,
he receives 6 per cent of Rs. 94.30 which is equal to the differcrice between Rs. 100
(redemption price) and Rs. 94.30 (issuc price). The latter arrangements are known
45 zero-interest bonds. The intercst amount in rupees measurgd as a per cent of the
par vatue of a debt instrument is known as nominal or coupon rate of interest. For
example, Rs, 28 payable per year on a debenture whose face/par value is Rs, 200
yields o coupon rate of 14 per cent per annum.

Debt instruments can be issued by public bodies and govcmme!ms and also by privaie
business firms. - I

Public Debt Instruments. |

Governments issue debt instraments for long and short periods. They are rated the
best in 1erms of quality and are risk-free. A common term used to designate them is

- pilt-edged sceurities’. The 182-day treasury bills issued by 11'1& Government of india

are examples of short-term instruments and !1.5 per cent Loan 2009 (V issuz) of the
Government of India, an example of long-term-instruments.State governments and

‘local bodics alsa issue series of loans and bonds. Banks, issurance, pension and ,

provident funds, and several other organisations buy governiment debt in compliance

‘with' their statutory obligations. Such debt instruments are usually over-subscribed.

: i
Private Debt Instruments :

They are issued by private business firms which are incorporated as companies under

* the Companies Act, 1956, Generally these instruments are secured by a mortgage on




the fixed assets of a company. Unsecured or naked debentures are now of theoreticat Nature sad Soupe of Ervastumnt
. importance. A very popular variety of such debentures is ‘convertible’ whereby either : o

“the whole or a part of the par value of a debenture is convertible (usually
automatically} on the expiry of a stipulated penod after i issue. The terms of
__conversion are stated in advance. There may be a series of conversions and while the
terms$ of the first conversion are invariably made explicit at the time. of issue:itself,
second and subsequent conversions are left to the discretion of the Conitrolier oi
Capital Issue with or without a ceiling as to premium or conversion.

Select Indian companies can now raise short-term funds by issuing a debt instrument -
known as Commercial Paper (CP). The Reserve Bank of India have issued detailed
guidelines in January 1999 in this regard. They are contained in “Non-Banking
Companies {Acceptance of Deposits through the Commercial Paper) Directives,
1989". The eligibitity for entering into the CF market is based on transparent norm
which companies themselves can readily assess. These conditions were relaxed in -
Aprit 1999, Companies bave been permitted to issue CP since J anuary 1990 and the
amount cutstandmg as.on August 24, 1990 was Rs. 188.00 crores in respect of 18
companies. The effectlve rate of mlerest ranged betwccn 11.87 per cent and 13.32
per cent.

Special Debt Instruriients |
With a'view 10 mop up rdsources and innovating the spectrum of debt-instruments,

two new debt insiruments.deserve a special mention viz., Public Sector Undertaking
(PSU) Bonds (Jong-terrn), and Certificates of Deposit (short—term)

The PSU bonds are issued to the general public and financial institution Ry public

s=ctor undertakings, usually, with tax incentives. Out of the total PS issued
in 1989-90, issues aggregating Rs. 2,657 crores were tax-free bgd coupon
rate of 9.0 per cent per annum. and Rs. 912 crores were taxah drest bonds with
a coupon rate of 13.0 per cent per annum. It is interesting to at a large

+ financial institutions. For example, PSUs floated 14 bon ‘for Rs. 2566 crores
_ in 1988-89 of which Rs 100 crores were for publi ription and the rest were
- privately placed. '

'Certificates of Depoms (CDs) were introduged in Jude, 1989. Commercial banks can
now issue CDs within a ceiling equal to t of their fortnightly average

proportion of PSU bonds is privately placed with banks%;u sidiaries, and
1

outstanding agpregate deposits (aé against t tlier ceiling at 1 per cent). On this
basis, the. banking system could issue CDs worth Rs. 3017.0 crores during the year
1989-90. The outstanding amount of CDs issued by 37 banks as on July 13, 1990 was
of the order of Rs. 2000 crores. The maturity of 3 months at the short-end and
one-year at.the long-end were generally popular with investors. Interest rates for
maturitics of 3 months ranged betweén 9.0 per cent and 16.33 per cent.

Ownership Securities

These instruments are called * equmes because investors in them get a right to a sh.lrc
of residual profits. Equity investment may be acquired indirectly or directly oreven
through a hybrid instrument known as preference shares. They are discussed in this
ordcr

Indirect Equities

The investor acquires special instruments of institutions who take the buy-sell

decisions for him. Such institutions are unit trust or mutual funds. An individuai who

buys unit gets a dividend from the income of the trust/mutual fund after meeting all
-expenses of management. The units can be only bought from and sold to the
institution (in the case of the UTI) at sale and repurchase prices announced from

time to time (on a daily basis). In the case of other mutual funds like the canshare

or even the UTI's Mastershare, sales and purchases can be affected through

secondary markets. The objective of trusts and mutual funds is to use their

- professional expertise in portfolio construction and pass on the benefits to the small -
investor who cannot repeat such a perforimance if-left alone to subscribe to equity
shares dlrectly N 13
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Direct Equities

The investor subscribes directly to the equity issues placed on the market by new
companies ot by existing companiés. If he/she is already a shat‘eholder of an existing

" company which enters the capital market for additional issue of eguny shares, spcl

an investor would get a pro fata right io subscribe, on a pre-emtive basis to the new :
issue. Such offerings are known as ‘rights shares’. Established companies reward their
shareholders in the form of ‘bones shares’ as well. They are given cut of the '
accumulated reserves and shareholders have not to pay any cash Fonmdcratlon as
happens in the case of ‘right shares’. For example, a company may announce a bonus
issue on a one-for-one basis, This amounts to a 100 per cent bonus igsue  (or, loosely
stock dividend) so that the number of shares held by a shareholdir after the bonus
would be doubled. The changes for an increase in the potential dividend income

" become very prlght and this would happen uniess the company imposes a
- proportionate cut in future dividends. Thus, a shareholder who held 100 shazes of

Rs. 10 each in a company got a dividend income of Rs. 200, the dividend announced
being 20 per cent. His shareholding after a 100, per cent bonus now llncreascs to 200.
Now, if the company maintaining the same rate of dividend as last year viz., 20 per
cent, the dividend income of the shareholder would go up to Rs. ‘400 He wﬂl of
course, get only Rs. 200 even after the bonus if the compdny prunes the dividend to

10 per cent,

A less popular instrument is called ‘preference sha:e It is n@;thtfr full débt nor full

.equity and is, therefore, recognised as a ‘hybrid security’. Such a shareholder would

have certain preference over equity-shareholder. They may relate to dividends,
redemption, participation, and conversion ete, The most common is with regaid to

“dividends which, when not paid for apy particular year, get accumulated and no

equity dividend would be payable in re until such accumulated arrears of
preference dividend are cleared. dividend rate on these shares is Jess than the

' one on equity shares. -

You may get an idea of the @ n issues of various kinds of i mst:Lsmcnts by public
limited companies in the no rnment sector from Table 1.1. = :

: Newhcapital issdes by mﬁ-Govemmem public llmited companies
' |
Equity Shares . - . Preference Sheres © | Debenturss

April-M " No.of Amount .. No.of Amount Nol of Amwunt
jssues  (Rs.Crs)  lssmes (Rs.Crs.)  lases {Rs. Crs)

6 758 884 . 9 1.2 85 TN
“1986-87 : 124 1067.5 3 -7 94 L555.7
1987-88" - 174 L104.0 5 69 a8 666,13
1988-89 .26 1029.2 6 33 75: 21324
1989-90 267 1206.2 4 79 133 51225

Source : RBI, Report on Currency & Finance, 1989-9¢ Vol, L Table 1X-2, p. 301,

Activity 4 ' '
Study Table 1.1 and fist out main trends and conclusions with regard to the size and
relative popularity of various instruments of finance.

e T L T L L L R LR LR

Activity

Visit your nearest stock exchange and list the shares which were bl-mg traded actively
on the day of your visit. Collect data withi regard to:the dividend aTd earnings record
of these companies. '




....._...-.-...-..,...;.....-.‘...-.u...uu...-u.....--.....--.-..s....-....,..-...,....-.-....-....' M“m‘m

T L A AR e r ey ALt r e ah e anntern e e ernre ras

..................... Fhrrare . bnan e e P

Acuvny &

You want to buy 100 shares of Bombay Dyeing inimediately at the best obtainable
price. Contact a broker and summarise your conversation with him on the subjzer.

1.4.2 Financial Intermediaries

Financial intermediaries perform the intermediation function i.e., they bring the
users of funds and the suppliers of funds together. Many of them issue financial claims
against themselves and use cash proceeds to purchase the financial assets of others,
The Unit Trust of India and Mutual funds, beiong to this category

Most financial mstitutions underwrite issves of capital by non-government public
limited companies in addition to directly subscribing to such capital eitheNgnder a
public issue or under 2 private placement. Table 1.2 presents-the patiegn of

absorption of private capital issues and focusses attention on the intermavjgion
function of financial institutions.

Tabie 1.2 : Undevwriting o private eapite! irrnes by ol i

{Rs. lakhs)
Hems/year ended March 31 w19 1987 1988 1989
© L Amovnt offerad 1o the public 33,30 56,39 GE9 8D ' 316,43 ma_a.‘m
2. Amount subscribed by
public other than
uaderwriters 19,15 \ 6559 623,63 26039 10143
3. Amount suhscribed by
underwriters (a+h) 13,84 27.83 833  g3.62 54,83 11,76
a) Asinvestors 682 17,24 209 44,42 18,19 —_
b} Asunderwritars 702 1058 6.23 1880 3664  ST.68.
4. Amount unsubscribed 31 — v 2,64 1.21 —_
5. Amount underwritten 052 5475 42,12 418,40 194,89 -_132.25
(5} as % of (1) . 91.7 97.1 36.8 0.6 616 9.9

The financial institurions engaged in interimediary activities inciude the Indusirial
Development Bank of India, Industrial Fipance Corporation of India, Industrial .
Credit and Invesimeng Corporation of India, Unit Trust of India, Life Insurance
Corporation, and General Insurance Corporation. Two institetions which hsve
broadened financial services activities in india deserve a special mention. They are:
The Credit Rating Information Services of India Ltd. (CRISIL}, and the
Stockholding Corporation of India Lid. {(SHCIL).

CRISIL was set up jointly by ICICI, UTI, LIC, GIC. and Asizn Deveiopment Bank

as the first credit rating agency in the country. li started cperations in January 1988 _
and has rated 101 debt instruments upto Maich 31, 1990. These instrument o y P
aggregated to a vaiue of Rs. 3093.4 crores. Out of these, ratings for ﬂginlﬁfﬂ”}?“%u Ace. Noy ( M ’“_61 70
covering a debt volume of Rs. 1887.6 crores have been accepted by theebide Class No: "
companies and are in use. CRISIL ratings provide a guide 4o investors as to the risk :

of timely payment of interesi and principal on 2 particular debt instruments. It o

provides raiings for debentures, fixed deposits, short-term instruments and "
preference shares on receipt of request from a company. Ratings reldte to a specific

instrument and not to the company as a whole. They are based on factors like industry

risk, market position and operating efficiency of the coinpany, track record of 15
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management, planning and control system, accounting, quality and fmancial
flexibility, profitability and financial position of the company, d its liquidity
management. CRISIL ratings are expected to improve the maragctability of debt

instrument of the company and consequently its fund-raising capability.
. |
The SHCIL was sponsored by IDBI, ¥FCI, ICICI, UTI, LIC, GIC and IRBI to

introduce a book entry syster for the transfer of shares and other types of scrips
replacing the present system ‘that involves voluminous paper work. The gorporation

‘commenced its operations in August 1988. SHCIL received delivery instructions for

purchase and sale of s¢curities of Rs. 345 crores in 1989 as agains 'Rs. 110 crores in

the previous year. Commencing its operations with UTH, SHCI| has now extended
its operations tc GIC, LIC mutual fund, and New India Assurance Co. Lid. The
Corporation started its depository in Bombay. This has a capao'ity to store about 78
lakh securities. Computerisation of operations is well on way and|electronic transfer

of scrips through a Central Securities Depository (CSD) is shortly to be taken up.

Securities markets can be seen as primary and secondary. The primary market or the
new issues market is an informal forum with national and even international
boundaries. Anybody who has funds and the inclination to invest in securities would .
be considered a part of this market. Individuals, trusts, banks, miutual funds, financial
institutions, pension funds, and for that matter any entity can participate in such as

. market, Companies enter this market with initial and subsequent issues of capital.

They are required to follow the giideline prescribed by the Controller of Capital’
TIssues from time to time unless theyNgre expressly exempted from doing so. A
prospectus or 2 statement-in-lie@\of prspectus is a necessary rpquirement because
this contains alt material informati®h the basis of which the|investor would form
judgement to put or not t @- money. Concealment and misrepresentations in -

these documents have serigy gal implications including the arj‘mlment_ of the issue.

Some companies w the primary market by using their ‘in house’ skill but most
of them would employbrokers, broking and underwriting firms, fissue managers, lead
managers fo, ningand monitoring the new issue. New guitielines issued by the
Securities ¢ e Board of India (SEBI) now require the| compulsory
appoingment oNg registered merchant banker as issue manager where the amount of
the sue exceeds Rs. 50 lakhs,

Seconda® markets or stock exchanges are set up under the Securities Contracts
{(Regulation) Act, 1956. They are known as recogaised exchanges and operate within
precints that possess networks of communication, antomatic inﬁomwtion scans, and
other mechanised systems. Members are admitted against purchase of a membership

- card whose official prices vary according to the size and senimjity of the exchange.

Membership cards generally command high unofficial premia berause the ‘purmber of
members is not easily expandiblée. Business is transacted on the trading floor within

" official working hours under thz: open bid system. Methods of recording and

setilement are laid down in advance and members are obligated to folfow them.
Arbitration procedures exist for the resolution of disputes. Mgst active SCIpS are
traded with a mechanism to use the clearing house for the sciilement of cross deals.
The spirit of law is te discourage speculation but modest carry forward is not
supposed to be frowned upon. In India; we have recognised siock exchanges at
Bombay, Calcutta, Madras, Belhi, Bangaiore, Hyderabad, Kaﬁpur, Indore,
Ahmedabad, Cochin, Jaipur, Ludhiana, among others.

“The volume of business transacted at the floors is often too inadequate. _
Censequently, enormous deals take place outside the floors and during off-business -
hours. They are known as ‘kerb’ deals. In view of the vast flows of transactions and

an astronomical increase in equity-hoidings, demands are being made for multiple
exchanges 0 replace the erstwhile convention of ‘one-state-one-exchange’. '

| . .
The small investor is anfairly handicapped almost invariably. M(i)reovei_', the existing
recognised stock exchanges work ondy for limited hours and evetf'if they organise odd . |

lot sessions Hieir business, by and large /remains centred on ihe ‘masket jois’. The

: demand for an cver-the-counter market has beén keenly felt and the Government of

India approved the creation of an GTC market in August 1989. This would help in -
introducing 2 multi-tiered market in the country.




The regulatory mechanism is also under a thorough overhaul. The Secuntles and '
Exchange Board of India (SEBI) is now to take over the rcspon51b111t1es of
monitoring and controlling the stock market operations, new capital issues, working
of mutual funds and merchant banking subsidiaries of banks. The capital market
developments may take it to a new era of self-discipline, umtary control, and .
progressive automatlon : :

1.5 SUMMARY

Security analysis and portfolioc management is emerging as widely practised .
profession and an extensively researched theoretical domain. The foundation of the
basic knowledge in the area goes to the basic concept of investment. An individual
who saves operates under the stimulus of expanded future wealth. This makes him
forego current consumption and apply the resources saved to avenues which add to
his wealth at a future moment.

The fundamental investment decision is never premiséd on the liraitless pursuit of

extraordinary wealth. This would never be possible as the investor would be exposed

to tremendous risk. Much cf what he invests would, therefore be a trade-off between
risk and retum.

A recent development in investment management is the perception of an investor
that he/she would not hold an asset in isolation. “The portfolio’ is his major concern.
If he/she can skiifully construct one for him/her, it is fine. But if the requi
and expenence does not exist, services of profess:onal experts known ag sec
otefitial

gains would be compared before ‘seif-service’ is dispensed with.
constructed would be continually revised and evaluated for their
terms of risk and returns.

Portfolic management acquires ant added significance in a Nic investment
envirenment. Many new and innovative instruments opelling up as investment
alfternatives. A number of specialised institutions ar ing.” And the nucleus and
the reach of organised securities markets are being ex - Regulatory mechanisms
are being streamlined and rationalised. The rate Sector appears abuzz with
activity now when the era of the de-regulatio n opened up. All'these add up
to # scenario when investment is accelerated a ading systems stramed. Thesc
“ppear to be the future challenges of investment management.

1.6 KEY WORDS

Ex ante ¢ Before event or fact.

Expected return ;: Ex ante return on an investment.

Ex post ; After the event or fact,

Ex post return : Actual or realised return or an investmént.

Financial Assets : Documentary evidence of ﬁnanc:lal claim of the holder, say of
shares on debentures, over the issuer.

Financial intermediation : A function which brings the savers and users of funds
- together, usually performed by specialised agencies and institutions like banks and
underwriters for an agreed/stipulated commission.

Investment : Commitment of funds for a period usually exceedmg one year in~
expectation of a required rate of return.

Investment decision : The decision to acquire, hold, or dispose asset by rational and
risk-averse individuals/organisations.

Marketable securities : Financial claims which are tradeabie in orgamsed markets at
the best prices.

Portfolio : A collection of two or more assets, generally employed in the context of
financial assets. '

Nature ant Scope of Investment
) Decislons
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Portfoho construction : Bulldmg upa pol‘tfﬁll() of financial assetslwnh considerations
of selectivity, timing, and diversification or raising a portfolzo with rational selection
criteria, at the right time, and in a way that the risk is reduced to the minimum for
a given level of expected return. :

Portfolio revision : A review of an existing portfolio in the light of changes in
risk-return dimensions.

Portfolic evaluation : Assessing the performance of a portfolio bn ihe basis of some
aptly developed norms or yardsticks. :
Real assets : Physical assets held to perform an activity with an ex:pec(cd income/pay -
off profile.

Real:sed return : The pay-off rate on an investment which occurs, after an event/fact
., the actual return. ;

Risk : The probability that the realised return would be dnfferent|from the anticipated
return on an investment.

Risk-averse investors : Rational individuals who a-'void risk and demand a
compensation for assuming risk. |

Risk-free rate of return : The monetary rate of return obtainable on financial assets -
with zere probability of default on principal and periodic paymen|ts, €.g. government
or gilt edged securities,

Risk-return trade-off : An approach to investment decision-maﬁing whereby the
utility/welfare maximising individuals acquire assets in a way that their returns are
maximised for given levels of risk og risk is minimised for given level of return.

Security analysis : A methodology whigeby forecasts of fin:inmﬁl variables like
earnings, dividends, cash-flow are for individual securities, (i.e., micro level)
or for securities as a homo s industry group (macro-level) 1|asm e elthcr past data
01 a discounting »pproact K '
Securities market : Qrganisc®nd récognised trading centres where financiai claims
bought and sold as blished rules and procedures.

Zero-interest
explicit but

ads : edltorshlp securities on which a coupon rate is not made
27 ensatlon is provided through a discount or|1 the purchase price

|
1.7 SELF-ASSESSMENT QUESTIONS/EXERCISES
|

1 ' Define investment. |

2} Describe the steps involved in the investment process.

3} Briefly explain the problems of selectivity, timing, and diversification in portfolio
~ construction, |

- 4) Distinguish the following : o |

a). Financial asset and real asset |
b) Risky investment and risk-free investment i
¢) Debt instruments and equities :
_ d) Recognised stock exchanpe and over the Counter Marflcet
3) Define the following terms : |
a) -Risk . !
b} Coupon rate L '
¢) Zero-interest bonds
d) Bond-rating
" e) Depository functions : !

6) State and explain the effect of changes ir investment environment on invistment
decisions.

7) Why should portfolio be continually evaluated?
8) Tick the correct alternative in the following :

a) AM risk-averse investors crase, for maximum wealth, Yes/No f




b} Risk is the probability of actual return diverging from
expected return. .

g
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¢} Kerb trading is trading activity on the ficor of recognised.
stock exchanges.

d} A non-member cannot operate on the trading floor of
recognised stock exchange. : :

-t
2
Z
=]

e)' Preference shares are equities.
f)  All public sector bonds provide tax free interest.

g} CRISIL provides comprehensive financial consultancy to

those who approach it. alse

h) Financial institutions do not directly subscribe to the shares
-and debentures of companies. : True/Faise

i) A registered merchant banker must be appointed as a
manager for a new issue exceeding Rs. 30 lakhs.

i) An ex ante return is the return which has been
planned or expected.

9.
e
e
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Answers
" Activity 1

Ans. Since the flat is being used even in the present, the case appears to be one of
partially postponed consumption. However, the bulk of the consumption is in
future and hence postponed. Further, the situation can be clarified by exposing
the couple to the alternative of renting alarge independent house for one year

{or a sum equal to the down payment (Rs. 75000/-) and the annual mortgage
payment (viz., Rs, 2250 X 12 = Rs. 27,000/~). It can be clearly seen that the
alternative of renting (not investing) promises a lavish current consumption
which gets substantially reduced when an ownership flat is acquired.

" Activity 3
i) False iiy True = . iii) True iv) False

v} False vi) True vii} True viii} False

_-Answefs to Self-Assessment Questions :
Q. 8 a) No “¢yNe =~ & No’ g) False i) Yes
by True ‘d) Yes ) No h). False  j) Yes
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" The objectives.of this unit are to:

‘Structure
‘2.1 Concept of Investment Risk
'2.3  The Interest Rate Risk Factor

2.5 ‘The Inflation Risk Factor

" Rs. 10 Colgate Equity shares {60% dividend in 1990-91)

. the market prices.

UNIT 2 COMPONENTS OF H\IVESTMENT
_ RISK | |

Objectives

# explain the concept of risk and gencsns of total investment fisk

~ @ pinpoint the distinction between ‘systematic’ and ‘unsystem tic’ risk

. underlme the factors that specially affect nsk in investment in eqmty shares

2.2 Evolution of Risk Connotations .
2.4 The Market Risk Factor

2.6  The Default Risk Factor

2.7 The Management Risk Factor

2.8  The Liquidity Risk Factor-

29  Summary ' -

2.10 Key Words

2.11  Self-Assessment Questlonstxemses
2.12 Further Readings
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crossiterms like ‘risky assets’, ‘risk-averse investors’, ‘risk-free rate’.
. The discussion in Unit 1 only used the word ‘risk’ i in different
contexts but not explain the phénomenon behind it Thls is sought to be done.
HOW section of the present unit.

Jn fact] word ‘risk’ is common vocabulary and is widely used in the world of
investments. It would be no exaggeration to state that no investinent decision can be
analysed and taken without taking the riskiness of the alternative ‘into account. For.
example, notice the following alternatives:

Rs. 100 11.5% 2015 Government of India Loan :
Rs. 200 14.5% 1995 TISCO Non-convertible Debentures

Government system does not fail and interest payments as well as principal

" It is to state the obvious that the Government Ldan would BaEe zerd risk since the .

‘repayments are absolutely assured. In the case of TISCO debentures, there are

protective covers in the form-of corporate assets and connnugg good financial

. performance but there s a chance of bad peiformance and possibility of defaut. The
- Colgate equity is quite a risk-borne alternative. There could be spells of good

performance and spells of adverse results too. You will observe the returns of the
three securities moving in this order only viz., 11.5%, 14.5% and 60%. The greater.
the risk the higher would be the return, other things remaining the same. You may

note that the ranking by, risk-class given in thiséxample is based on issue prices of

price will diverge from the issue price on maturity considerations, for the debenture

the three securities. Except in the case of the Government L}fm where thé market
and the equity cases, risk perceptlons of mvestors will keep

anging and so will be

A very generalised conception of risk hasits origin in deéision-making. 'v_vhi;:h, in turm,
relates to some future time period: A decision would be centredlon some event whaose

future outcome would not be, perfectly predictable. Such a situation creates
" conditions or risk. For example, a manufacturer prepares a schedule of supplies to

h:s overseas buyers Wh:le 0 doing, he has estlmates of avail bilit_y' of shipping




capacity, -Now, there may be a war and ships are ‘cither engaged in movmg war Components of Investment Rish
supplies or suspend their voyages to avoid war risks. Such a contingency is difficult ' '

to predict and creates risk for the manufacturer. Of course, there is chance that there.

is no war-and he honours the delivery schedule completely '

You wifl observe that availability of prior information about future is critical for
rational decisions. Three situatjons can be broadly identified. On one extreme is the
availability of complete fore-knowledge. This cas¢ of sure knowlédge is known as a
situation of certainty. The othér extreme is a case of no knowledge at all. This is
recognised as ‘uncertainty’. What lies between the two extremes is all the risk zone.
A decision-maker has te grapple with this zone most of the time. -

~ Two elements in the concept of risk as applied to the world of investment and finance’
deserve attention. One, risk in the investment sense is associated with return. A
person buys a financial asset with expectations of a return. The investment decision
would be premised on an ‘expected reéturn’ which may or may not actually be realised.
The chance of an ‘unexpected’ or “adverse’ return weuld be the risk carried by an
‘investment decision. For example, you buy a Colgate share at Rs. 370 expecting a -
.dividend of 60% in the coming year and expecting the price to rise to Rs. 450 in a
year's time. You are basing your decision to buy on a return of Rs. (450 3?'0)+6 0 =
23.2 per cent. 370

Now, the price may rise only to Rs. 380 in which case the actual return downs to a
bare 4.2 per cent, if the company comes out with a dividend of 60 per cent ona Rs.

10 equity share. Shoutd the di -idend be pruned to, say, 40 per cent the return would
further fall to 3.3 per cent. The other point to be stressed about investment risk is
that it is generally considered synonymous with uncertainty. The investoNgs most of
the time dealing with uncertainty and yet figuring out his subjéctive prd‘;bmks for
the expected return. The risk-zone in which the investor moves is char: ed by
‘stochastic knowledge’ and his beliefs about the expected return gfiablg him to work
out a probability distribution of possible outcomes. This is illust @ the paragraph
that follows. - o

Assume that you are interested to buy 1000 equity share%ots Co. (India) Ltd. -
The market price on October 1, 1991 of a ten-ru are ¥ Rs. 200. The highest
prices were : 1988-89 Rs. 135; 1989-90 Rs, 146; a Rs. 235, You expect the
price to go up to Rs. 250 within a year of your pur®yase. The company paid the
following dividends : 1988-89 23%; 1989-90&0%nand 1990-91 32%. There has been

a liberal record of five bonuses in the past, @ st bonus being in 1987-88 in the
tatio of 1 : 1. This information enables you to¥igure an expected return of 26. 6%
assummg that the company will maintain the dividend of 32% in 1991 92 and that the
price at the time of your sale will be Rs. 250.

“You must note that you are using past information to work out your expected return
of 26.6%. This must, however, be appropriately modified for changes you expect
would affect the company during your holding period of 1 year.

Ancther point requiring attention is that your figure of expected return is a single
estimate. Since future is uncenain, you may have to examine the probability of
several other possible returns. Thus, the expected return may be 20%, 30%, 35% or
10%. Now, you will have to assign the chances of occurrence of these alternative
‘possible returns on the basis of your mformauon and subjective beliefs. For example,
you expect as follows

X ' o : PX)

* Possiblereturn . ¢ " Probability of Ocrurrence
10% - ' ED
20% o 20
26.6% : 30
C W% . _ - .20

35% _ _ _ _ .10

Youare clearly now not working on a point estimate. That is one of the five sets of
outcomes you have generated. The table above is known as a probability distribution
and you can use it to have an insight inte the riskiness of your proposal to buy 1000 : Y
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‘Boots shares. The procedure would be as follows:

'i) Estimate the expected value of the five possible outcomes. lf the possible returns
are denoted by X; and the related probabllmes by P(X), the. e)Fpected value EV

would be : EX,P(X,) Ip words, it is the sum of products of pbssnble returns with
i=1

their respective probabilities. This would be : .10(. 10)+ 200200+, 266( 50)+
30(.20)+. 35(;10)=.01+. (}4+ 133+.06-+.,035=.278 or 27. 8%{

il You will be in a position to have some idea of risk by estimating the variability
of. possible outcomes from the expected value of outcomes you have estimated
in (i) above. A statistical procedure used for the purpose isthe calculation of
standard déviation which is given as follows :

o= \/ f}{(&—EV)’*P(&)l |

wisaw ‘o’ denotes siandard deviation and all other terms as'm (1) above The
table below provides the required calculations: .

[ . i
Passible -Probabillty  Products Deviations Devhtlrm (x.sxv.)’r(xg

Returns . Squared _

{n ' (k]! ()] & ()

X P(X;) (xR) " (X~EV) X-EVY  (OIx®

100 .10 010 —.178 2 0032

200 20 040 - 078" 006 0012

266 .50 133 -0z . 000 00005

.300 20 - @ 022 0005 | L0001

350 10 ) 072 0052 ' 00052
—  — ' | _

. EV = XP(X)= 3 _ _ | o’ = 00507
o =,/ 0056

iif) Calculations in (ijand (u) can be repeated for several alterpatwes and if the
investor’ tivelis to minimise risk, the one with minimum standard deviation
can be se! ou may note that squared standard deviation (o®) is known as

‘vag‘ ce’ amd is an equally useful measuore of risk. Furthelj interpretation of
0

v r standard deviation can be refined by introducing the concept of
‘n urve’. We don’t extend the discussion beyond basic fundamentals in this
unit, : -

e . S
The standard deviation or variance provides only a measuse of ftotal risk which may
now be defined as the probability or chance that the actual outcome from an
investment will differ from the expected outcome. Obviously, investors would .-

perceive risk only when the actual outcome can be less than the expected outcome!
Also, the more variable the possible outcomes or the broader the range of possible

~ outcomes greater will the risk be. ) |

Activity 1
Write one sentence answers to the following qu‘.stmns |

a) How many posmble refurn outcomes could be estimated f0r| a Government
security?

R R I R N T e




. . : Components of Investment Risk
€} Define risk, : _ _ o

Activity 2 e

Please look up thé-';_]i:grfmmance Indicators® data in any Monday issue of Economic
Times {(a daily financial newspaper). Pick up any share and work out its possible

- return {not expected returnysing the information available. What additional
information you need and how would you get it for estimating the ‘expected return’?

2.2 _EVOLUTION OF RISK CONNOTATIONS R

Section 2.1 has introduced you to a procedure of measuring investmc@hich
has emerged as a standard approach. It may be of interest for you tghkgow th¥fthis
-concept and its later refinements have evolved aver a tithe-period m early years
of the present century analysts would use financial statement data R 3 fluating the
risk of securities of a company. The broad indicators use _them was the amount
of debt employed by the firm. Their rule was : ‘the higher ount of debt the
greater the riskiness of securities.” Graham Dodd andaCott!& who are considered
pioneers of ‘security analysis’ as a discipline laid em Qg ‘margin of safety’ as a
measure of risk in the 1962 edition of their monumdal work titled ‘Security
Analysis’. They were of the view that secur@ysis must calculate the ‘intrinsic

- value’ of a security independent of its mark . According to ‘them, ‘intrinsic
value of a security would be a security analyst’s judgement based on its earning
power and financial characteristics and without reference to its market price. The

, difference between ‘intrinsic value’ and *market price’ was called the ‘margin of
safety’ and the rule used for assessment of risk was : ‘the higher the margin of safety,
the lower the risk,’ '

-

‘Graham and Dodd not only concentrated on the individual security but also
recognised the importance of its contribution to the risk of a well-diversified
portfolio. It must, however, be mentioned that what brought the concepts of risk for
a portfolio and a security under a clearer focus was the work of Markowitz and the
later development of the capital asset pricing model (CAPM). You will know more

~about these developments in the area of investment risk in Block IV. In case you
liked to know about the original underpinnings of the work done by Markowitz, you
may please refer to his classical article published in the March 1952 issue of the
Journal of Finance with the caption, “Portfolio Selection”

Several measures, other than the standard deviation discussed in the preceding
section, have been used to Jmeasure risk viz., range, semi-variance, and mean
absolute deviation. But standard deviation has been aceepted in general because its
knowledge permits probability-statements for most types of distributions. William
Sharpe observes as follows in support of the measure ; “The standard deviation of a
portfolio’s return can be determined from (among other things) the standard
deviations of the returns of its-component securities, no matter what the distributions.
No other relationship of comparable simplicity exists for most other variability
measures.” (Emphasis ours.) (See : W Sharpe, Investments, lnd. ed., 1981, p. 121).
“You may note that the risk of a portfolio is not just the mathematical addition of the

| risk of each of the individual securities that comprise. You may further note that
where the portfolio is well-diversified, portfolio risk would be less than this
mathematical total. _ .23
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You would have also come across a staternent in this unit that the standarcl dewatlon

measures the total risk of an investment. The later developments, in the theory of
investment risk decompose this ‘total’ into several of its componepts. And this cari be
done in two ways : one, dividug 10tal risk into systematic and unsystematlc risk; and
two, dividing total risk into parts each of which has an origin in some causal force.
Obviously, the first part of the decomposition exercise is broad and has refation to
the market. This will be briefly explained in this section only. The second part of the

exercise relates to the factors or causes which produce risk in investments. All the

_ remaining sections of this unit will devoté attention to.each of them separately.

The division of total risk into ‘systematic’ and ‘unsystematic’ or ‘non-systematic’ owes
its origin to developmeants in the area of portfolio theory. Sounl,es of risk that cause
variability of returns may be perceived as belonging to two general classes : those
that are pervasive and affect all securities though in varying degrees ¢.g., inflation,
interest rates, market sentiment etc., and those that are specific to a particular
security e.g., financial risk or busmess risk. When varability of returns moves with
the market it is recognised as ‘systematic’. Firms cannot eliminate such a risk and
they are of major concern to the investor. For example, when prices rise, ail firms
would be affected in terms of their costs and realisations which, i turn, would affect
variability of returns. This will be a market phenomenon and would tend to stay for
all. The investor would demand compensation for this risk component in figuring out
his expected rate of return. On the other hand, when variability of returns occurs
because of firm-specific factors like the failure to obtain a presfigious overseas
contract, or-a higher exposure to the risk of default in payment of interest charges
and debt obligations, the risk is termed ‘non-systematic’. A moment of thinking will
make it clear that once you are abldNo identify such specific factors associated with
individual firms you can always%gild @p the portfolio of your investments in a way

- that this risk compenent is geutra to zero. If a bad security exists in your

investments and you cany ose it off immediately, you may acquire another
security which is strongerfgnd does not suffer from the same weakness as the “bad
The resulpgvould BE a balanced portfolio yielding stable retarns over your
' wrifolio is also known as a ‘dwersmed portfolio’ and the

The two co of total risk are additive and the following felationship'prevails :

Tota =Systematic risk+Non-systematic risk

Activity
Indicate whether the following statements are True or False |

a) Margin of safety is the difference between intrinsic value and market
5] ¢ [/ U |

b) Standard deviation is a better measure of risk because it can explain ail
iStribULtIONS ., .c.o.eee e |

¢) Total investment risk cannot be calculated by absolute mean deviations

.d) Systematic risk can be eliminated ............... |

I
e) ~ A government security, a bond, and an equity share cannot form a
portfolio ..................

f) Inflation creates diversifiable risk ...............

g) A diversified porifoho consists of securities which yleld max:mum
returns ........ v |

2.3 THE INTEREST RATE RISK

|
Securities produce cash income streams over future time periods. They are
discounted by the market to yield present values which influence prices of these
securities. This is a continuous market process and whenever the discount factor or
the cash stream changes, prices alse change. Interest rate risk: arises from variations
in such rates which cause changes in market prices. It can be seen that a rise in market

interesi rates causes a decline in market prices of securities ahd vice versa.




~ The tlme-penod over which the cash income is rcoewed also affects market prices of Compopents of Investmeat Risk
~ securities. Thus, given the total cash income, the longer the time span over which it
¢ is received the lower the present value and the lower would be the market. pnce

These effects are illustrated below

Nlustration o
Assume a Rs. 200 14% secured non- -convertible debenture for five years. The markel
interest rate (as against the 14% coupon rate) is 15% and rises to 20%. Show the

effect on presem values if the period of interest payment is stretched away by one
year, igmoring Tepayment of pringipal..

Dt L 14200) - S0 for & veans
PV at 15% - E LI = 28XBVIF at 15% for 5 years
‘= 28x3.3522=Rs. 93.86
e 142
PVatzo%_fgml ZSXPVIFat 20% for § years,
= 28x2.9906=Rs. 83.74

c15 o= O, 28 28 28 28 28 |
PVat15% - 115 (1 15)1+(1 15)3+(1 15)4+ . 15)5+(11®

{When payment
stretched away ‘= 0421.17+ 18.41+16.01+13. 33+12. 10

byoneyear)  =Rs.81.02 , O
L 0., 28, 28 2. 28 28 .

PVat20% = =q5+ + o2 #
'(Wl?en'ﬁﬁyment 12 @ Ay ay - ay

- stretched away = 0+19.444-16.20+13.50+11.25+9.38
by one year) = Rs, 69.77 o Q~

The first part of the solution shows that the p; Walue of the annuity of Rs. 28
. declines from Rs. 93.86 (at 15%) to Rs, 83.74- e discount rate rises to 20%.
And when the period of payment of the same five annuities of Rs. 28 each is stretched
away by one year present values further decline to. Rs 81.02 and Rs. 69.77
© respectively at the two discount rates.

In order to assess the effect of stretchmg, notice the difference between two sets of
present values using discount rates of 15% and 20%. For the fivé-year period, -
difference between the PV at 15% and that at 20% is Rs. 93.86—Rs. 83.74=Rs. 10.12; -
while for the six year period, this difference amounts to Rs, 81.02—Rs. 69.77=Rs. 11.25.
The magnified difference is due to stretching or duration.:

It can now be stated that the market prices (or present values) of securities would be

: mversely related both to markct interest rates (or yleld to maturity) and duration.
You will recognise that the interest rate risk is the price fluctuation risk which the
investor is likely to face when interest rates and/or duraiion of interest’ ‘payments
changc -

With a view to avoid the mterest rate and duratlon risk, the investor, may like to
investin short-term securities. Rather thanbuying a 5-year debenture he may buy a.
one-year security every time the carlier one-year security matures. This strategy,
though successful in reducing the interest rate or the price fluctuation, would possibly
. expose the investor to another risk. Even the coupon rates in successive short-tern
© _securities may vary and the range of variation may be wide tco. ‘What the investor-
would now encounter is the ‘coupon rate risk’. It will be the constant endeavour of
_investor 1o weigh between the interest rate risk and the coupon rate risk while
keeping funds invested over his holding perlod :

You would have noticed in out discussion of financial instruments in Unit 1 that
interest payments on bonds and debentures are contractual payments and the _ 25
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"increase at a particular point 0
.funds from, say, the lowkg

“in favour of first-

.it'reachies another trough. This phase from the *peak” to next tr

. the midst of a bear phase and fall when there is a bull phase

company can be sued for default. Cumilative preference dividends must also be paig
to avoid trouble from.preference shareholders. Equity dividends can always be
skipped if the company is in deep financial troubles and a djvidend payment would

_hasten insolvency, Insuch a situation the cash dividend yield will be much more risky

than the coupon vield en debentures,

Interest rate risk varies in degree for different financial assets, Historical data reveals

. that average dividend yields of equity and preference shares flch(ualed together with

the average market interest rates of debenturizs over a period of years, even if there
were some differences. For example, equity shares will have t%e lowest average yield
because many companies do not pay high levels of di\.riclendI and investors obtain a
large part of their returns in the form of capital gains. In contrast, pr :ference shares
have high average yields because they are a bigger insolvency risk than debentures.
The fact that various yields fluctuate together in spite of\theserifferences shows that
all securities have some common interest rate risk factor. it mpst, however, be noted
that even if the present value model remains relevant for all securities, prices of
preference and equity shares do not change exactly together with debenture or bond
prices because the former face default and management risks more than bonds and
debentures. Thus, the interest rate risk is the maximum in Bonds and debentures
followed by preference shares and equity shares in that order.

Di'versifiable. vs. Non-diversifiable Interest Rate Risk

When all interést rates move together, they are correlated. This makes interest rate
risk systematic or non-diversifiable. It is necessary to point éut that.market forces
bring about this tendency of all Mygket interest rates to get positively correlated. It
may happen, for example, th%mand for funds from fjrst-grade bonds may

i ' relative to the supply of a loanable funds by

will push up interest rates and|will attract suppliers of
% bonds market. But then the ]ov(-grade bonds market.
will get a position of dis-eWifibrium and shortage of loanable funds due to withdrawal
nds will push interest rates on low-grade bonds. Many such
actions by i roduce systematic trends in markets a, bamng some

investors in such bonds

In thg midstNgf a state of positive correlation between market rates of interest may
,@ particular firm which, say, faces a deep financial cns?s artd needs fuirds
> @ y 10 avoid closure. Bonds and debentures of such a firm would not be

_ purchaSed except at higher interest rates. This may go against the genera! trend of

interest rates to decline and will be.known as a situation of unsystematic action.

" Investors may purchase these bonds and debentures to dlverSIfy thclr portfohos which

otherwise comprlse only normal bonds and securmes

2.4 THE MARKET RISK.-

Market risk arisés because market prices in general move up or down consistently for
some time periods. These movements canbe observed on a grzllph which plots daily,
weekly, or ‘monthly shifts in a market index like the BSE Sensitive Index (based on
price quotanons of 30 most active specified shares) or the BSE National Index (based
on price quotatron of 100 active shares)

Broadly two mutually opposite patterns in Index movements can be noticed and their..

index rises fairly consistently from a low point called a trough and continues 1o rise

for asignificant period of time, the ballmarket is said to have arrived. A bull market

will end.when the Index reaches a market peak ¥nd begins tbtle downward trend till
ugh is called the bear

-duration observed. One of the patterns is known s bull maéFel When a secnmy

market.

You may notice that the duratlon and coverage of both bul] and bear markets are
‘on an average’. In actual practice, there may be days, weeks, and months within a
particular, say, bear phase when the Index rises. Likewise, there'mdy be some

individual shares which may oppose the particular phase i.e., their prices May risein




Studi¢s point out that bear markets are shorter in terms of average life than bull
markets. It is beirig hypethesized for the US market that their were about twice as
“many bullish months as bearish months. Such a hypothesis,would appear to be true
for all those markets where the market prices show a long-term upward trend '

Market risk is demonstrated by the increased variability of investor returns due to
alternating bouts of bull and bear phases. Efforts to minimise this component of total
investment risk requires a fair anticipation of a particular phase. This needs an
understanding of the basic cause for the two market phases.

It has been found that business cycles are a major determinant of the ummg and
cxtent of the bull and bear market phases. This would suggest that the ups and downs
in securities markets would follow the cyle of expansmn and recession in the natlonal
€conomy.

A bear market triggers pessimism and price falls on an extensive scale. There 1is
empirical evidence which suggests that it is difficult for: mvestors to avmd losing in
bear markets. Of course, there would be exceptions.

The question of protection against market risk naturally arises, Investors can-protect

their porifolios by withdrawing invested funds before the onset of the bear market,
A simple rule to follow would be : ‘buy just before the security prices rise in a bull
market and sel] just before the onset of the bear market’, that is, buy low and sell

high. This is called good investment timing.

A very mterestmg study by R, Piccini was reported in the July- August 1980 issue of
. Financial Analysts Journal. Thirteen recessions were exarmined in this study to .

determine the time that normally elapses between a market peak and the onsetgf a
recession. Although the durations of bear markets and recessions differ qthe stgdy
makes the following observations as hints for investment timing. First obs8gagion
was that, on an average, 1 to 3 months before a recession starts is #*fag
an investor to sell common stocks. The second hint advises an inves @ ai
months after a recession starts and thenthink about buying common Mgk i
to benefit from the next bull market. By this time, the market will be down:
11 per cent from where it was when the recession started. ‘

Market risk as pointed out earlier is also classed as ic and non-systematic,
When a combination of systematic forces cause the m¥jority of shares to rise during
a bull market and fall during a bear market, a sjpffa¥ion called systematic market risk
is created. As already noted, a minority of secu uld be negatively correlated
to the prevailing market trend. These unsystem securities face diversifiable
matket risk. For example. firms granted a valuable patent-of obtaining 2 profitable
additional market share. by the bankruptey of a tough rival may find its share prices
rising even when overall gloom prevails in the market. Such unsystematic price
fluctuations are diversifiable and the securities facing them can be combined with
some systematic shares so that the resulting diversified portfolio offsets the systematlc
lusses by gains from the non-systematic sccunnes

2.5 THE INFLATION RISK

Inflation risk is the variability in 1he total purchasing power of an asset. It arises from
the rising general price level. The interest rate on bonds and debentures and dividend
rates on equity and preference shares are stated in money terms and if the general
price level rises dusing some future period the buying power of the cash interest/dividend
income is likely s be received for that period would decline. And if the rate of
intlation"is equal to the money rate of return. the investor does not add anything to
his existing wealth since he obtams 4 210 rate of return.

Many investors believe that if the market prices of their financial assets increase they

are financially better off in spite of inflation. Their argument is : ‘after all money is

increasing’. A moment’s contemplation woutd confirm that this is nothing but ‘money

illusion’. Consider, for instance, a situation when the market price of a’security you .

are holding doubles and the general price level increases four- foid. Would you say
that you are richer simply because your command over money doubles by selling the

security. But you can’t dismiss the fact that your command over ‘goods and services

Components of Investment Risy .
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in such sit

(which is the.é_vemual objective of all investment decisions) jhas declined due to a
four-fold rise in prices in general.

The money illusion is partly rectified by obtaining real rates| of return

(interest/dividend cash income + capital gains) which are equivalent to the inflation- ‘
adjusted monetary or nominal rates of return. If the real rate of return is denoted by -
R,, inflation rate by g, and nominal rate of return by R, then: 5
o L0+r |
R, = 1,0+q

For example, a Rs. 300 debenture earns a coupon rate of 15% per annum. Inflation
rate expected in the coming one-year period is: 12%. Then the real rate of return
would be :

-1

R = 195 - 1=1.027~1=.027 or 2.7%:
You may notice the drastic fall in the real rate of feturn to 2.27% from the coupon

rate of 13% due to inflation rate of 12%.

~ Again, an equity share of Rs. 10 promises a dividend of 20% and you expect the '

price of the share to rise from the current level of Rs. 60 to Rs. 80 in a year’s time.
Inflation during the next year is estimated at 14%. The reai rate of return would be :

Rs. 80—Rs. 60-+2.0

MNominal rate (R)_.= Rs. 60 = 36..7%
Real rate of =14 ~1 = %91677 -1
Retumn (R,) S
: 1 =.199 or 19.9%
The above examples cl ghlight the effects of purchasihg power risk on the

wealth and returng of an W¥estor. -

- A question is sometifnes asked about negative real rates of returns. that is, a situation

-where th@ fate exceeds the nominal rafe. Should ar{ investor stop investing

¥ The answer would depend on what alternative uses the investor
woulgdehave iibthe event of not investing. If the money withheld from investment is
cash with zero nominal return then investing even with negative real
retur ay be advisable because, as shown in the example below, non-investment
wonld yield a larger negative real return than investing. And even though normal
investment objectives would be to earn positive real rates, in abnormal situations like
the one stated above, the objective would be to reduce the negative real rate of return.

Assume that a security is expected to yield a'nominal rate of return of 12% and the
rate of inflation is expected to be 15%. W‘q,ha‘.re now to work out the choices of the
investor, further assuming that if he does jiot invest his cash will have to remain idle.

Now, if our hypo;hetical investor decides to invest his real rate of return would be :

+r ., 1.12

R=T3g 1~ 115

—1=974-10= —.026

It works out to a negative 2.6% return; Should the investor decide to keep idle cash,
. the real rate of retum would be : -

| | |
1400 10 _ |
Re=1i5% 1 =118

= .869-1.0= —.131

1

It is manifest that it would be better to have a negative return of 2.6 than to end with

a negative return of 13.1% by keeping cash idle.

You have seen that the purchasing power risk arises even if the market prices of assets
_rise. Likewise, this risk' may emerge even if the asset prices 4o.not fluctuate. The
reason for these relationships is that the purchasing power risk arises from
fluctuations in the purchasing power of real income and/or real price of assets and

_not from fluctuations in buying power of their nominal income|and/or nominal prices.




Tthas algeady been stated that investient assets are real assets like land, real estate, Componuute of Joropbmtint Rink
gold, diamonds and financial or monetary assets like shares, bonds, and debentures. '
Thas been obscrved that prices of real assets move with inflation and are positively
correlated with.it." In contrast, prices of monetary assets are relatively rigid and are
negatively correlated with inflation. In. consequence, real assets do not lose -
purchasing power as do the monetary assets in periods of inflation, In other words,
reat assets are good mﬂauon hedges but monetiry assets are not. Hence, monetary
assets cannot form part of a portfoho ‘which already has got a high degree of
purchasing power risk. Such a portfolio can be diversified with real assets. This makes -
the purchasing powér risk of monetary assets non—dwerslﬁable or syslemanc and that
of real assets dwerslﬁable or non-systematic.

Activity 4

- Collect monthly data of movements in the BSE National lndex since inception of the
Index in 1983-84.. Plot them on a graph with months and years on the horizontal
scate-and Index levels on the vertical scale. Read the resulting graph and point out. -

2) No. of peaks

b) No. of troughs

¢) Duration of all peaks and troughs .

d) Average duration of all peaks and troughs.

" Algo write down a brief comment on the formatlon of ‘bull’ and ‘bcar markets from
the information that you obtamed

.................................................................................................

Activity 5 ' | \ _ _
Tick the correct alternative in the following mulliple-ch(%estions :

a) Market risk . _
i) is an unimportant source of investor's tof vanability of returns

ii) can be diversified away ’
iii) arises primarily from the econom @ ycle of recession and expansmn

by The real rate of return is

i) the inflation- -adjusted ratc of return
ii) the rate at which an investor's purchasing power declines
ili} both (i) & (iiy above

¢} Interest rate risk is .
i) the variability of return that arises from fluctuations in market interest rates
it) perfectly identical with unpredictability of future dividend rates -
iif) the difference between coupen rates on Government securities and those on
corporate debentures.

d) The interest rate risk on a governmem security
i) is zero
i) is influenced by variations in market interest rates
iii) ‘is indicated by changes announced in coupon rates.

2.6 THE DEFAULT RISK_

The default risk arises from a deterioration of financial strength of the company that .
issues securities. Holders of such securities have to experierice a greater variability of
_returns when financial strength begins to worsen. Since the basic parameter is
‘financial health’, default risk is also known as financiai risk.

If not. handled properly thé default episodes of a firm may as well fi nally endup in _
bankruptcy. This would, however, not be guite a swift process and one may notice : 29
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. to borrow. Similarly, a reces

|

warning signals before the final disaster strikes. For example, a comipany may begin
stopping payment of its bills, accumulate arrears of cuamulative preference dividends
and accrued interest on loans, default on debenture interest, incur persistent losses, -
slash the equity dividend, and finally skip it, and so on. In more objective terms,
adverse movements in financial ratios like the current ratio, the alLé_id-test ratio, the
cash to operating expense ratio, the net-worth to total assets ratiP and so on can be
put on the watch. The point is that-bankruptcy wiil not be a bolt from the blue except
when an act of naiure destroys-all assets which are not insured. -

'

Firms operating in the financial services sector |ike CRISIL and the IFCI credit rating
agency undertake an ongoing exercise to proyige guality-ratings ':to the debt = |
instruments of issuing companies. They are at’present being solicited in India by
companics who want to raise funds from the capital market. In‘Western, countries,
the rating programme is a voluntary and continual exercise performed by eminent —

" firms-like Standard & Poor and Merill Lynch etc. Ratings as given in these agencies

are a significant aid to the investor in estimating the probabilities of default in a
particular debt issue. o . :

When the first signs of a2 weakening financial health of a firm are¢ noticed, market
prices of its securities react and take a deep dip when investors find a trending up of
such weakness. When market prices decline, the investor would kx_perience a fall in
his rate of return and that is what would be his potential risk in the event of a default.
The immediate target groups would be lenders and loan creditors but ultimately even
shareholders would suffer. In fact, if the worst happens losses of equity holders could |
be total and they may end up with share prices nearly dropping 10 zero. Also, even
at such absyemally low levels, there may not be any takers. |

diversifiable and non-diversifiable

it conditions created by the Reserve Bank
inancially weak ci)mpén?cs may not be able
py curtail orders and firms that are already weak
may start defaulting when thg les and income decline. Thesejare examples of
systematic forces that ct all firms simultaneously and systematically push them

As with other risk factors, there
components of default risk. Thus, 1
of India would push up interegiong

toward default. You's ote that these are extraordinary cirr[:umslances and
would push up norrial default rate of firms. Thus, a systematic default risk
element is ad nermal default risk which remains diversifiable. The former

‘will affect even thg most diversified portfolios but the latter will nearly vanish in such

portini - |

The systeMg#ic element in default risk is more harmful to. the inj;estor than the
diversifiable element. The latter can be anticipaied and managed. For example, a
government security can be added to the portfolio unless securities exposed to normal
default risk themselves are yielding. on an average, a return that is very much'in -
excess of the default-free securities. S ‘ :

h

! .
. |

27 THE MANAGEMEN’I‘ RISK FACTOR

‘Management risk is. that part of total variability of return which|is caused by

managerial decisions in firms where owners are not managers. Howsoever quatified
and-capable the management team; there are, after all, chances !for judgemental
errors and wrong decisions, Owner-investors are rightly ag’griequ when executivés
are paid high salaries and perks and are allowed egd-bolstering non-income .
consumption like luxury cars, lavishly furnished offices and yet they plunge the firm

in severe difficulties by their inept decisions. S

"Management etrors are the main reasons which give rise to marJagemen't risk

component of total-investor risk. There errors are so numerous fhat it-is difficult to

either fist them or even to classify them. Nevertheless, some potential areas of
management errors can be highlighted. The one great blunder that management -
might commit is to ignore product obsolescence. In fact, adeguate expenditure must
be made on R&D so that alternative products are promoted before the life-cycle of
existing ones comes to anend. Single product firms will be more exposed to this risk

. than firms with diversified product lines. Another risk area is the deperidence of a

firm on a single large customer. Management must adequately &iversjfy customer




groups. Many firms supplying defence equipment have been found caught up indeep
financial distress when the Government anpounces cuts in defence spending. Yet
one more area of management errors could bé the wrong handling of a-correct
decision when it is subjected to unfair criticism and is even fought out in a court. For
example, an automobile manufacturer develops a fuel-efficient small car much ahead
of times. Some ardent consumer protection group brings a law-suit one grounds of
user-safety being threatened. The firm then announces abandonment of the product,
forcing investors to bear the loss of infructuous outlay and Jost revenues in future.
You should note that these cases are only Hlustrative and the list may go to an infinite
numbér of factors.

Agency Theory and Management Risk

A recent development in the area of explaining management risks is concerned with

. Tesearch that seeks to explain the basic motivations of owners and managers. It has
been stated that owners work harder than managers who do not have owneiship
interest in a company. Moreover, non-owner managers have strong incentives to
consume non-pecuniary benefits since they are hired employees, The emerging
theory hypothesises that owner-non-managers delegate all authority to non-owner-
managers who then operate under a principal-agent relationship. Since ex-post
rewards and punishments are not perfect and just, hired executives may not make as
much ex ante effort to gencrate profitable investment opportunities than they would

if they-owned the firm. Thus, there is a conflict of interest between owners and
managers and the latter may abuse the authority delegated to them much 1o the

 detriment of owners. In consequence, investors who are rational individyals, would

- pay a higher price for shares of owner managed firms than for shares of

employee-managed firms. The difference between the two sets of pri sgheen
‘termed as *agency cost’ and the whole logic presented in this para gg eory’,
. It must be observed that the theory has not gone without criti t the view is

getting increasingly accepted. ~

Evaluating Management

An investor and security analysts must attempt to evpinate the management team of -
a company for its strengths and deficiencies. The @ hough difficult and highly
subjective, must be done using some vital checkpoin¥§which are brieflystated below:

1} Age, health, and experience profile o, ives
.2) Growth-orientation. and aggresiveness o agement
3} Product and customer diversification

4) Composition of Board of Di_rectofs 'and the number of outsidp directbrs;
Effectiveness of the Board.

5} Management depth of the firm i.e., extent of delegation and decentralisation and
development of managers at all levels with a strong middle-management team.

6} Dynamism and flexibility of management

7) Profit margins and profitability of product lines and subsidiaries, if any

8) Rate of return on equity compared to competitors

9) Dividend paycut policy and cash dividend record _

10) The depth and transparency of annual reports to shareholders

* 11) Compensation to managers.including special arrangements like stock option
plans’ _

12} Compliance record of em?iro.nmental', consumer protection, and fair trade
practices legislations

13) The hiririg and firing record of the company vis-a-vis senior and key executives

Diversifiable and Non-di\_versiﬁahle Elements-

Management errors are instances of management weaknesses. 'During normal pertods
they go unnoticed but during periods of difficulty not only are these errors
conspicuously observed but the responses of weak managements become very poor’
also, - '

Difficulties crop up when stresses are built up for all firms irrespective of the quality
of management. For example, a shortage of petroleum products or emergence of a

Cotponents of Investment Risk
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“The investor cann_ot re_co_v.er his ask
-.to face a bid price which is always he

" officials ¢

‘strong global competitor would aggravate problems and i increase their number

manifold. Since-all firms would be affected, the investor would have no choice to

 diversify. Of course, he would sell off shares of firms with weaket.management

because they would be more prone to comimitting managerment errors during such
stresses or systematic pressures. This would lower security prices of such firms and.
investors would hold them only if higher rates of return are offer¢d But while this
may happen, there is no escape for the investor. If he moves from a weaker firm to

...a fitm which is not so weak, systematic pressures would still worlﬂ Hence, this
- component of management risk is known as systematic or non-dl\{emﬁable risk.

It must be observed that errors can be committed even by best managements during’
normal periods. This would be a case of diversifiable management risk. Normal

"-management errors occur randomly and investors can diversify by shifting their

mveslments ACTOSS oompames

2.8 THE LIQUIDITY RISK FACTOR |

_ quuldny risk of securities resuts from the mablhty of a selier to L:llspose them oﬂ

except by offering price discounts and commissions. It is easy to rank assets aooordmg

. to liquidity. The cusrency unit of a country is 1mmedlalely salea:tte at par and no

discount etc. need be given. Government securities and blue chip shares are: th&next
highly liquid group of assets.. Debt securities and equlty shares of sqme small and less
known companies are less liquid or even 1lilqu1d :

ice while sellmg illiquid securities. He has
est of the potential buyer but even so is

always léss than the asked price. The¥Wiffefence between the asked price and the bid

- price is known as the bid-askegwpgead. This spread increases with 1Fllqmdlty of assets.
Investors must consider the @ vy risk factor .while selectmg.secuntres

Activity 6 ° .
Select a smalt andia m%izedﬂarge’;sized company and contac{( some key officials
for informatio hec points listed in section 2.7 for evaluatign of management.
Write a note xperience about the interview. Did you find reluctance of
rovid@the needed information? Assess managementl risk of the two

¢ basis of whatever information you could gather. Also use financial
statemen c companies for accomplishing your objective. Comment on

...................................................................................................................
e
| !

You are given four pairs of statements below. Indicate for each pair the statement
which is true and the one which is false. |

Activity 7

1) a) Deiault risk is aiways the risk of bankruptcy
b) Default may end up in bankruptey *© |
2) a) ' quundlly risk results from a situation wheu securities car’;nor be sold except
at a price discount.

b) Liquidity risk arises when an investor caunot sell his securities at his best .
prices, :

~3) a) Being absentee e.‘wners1 investors in general are more Ilklely to commit

management errers. ‘| :

b) Managers who do not own equity shares are prone to commit management
errors and magnify management risks.

4) a) Thestronger among firms may be driven to a situation thai it makes default.

b} Bankruptcy does not spare even the financially strong firms.




2.9 SUMMARY

Considerations of risk are vital for investments. A polenual investor fooks at some
expected return which oceurs in future. And what is certain about future is that it is
uncertain. A decision today for a tomorrow which is uncertain is the kind of
topography on which an investor has to walk. The path is rugged and the journey full
of risk.

An intelligent invcstor wouid want {o make his journey as smooth as possible. He
would attempl to anticipate the kind of risks he is likely to facé and aiso the vast
number of factors that probably produce these risks. Even though he understands
that the task is highly subjective he makes his best efforts to remain anchored to

canons of rationality,

The two-step procedure that he follows in accomplishment of his objective is to get
-some specific insights into his total investment risk and then to familiarise himself
_with the various elements and factors that sum up to such total risk. For estimating
the total risk, the investor uses his past experience and modifies it appropriately for
the chaniges he expects to occur in future and then devélops a subjective probability
distiibution of possible teturns from the proposed investment. This probability .
distribution is then empioyed to estimate the expected value of the return and its
variability. The ‘mean’ gives the expected value and *variance’ or ‘standard deviation’
the variability or the measure of risk. The widely used procedure for assessing risk is
known as the mean-variance approach,

The *variance’ or ‘standard deviation’ provides an cverview of risk. It measu
risk’, In actual practice, various facters preduce this total risk. A deco
total risk would be necessary to gain kaowledge of the influence of these
md:vtdually

Recognising some recent developments in the theory of risk measu , especiaily
the portfolic aspects, a first step in yeaching out to the comp ts of total risk is to
divide it into systematic or market-related risk and non-sys or diversifiable
risk. When the returns of a security are positively corr d wigh the market it cannot
be wused for diversification and is the sousce of no ifiable or market-related
risk. But securities with returns negaiively related tohe market would have
diversifiable risk. Such securities can be coiy d in a portfolio to ensure stable
returns which, in tumn, wonld minimise the and downs in returns. It must
be noted that the wider the range of these ups Ma downs the greater the risk.

When it comes to specnfymg the factors influencing 'otal risk. One may proup them
Into twe broad classes, viz., factors which produce non-diversifiable or systematic risk
and factors which cause non-systematic or divessifiable risk. The former category
compnses causes like interest rate variations, inflation, or market sentiment {or
ball-bear market} which would affect all firms and it would be difficult to select
securities in a portfolio whose teturns are negatively correlated. The latter catege.y
would, on the other hand, include causes like management quality, liquidity, and
chances of default. They affect some firms but no others. Hence, they can be used
so diversify a pﬂrlfoho to reduce risk.

It must l'mally be. observed that the grouping of risk factors into dwers:ﬁabie and

noa-diversifiable is very broad. It cannot be neat and rigid because each of the factors -

would have diversifiable and non-diversifiable elements. Thus, getting to the various
components.of total risk cannot really speaking be very specific and accurate. The
subjective insights would undoubtedly aid the security analyst in minimising his
judgemental &itors while evaluating risk of investments.

2.10  KEY WORDS

Agency Theory : Documents the view that managers have incentives to consume as
against owners who have motivation to work hard. The cdrporate decision-making
process is ‘based on delegation of authority to executives who manage on behalf of
owneis. Agency theory postulates pon-owners manages to be more susceptible to
management errors.

Components of Inveatnwent Risk |




. Duration measnres the interest rate risk of a security.

Liquidity risk : The prob
__price discounts and/or co

: supenor tcchnology of competitors and/or shifts in consumer t

~months or even a few years.

Agency Cost : The difference between the value of a firm managed by executive

" delegates and the one managed by owners, the latter value being higher-than the
“former. S

" Bear Market : A period (measured generally in months) during which the market

indexes and prices of most shares decline in a gwen market. This phase is

charactarised by pessimism and low volume.

Bull market : A period duting which the market indexes and prices of most shares

rise in value in a given market and when optimism prevails.

Coupon rate risk : The probability of the coupon rate of interest| printed on the face

‘of a debt security as a percentage of its face value being changed|i
periods. ° .

Diversifiable risk : Variability of return caused by factors that
a few securities. Such variability is averaged out to zero in a dive
¢an, therefore, be eliminated.

in successive short

| g
are unique to one or
rsified portfolio and

Defanlt Risk : The variability of returns ‘o investors caused by changes in the '

probability that the company issuing secuntles might default. Al
risk and/or bankruptcy risk.

weights being the present value of cashflows. Duration is gen
period of maturity except in case of zero-coupon bonds where

Iiquid Assets : Assets mcludmg securities which cannot be Te

price discounts and/of commissionsgre given.
Infiation Hedge : An asset who! arBet price rises as fast or

50 known as financial

" Buraton : The weighted average time that the funds remain jvested in a bond,

rally less than the
the two are equal. -

adily sold unless deep

aven faster than the

rate of inflation so that the gwner #e€s not lose in terms of purchasing power.

hat securities will not be sold

out for cash without

Mmmgement depth rganisation structure which provides for adequate
decentralisation, deld€ation, .and opportunities for the development of managers at

all levels.

ManagementN§aluation : An assessment of a firm’s managements aggressiveness,

EIowW igntatfon, research and development plans, utilization cH
dept ility, ability to earn profits and stay abreast of madern developments,

experieNgf, education, and compensation plans. .
Product obsolescence : An old product suffering from reduced

Quality ratings : Quality grades developed by rating firms and
indicate the relative probability that a security issue will defau
indicated by different combinations of alphabets.

Recession : A period during which general busmess activity de

Trough : It bceurs when general business activity has bottome

of board of direetors

demand owing to
aste. .

agencies which
it. These grades are

clines for several

d out at the end of é

recession. The usual timing of a trough is at the end of a recessiop and the beginning

of a recovery in business activity.

Undiversifiable risk : Variability in the mvestor s rates of retusn arising out of

commeon and macro-le\rcl factors like an economic downturn, g
increase in interest rates, and bull/bear phases of the securities m
returns are systematically affected by these factors. Hence, the 1
‘systematic risk’.

seneral rise in prices, .
arket. All securities
sk is also known as

2.11 SELF-ASSESSMENT QUESTIONS/EXERCISES _

1) Which of the following concepts of ‘risk’ would you consider better and why'?

. a) Margin of Safety T |

b} Debt Ratio ' T
¢} Standard deviation . |




2) Explain the following terms :

‘a) Diversifiable interest rate risk

b).
¢)

Liquidity risk
Real rate of return.

d) Peaks and troughs of business activity

€)

Duration

3) Distinguish between
- a) " Financial risk and business risk
b) Diversifiable risk and Non-diversifiabie risk
) ' Nominal rate of return and Real rate of return
d) Market interest rate risk and coupon rate risk
€) Individual security risk and portfolio risk.

4) The following information is available for a hyp'otheticél company :

Year Equity Share Price Dividends
ot end of year for the year

_ (Rs)) (Rs)

1986 24.70 1.105

1987 27.20 1.26

1988 36.30 1.42

1989 3575 1.58

1990 38.25 1.62

If the share was bought at the beginning of each.year at the closing price of the
immediately preceding year and sold at the closing price of the year of pulghase,
calculate holding period yields for each of the years 1987, 1988, 198 and¥1990.

or descriptions

5) Match the words and phrases listed below with the most aple definitions

Y
2)

3)

Word or phrase
Undiversifiable
management risk

Agency cost

Undiversifiable

“market risk

4
5)

6)

7)

Buil market

‘Purchasing power risk

'i'otéll risk.

Bull and bear market

8) Liquidity risk

A)

B)
)
D)
E)

F)

o

H)

Definition or descrifiion,
The portion of an assgfs total risk that is

ts aRd selling commissio
ip to sell it. '

Varigiiity of réturn cavsed by changes in the
Differei¥e in expenses at owner-managed

and employee-managed firms.

caused by djs
that must bgi#

Costly management errors that occur
systematically at the worst times.

Variability of return caused by simultaneous

_fluctuations in the prices of most securities. -

Systematic price movements that sweep most
stocks along in alternating bull and bear
market price swings. -

A period of prevailing optimism that carries
the price of madst securities to high levels,
The aggn;ggale variability of return an asset
derives from all its risk factors.

6) Indicate if the following statements are True or False ; -
a) Price fluctuations rises results from sys‘Ltelmatic changes

b) Most losses from default occur after this default.

'n the prevailing market interest rates. |

¢) Price of a firm s share drop on the news of a little drop in
carnings per share because it is considelred a fore-warning to

~ cut in dividends and possible default anld bankruptcy.

|

|

.Cbmpmmdhmll;
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d A contmua]’ turnover of able executives hired into thei firm from -
- its competitors suggests.that the firm suffers from lackl of-
.. management depth. C
' True/False
€) Consumption by top-level executives of excessive amounts -
of non-pecuniary benefits such as expensive chaufer-driven
cars, private plane services, luxurious. meetings scheduied
at glamour spots, and special resndences is all ewdence of
agency COsts. _ o ‘

|

About 70 per cent of the shares hsf.ed on the BSE declired in
P
prlce on average, dunng Lhe recent buli market

=
=i
)

I True/F

g) An’investor wotld earn real rate of return on]y when his

_portfolio rises steadlly -
| |

h) Purchasmg power tisk can be mlmmlsed by seeking
secuntles wuth high positive nominal rates of return.

2.12_FURTHER REA%;S

Curley, AnlhenyJ and = ar, Robert M., 1979, InvesfmentAnaIysis and Manakemem,

TruefFalse

orparare Financial Dcstress, New York : Wlley

Altman EdWardI 3 _
Harlow L. Henemen, Readmg in FmancmiAnalys;s, Ind. Ed. Homewood i :
Rlchard in. ¥.

Henderson, | ", 1980. Performance'Appmisgi., Reston, Vi Reston Publishing.
Spr‘in%ery W., 1964. Money and Stock Prices., Homewood IIl. : Richard

D
Fischer, Monald E:, and Jordan, Ronald J., 1990. Security Aﬁ'a*lysis and Portfolio
Management, 4th Ed:, New Delhi : Prentice Hall of India Pvt, Ltd.

Ans_wet's ;

A'ct.ivity'. S o . . : ‘

~‘a) Only one ; :
. b} .One because there is only one outcome and the sum of pﬁraba_bilities of all

_‘outcomes must be 1.0,

_ S . . Capital Gain + Income .
¢) Return (R} il 't =
) Return (R in t_tme period ‘t = " Purchase Price

- Sale Price (P) — Purchase '\?rice (Py) + Dividend in Year 't
Purchase; Price (Py)

d). Total risk-of an mvestment as rnleasured by the range of vananon of possible
outcomes. Co i
€) The probablhty_ of actual return[i beinglless than the expected return or the
_ probability of adverse return. '

f) No; Risk and return in investmznt go together. - i

Activity 2

. The additional mformatlen for estlm Ltmg the expected return’ would have to be w:th

regard to ‘probabilities of occurrence’ of.all possible returns. This will have to be !

" generated on the basis of past facts'and sub}eclwe beliefs.

I




. Activity 3 - . _ S ' R o Componeats of Investment Rk
a) True; b) True; c) False; d) False; ¢} False; f) False; g) False.

Activity 5, _
a) iif; b) iii; ¢) i; d) ii-

© Activity 7 _
1) a) False 'b) True
2) a) True b) False
3) a) False “b) True
4} a). Trye b) False

Answers to self-Assessmt Questions

4) 1987 15.22% . ' .
1988 38.68% o ' vl
1989 - 2.84%
199G 11.52% : .

5) 1.L.D;2.C;3.F;4.G; 5.B; 6. H; 7 E; 8. A,

6) a) Tree; b) False; ¢} True;. 'd) True
e} True; f) False; g) False; .h) False

K
&%
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3.5 Valuation of Prefe

UNIT 3 VALUATION OF SECURITIES

Objectives
The objectwes of this unit are to: .
. explaln the fundamentals of valuation as applied to securitie

® discuss the relevance of the. three-step valuation prOcess as ysed traditionally

® familiarise you with the general approach to valuation as influenced by the rules
of market and different classes of investors

e analyse the specifics of fixed-income securities valuation

® cxamine valuation methodologies generally employed by preference and equ:ty
investors -

® emphasise and illustrate that the factors garmane to valuation are risk and return.

‘Structure _ : : ' ‘

31  Introduction
3.2 The Three-step Valuation Process _
3.2.1 Econemy Influences !
3.2.2 Industry Influences ) |
3.2.3 Empirical Support for the Va]uatmn Sequence |
3.3 The General Valuation Framework ' '
3.3.1 The Basic Valuation Model
3.3.2 VYalue Price-Rélationship
3.3.3 The Cootner Hypothesis
3.3.4 The Dynamic Valuation Prljgess .
3.4 Valuation of Fixéd-i e Stefrities
© 3.4.1 Estimating Returgf d Income Securities -

3.6 Valuation of

3.6.1 The Pres of Expecle:d Stream of Benefits from Eqmty Shares
3.6.2 Dividend Viiffation Model :
363 AppWpach to equity valuation

37  Sum

38 WONgs

3.9 ssessment Qucsuons{Exermscs

3.10 r Readings

3.1 INTRODUCTION

You have studied in Unit 1 that a rational investor prefers certainty to uncertainty
and is, therefore, averse to risk. Consequently, when he is about to take an
investment decision he does not instantaneously pick up the sr{:jxritics that may
provide him the maximum return. His concern is that if he chogses to maxiniise
return, he may, albeit unwillingly, be maximising his risks too. The investor would,
however, minimise the risk and maximise the rctums He is, thus,| constantly working
out a risk-return trade off.

Unit 2 exposed you to the concept and components of risk along with an elementary
look at measurement of total risk. It stressed the basic axiom about security analysis
and portfolio management viz., ‘risk and returh go together’. There is no conception
of risk without at the same time considering return and vice versa, In fact, ‘risk” would
be defined in terms of ‘volatility or vanablhty of return’. The present unit examines
the fundamentaks of securlty valuation. |

. Even if motwes behind investing could range from a naive holdmé by small investors

to acquisitions for prestige and contro! (¢.g., take-oversand purchasc of large lots of
shares), an average decision is founded on a buy-sell strategy with the expected
holding-petiod return in the foreground.

It must be ilressed that all classes of investors stated in the foregoing paragraph would
_be interested in knowing the value of securities they plan to hokd for periods ranging
from short to infinity. Since the securities investor belongs to a special class of general




buyers-and-sellers, he would be influenced in his decision to buy/sell by two sets of * Valoation of Securities
values: one, his own value, and two, the value externally determined by the market

and known as ‘price’. These are the determinants of the buy-sell decision of any goods

or services in general. [t is important to emphasise that ‘risk’ and ‘return’ do vitally

affect the valuation process both of the individual investor and the whole

constallation of investors that constitute the market.

Valuation is thus a key concept for investment decisions. No buy/sell action will.
emerge without ‘values’.

An investor who is practising the profession of investment management would
generally follow a broad two-stage methodology in his investment decisions. First, he
prepares the risk-return profiles of available securities for his future holding period.
This is known as security analysis. Second, he compares.the risk-return particulars of
individual securities with each other in some meaningfu! manner so that he is enabled
. to allocate his funds over them on a continuing basis. This is known as portfolio.
analysis . selection, and management

3.2 THE THREE-STEP _V_ALUATION PROCESS |

Implicit in all rational buy-sell transactlons relalmg to claims, goods, and services is
the question: ‘Is it a good deal?’ The investor surrenders a cost {time or money) in
exchange for promised benefits. Both cost and benefits have to face uncertainty since
nothjng except death and taxes appear certain in this world. The basic valugtion
process, therefore, is a constant exercise in rationality with cost, benefitg, an
uncertainty as important variables. '

 literature and a widely prevalent view is that the performance of s linked to
the performance of the industry to which it belongs, and t ndustr performance,
in turn,.is linked to performance of the economy and the m general. The
three sequential steps. in the valuation process would, refofe, be as follows :

The question of the valuation process following a sequence has bee 'ned.in the

a) Economy analysis
b) Industry analysis

L) Company anaiysis @
- 3.2.1 Economy [nﬂuences

All firms are parts of the overall system known as the ‘general cconomy which
records ups and downs. It is log:cal to begin the valuation process with projections
of the ‘macro economy’. What you should grasp is the vast number of influences that
affect the ‘general economy’. To give only a few examples : fiscal policy affects
spending both directly and through its multiplier effects. Monetary policy affects the
supply and cost of funds available to business units. Interest rates and hence required
rates of return are influenced by expected inflation. Balance of payments posmon,
exchange rates, monetary devaluations, world opinion, and several other
international factors affect the performance of the economy. A well-informed
investor will first attempt to project the future course of the economy. Should he
anticipate a recession he should get his cash back and say ‘good bye’ to new
investments. If his projections indicate conditions of boom, he should select industries -
most likely to benefit from the expected prosperity phase.

3.2.2 Industry .Inﬂuencos

Allindustries are not influenced equally by changes in the economy nor are they are
affected by business cycles at just one single point of time. For example, in an
. international environment of peace-treaties and resolution of cold war, profits of
defence-retated industries would warne. The upturn in construction industry generally
lags behind the economy. Similarly, a boom or expansion of the economy is not likely
to benefit industries subject to forelgn competition of product obsolescence. A weak
“firth in booming industry might prove more rewarding than a leader in a weak or
declining industry. Of course, the investor would continuously be through a search
- process so that he identifies the best firms in strong industries, and narrow down his’
area of search for investment outlets. 19




An Overview
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- 3.2.3 Empirical Support for th& Valuation Sequencé

You may, at this stage, ask 8 quesuon “why should the ‘com ny—level’ be the. last
stage in the valuation sequence‘?" The valuation sequence can’ defended and’ your'_
question aptly ahswered if it could be shown that earnings, rites of return, prices,
and risk levels of a company bear refationships with the gconomy or with the market .

_which is used as a substitute factor for the general economy’,. Many studies are

available on the subject. and it may not be out of place to p lwde an overwew of
their basic findings. . .

Brown and Ball (1967)

This study selected 316 ﬂrms belongmg to different industries. Earmngs of each ﬂrm
were first related to earnings of alf 316 firms (dumimy for ‘economy’) and then to
earnitgs of each of the firm belonging to its respective industry for the 1947-1965
period. It was found that 30-40 per cent of variability of each) firm’s eamings was

- related to the variability of earnings of all firms, plus, 10-15 per cent of the firm’s
" earnings variability was related to the earnings variability of the industry. Also, larger

and more diversified firms were more closely related to the ccowlmmy while the small

“and specialised firms showed greater m‘dcpendence

* (For more details, you may seé “Some prcllmmary ﬁndmgs on the Association’

between the Earnings of a Firm, Its Industry ard the Economy,” Empirical Research -

- in Accounting,; Selected Studjes. 1967 Supplement to Vol 5 Joumal of Aoc:ountmg

Research pp 35-Th.

The focus of this study was the pgediclbility of stock pnoes Firstly, the stock price
series was examined for seasonal, far, and trend- cycles It was found that prices

displayed irregular movept®gat short intervals. From this, o_ne is inclined to practise
“the following rule : ‘do @ v daily/weekly price changes; they are irregular and
e

do not leave any guidanc ¢ future course. Secondly, the percentage of the total
of elghty industry p dicators moving in one direction were calculated. They were
called ‘Diffusion In ere again, patterns emerged when the period between two
readings w 2as wnhm atange of 9 to 12 months. In such cases, the diffusion
indexes ev: e stock prices. The apparent conclusion is : ‘industry prices are
cyclicghand cahbe used to predict stock prices of the individual firm belonging to its -
ind up.” Finally, stock price series were ‘'related to macro economic serieson
empl t, income, production and resuits indicated that- st‘%d: prices consistently
conform 10 economic expansion and contractions and also that they clearly led the
general economy: Thus, though it may be difficult to predict thCk prices, they do”
contain cycles and it may be useful to predict thesc cyclea and furd if such cycles relate

to individual stock pnce relurns

- (For more details, you may see Julius Shlskm “Systematac Aspects of Stock Pr;ce
Flactuaiions”, reprinted in James Lotie and Richard Brealey, Modemn Developments
-in Investinent Managemem Second ed., Hnisdale, Iinois : Th Drydm Press 1978
Pp. 640-658). . . : :

King, (1960) :

This study examined the firm, mdustry. and economy relanonshlps usmg the rate of
retutn as the base variable. The rate of return was defined as the monthiy percentage
change in price. The exercise covered 63 stocks reprcscntmg six industries for 403
months from June 1927 through December 1960. Fifty-two per cent of the variation
in stock prices was explained by variations in the prices of the whole market and
anpther ten per cent by industry variability. Even though the mﬂuenoe of the: rnarket
factor did decline over time, ng s study conﬁrms the valuatlrm sequ*nce hemg

' dlscussed in lhls sccﬂon

-(l'or more detalls, you may see Ben)amm F ng, “Market and|Industry Fac‘tors in:

Stock Price. Behavsour,” Journal of Busmess Vol. 39 No. 1, Part.2, January 1960,

-~ pp. 139-190).

Myers (1973)

Using ng $ methodology, thls study enlarged the sample by addmg 5 stocks fmrn
each of the twelve industry: groupsand extended the sample ; riod to December -




1947. The market explained more than 55 per cent of the variance fot individual
prices prior to 1944 but its explanatory power declined to less than 35 per cent during
the 1952-1967 period. The industry influence also weakened after 1952. The industry
influerice was very weak when the industry was heterogeneous. Overall, the market
and industry need to be anaiysed before looking at individual stocks.

(For more details, you may sez ,‘5__tephen L. Myers, “A Re-Examination of Market
and Industry, Factors in Stock Price Behaviour,” Journal of Finance, Vol. 28, No. 3,
June 1973, pp. 695-705). IR

Blume {1971) :

This study examined the influence of the market studying ali the New York Stock

Exchange (NYSE} stocks for the period July 1926 through June 1968. Systematic risk
factor was computed with beta as the measure. The influence of the market was found
to dectine but stifl it explained about 30 per cent of the variance is individual shares.

{For mo'ré details, you may sce Marshall E. Blumne, “On the Assessment of Risks,”
Journal of Finance, Vol. 26, No. 1, March, 1371, pp. 1-10).

The results of these studies suggest strengly that a knowledgeable investor must first.
. project the state of the economy in view of its close relationship with the stock
market. And once an expansion is anticipated, serious common stock analysis would
be imperative.

Sharpe (1375) :

The penod of this study viz., 1929-1972 was spllt into three sub -periods : 1929-1972,
1932-1972, and 1946-1972, Two types of investor strategies were considered i.e., .

active and passive, The active strategy consisted of buying-selling two securttle iz.,
common stocks and treasury-bills. The pdsswe strategy excluded sellmg andijts mA

plank was : ‘buy-and-hold.’

west.or
?, would
d predict the

According to this study to be able to get gains out of an active strateg§
woild have to work out the timing of his buy and sell decisions. This, ¥g
be determined by bis ability to predict the market, The invespagcou!

annuai peaks and troughs. Also, he could predict good and bad In tiwe beginning
of each year. Returnis on cominon stocks would be moreiwgn thoge on treasury bills
in good vears and wice versa. If the investor is able t&exghglge perfect forcsight, he

The active investor would be using perfect foresigtit when he predicts correctly 100
per cenit of the time and his returns exceed those of the ‘buy-and-held policy’. Sharpe
found that the excess return situation did not arise until at least 74 per cent of the .
timie the guesses came out to be correct. When the investor could predict correctly
only 50 per cent of the time, his active strategy yield=d negative returns compared to
the ‘buy-and-hold’ strategy. Sharpe concluded as follows :
Attempits to determine the best time to buy/sell using perfect foresight are not likely
to yicld an additional annual return exceeding fow per cent over the ‘buy-and-hold’
policy. Moreover, unjess an investor {or investment manager) can predict whether
the market will. be good or bad each year with considerable accuracy (e.g., be righ
at least seven times out of ten}, he should Probably avoid attempts to time the market
altogether.’

(For more details, you may look up William F. Sharpe, “Likely Gains from Market
" Timing”, Financial Analysts Jeurnal, Vol. 32, No. 2, March-April 1975, pp. 60-69).
Activity 1 I
1} ‘Who among the following did not agree with the valuation sequence
economy/market - industry ~ firm? .
a) Brown and Ball b} Shiskin c) Sharpe d} Blume f) Myers, g) King

2) The passive investor
a) only buys and waits _
b} buys and sells after short period
¢) buys, sells, and switches continuously from one security. to another

Valuation of Securities
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3)

4

>

A

d) only sells after long periods
€) does neither-of the above

Petfect foresight is evidenced when predictioris about goc

" right

a) 50 per cent of the time

b) At least 74 per cent of the time
c) - At least one-third of the time
d) 55 per cent of the time

e) Zero per oént of the tlme

Perfect foresight is assumed by Sharpc to be reached w|

strategy are

a) less than returns from passive stralegy
b} more than returns from passive strategy
c) equal to returns from passive strategy .

d and bad markets are

hen reéturns from active

d) cne-hundred per cent more than returns from passive strategy

- e) none of the above

5y

a) expected return only

Valuation of securities depends on

b) present cost of purchase/acquisition only
c) uneertainty about expected re.turns only

‘d) uncertainty about cost only

e} all of the above

‘Which of the folloying varid¥fes can be used to the val
relationships be'tnomy {market), industry, and

d) Earnings per s

b} Rate o n '
¢} Stock pn '
d) serfes on employment mcome productlon €lc.

) - above

_ThreMnvestors started with an investment of Rs. 10,000 in

uation-sequénce
individual stocks?

1929, 1934, and 1946

respectively. Their holding period ended in 1972 The following table gives their

ending wealth.using the two alternative active and passive s

- Table : Performance of Alternative Strategies

rrategies :

Investor  Annual . Period Strategy

Ending Wealth (Rs.)
Average L '
Returns . ) .
A 10.64% 11929-72) - Buy-and-hald 870,000
4.86% - (1997) Perfect furesight 4476000
B 12.76% - {1934-72), Buy-and-hold 14.92,000
15.25% . {1934-72) . .-, Perfect foresight 25.63,000
C 279% (194672) ™ Buypnidtheld 2.59.000
' 14.63% (1946-72) Perfect fc.rggwn 4,02,600

Youare requlred to study the above table carefully and gwe your observanons in not
miore than five sentences.
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3.3 THE GENERA_L VALUATION FRAMEWORK -

Most investors look at price movements in securities markets. They perceive
opportunities of capital gains in such movements. All would wish if they could
successfully predict them and ensure theif gains. Few, however, recognise that value
determings price and boih change randomly. It wounld be useful for an intefligent
investor to be aware of this process. The presént section examines this process in
detail. We first present a brief cutline of the basic valuation model and then proceed
to discuss the relatienship of value with price via investor- market-action. We shall
also recall active and passive invesiment strategies and fi naily figure out the dynamic
valuation model,

3.3.1 The Basic Valuation Model

Value of a security is a fundamental variable and depends on its promised return,
tisk, and the discount rate. You may recall your basic inderstanding of present vahze:
concept with the mention of fundamental factors like return and discount rate. In
fact, the basic valuation model is none else than the present value procedure. Given
a risk-adjusted discount rate and the future expected earnings flow of a security in
the form of interest, dividénd, earnings, or cash ﬂow, you can always determine the
present value as fo]lows
PV = CF, +.CF2 N CF, e CF,

: it (1+r?  (1+1y : (1+1)"
Where PV = Present value.

CF = Cash flow, interest, dividend, or earnings per tlme perlod uptg.

~number of periods.
r = risk-adjusted discount rate (gene’rélly the interest ra

. Expressed in the above manner, the model looks simple. But pfetigal difficulties do
make the use of the model complicated. For instance, it may Bg/quite in the fitness
of things that & singie value is not generated. Whosoe oes the valuation job {(a
profess:onal analyst or an intelligent investor), the sa! se would be work out
a margin of error. Thus, the value estimated maybe RINICO + Rs. 20 and not just
Rs. 100 or Rs. 80 or Rs. 120, You will realise th t operations would becoms
tedious with a range of values. Secondly, return, 1d value would tend to change

over tims. Thus, sécurity prices may rise or fall with buying and selling pressures
-espectively {assuming supply of securities does not change) and this may affect
capital gains and hende returns expected. Consequently, estimates of future income
will have 1o be revised and values reworked. Similarly, the risk complexion of the
securily may change over time. The firm may over borrow (and face operating risk)
or engage in a risky venture (and fact operating risk). An increase in risk would raise
the discount rate and lower value. It would then seem to be a continuous exercise.
Every new information will affect values and the buying and selling pressures which
keep prices in continuous motion would drive them continuously close to new valtues.

The fast part of this section portrays this dynamic valuation model with ever-changing

information inputs.

3.3.2 Vaive-Price Relationship ' N

Present value, alse known as intrinsic value or economic value, determines price. We
have said this in the preceding section. But how does it happen? Again, a hint to the
answer for this question has been stated in the foregoing paragraph. You should have
noted the role of ‘bying and selling pressures’ which make prices more toward value.

* Now, you wouid ask . ‘what these pressures are and how do they occur? You will

briefly understand that ‘investor action” in the wake of revisions of values spurs such
pressures, : '

You would recall that investment strategies can be “passive’ or ‘active’. Following
this, investors and investment managers can also be broadly grouped in *passive’ and
‘active’ categories. You should note that buying and selling pressures dominantly
originate with active investurs. And they follow certain rules of the game which are
outlined below :

" Vatuatlon of Securittes
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Rulel +Buy when value is mote than price. This underlines the

. price is in equilibrium and is not expected to change.

fact i'hat shares.are

~underpriced and it would be a bargain to buy now and sell when prices move up

toward value.

- Rule 2 : Sell whén value is léss than price. In a situation like [this, shares would be

overpriced and it would be advantageous to sefl them now and-avoid less when price

later moves down to the level of the value.

Rule 3 : Don't trade whén vatue is equal to price.-This is a state when the markeét

‘An example would make the operation of these rules and the ¢
agtion clear. Assume that the share of a hundred-per cent-ex
currently trading at Rs. 80 against a face value of Rs. 10. No
company having lost a valuable export contract amounting fo

nsequential investor
ort-unit (EOU) is

, the news of the
laround: 40-per cent of

in the market, They revise the estimates of future income downward by 40 per cent
and, risk, discount rate and other things remaining unchanged, rework the present
value at Rs. 48 (60% of Rs. 80). Now, this takes you to rws 2 when value is less than -
-price (or more appropriately when price is. more than value). |One would expect a
decline in price due to an adverse news afflicting the present value. Active investors

. would begin selling to avoid probable losses so that selling pressure would be
generated and if supply of shares does not change, such a pressure would reduce price
till such time that it nears the new present value viz., Rs.48. Cor| trarily, take the case
of a company whose share was trading at Rs. 20 (with a par ¢f Rs. 10). Now, the
alert and active investors get the news of the lifting of a half- car-long lock-out and

signing of a three-year wage ag@guiie beneficial to management much before

its expected total export sales of the coming year is gained b)fmost active investors

even the media could get it, Othgr thi including risk and discpunt rate remaining
unchanged, analysts revise their eSigpéltes of the present value to Rs. 40 (Rs. 10 below

the peak of the last year wife\he company was working no:mally). You will see the _
case now falling under @ nvestors would expect price to| move up toward the
new value of Rs. 40 and Wewfd immediately start buying at or around the current

price of Rs. 20. TAWAl] generate buying pressures and the ptice would increase if
supplies of the scrip(o not increase at the same time.

3.3.3 The“Qootner Hypothesis . _ :
Cos one more dimension to the general view of investor action and buy-sel)

pressofe e classifies active investors further into two groups viz., ‘professional
investorS” and ‘unsophisticated investors’, The former are resourceful enough to
discover news and develop estimates of intrinsic value even before the unsophisticated
invesiors get the news. They will, therefore, be the first to commlence rnarket action
the moment a valye-price mismatch is discovered. ‘Unsophisticated investors’
including hasty speculators who act on ‘hot tips' would not get any news other than
public news and will not have the skill to interpret even such public news. They will,
however, act in the market but such an action would be inonn{patible with true
changes in intrinsic value. For instance, some of them might have got retirement .
benefits and would desperately want to invest in shares and segdrities. And -
unfortunately, such an action may come up at a time when pricé js more than value.
Likewise, some such investors may have to finance a marriage inthe family and would -
have to sell shares held by them even if price is already ruling|at a level lower than.
the intrinsic value. It is obvious that the action of unsophisticated investors would cut.
against the trading pressures needed to rectify the disequilibriunj between value and
price. It is only when their irrational action takes prices to substa ntial ‘highs' or ‘lows’
that the professional investors re-enter the scence and pocket eriormous profits even .
while attempting to realign the errant prices to intrinsic values :

The following figure shows the effect of Cootner Iiypot_hesis on th_-; valuation process ;

Figure 3.1 plots prices and value on the verticai axis and time on the horizontal axis.
‘The dotted hotizontal line plotted against Rs. 20 is the intrinsiflc value line and the
two solid lines on either side of the value line are price lines, one against Rs. 35 being
the higher and the other against Rs. 25 being the lower price fine. Notice price
movements within the range Rs. 25 - Rs. 35 and observe the two sets of movements
marked as phase [ and phase I1. During phase I, the price moves beyond the intrinsic
value line. This happens even when the price (Rs. 35) is more than the intrinsic value

L
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: c) The discount rate-used 1o estimate present values is the risk

- ¢} The buying pressure is built when active professional investors
" begin buying in conditions of price exceeding intrinsic value. True/False | 45,
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Upper reflecting barrier (URB)

20 T : 1 -
' Lower reflecting barrier (LRB)
— I e
g’ Phase|  Phase
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Time
Fig. 3.1

(Rs. 30). Likewise, the price moves down below the intrinsic value is phade II even
when the current price (Rs. 25) is less thaarthe true value (Rs. 30). You will readity

~ understand from discussion in the preceding paragraph that this unusual bi¥ing

(phase I) and selling (phase II) which only strengthens the deviation eenyalue
and price accurs due to irrationality of unsophisticated investors. In fact, pri ove
-aimlessly between Rs. 25 and Rs. 35, Itis only when prices move sighifidantly out of
line at points L (lower bound) and H (upper bound} that the profe %’. move into
action. They begin buying after 'L’ and selling after ‘H’ and rgali frices to the
intrinsic value. In the process, the professionals get substa fits. Generally,
they would not rise into action till such time that they hile earnings out of
the wanderings of the unsophisticated investors. I ill be found to have
erected upper and lower bounds for theiraction ca
Reflecting Barrier (URB) wnd Lower Reflectjpg Ba (LRB) respectively. The
market situation described in this part is k 9 the intrinsic value random-walk

gnt

.marked or the constvained random walk The and the LRB are the two

constraints within which price moves randomly.

Paul Samuelson has supplemented the Cootner formulation of the valuation model
by stressing the state of continuous equilibrium. Such a situation would be formed
when prices adjust at high speed to values. Instantaneously adjusting prices to
‘vibrating values’ would be known as perfectly efficient prices which would be
assumed to reflect all information. A security with perfectly efficient prices would be
in continuous equilibrium. ' -

- Activity 3

Indicate if the following statements are True or False :
a) Perfectly efficient prices refiect all information. _ TruefFalse:|

b) Continuous equilibrium is a.state when action of the, professional
investors brings prices closer 10-intrinsic value. True/False

adjusted interest rate. - : True/False |-

~d) The reflecting barriers are the ultimate resistance points to aimiess_.

price movements erected by professional investors. - FTrue/False




f) Don't trade when price is cither more or less than value,
©is basic rule

! True/False |

3.3.4 The Dynamic Valuation Process

¥ou should have by now understood the dynamic nature of valuaﬂon Estimates of
present value, riskiness and discount rates, future income, and buy- -sell action have
to be reviewed from time to time in response 1o new bits and sets of information.
Figure 3.2 depicts the dynamic valuation process which is an over continuing
phenomenon. The investors. start with their estimates of inirinsic, value wsing the
present value procedure. Working on the trading rules, they buy, seil or don’t trade.

In the process, buying and selling pressures are generated and prices either move up
or down. In either case, future returns wiil be influenced by the latest market price
reacting to buying/selling pressures. This will require present vatues to be reworked.
The process will thus go on,

Nﬁ;%ymg pressure i
~“maiket l'm!s up price

S If price < value,’
Based on latest Estimate  buy
market price 3  present :
estimate value 1 price = value,
3) return - : don’t trade

b risk . o
u If price > value,
\ \ ' sell
1 selling pressure in the .
' i migket pushes price down [ : )

e 3.2 : The Dynsmic Valuation Medel

Activity 4

3.4 VALUATION OF FIXED IN(‘OME SECURITIES

Dieby secuities issued by governments, government and qunsx»gn]vcrnmenl
organisations, and private business firms are fixed-income securities. Bonds and
debentures are the mest common exzmples. !

The intiinsic value of 2 bord or debenturz is equal to the present Vﬁ-:llue of its expected
cash flows. The covpon interest payments, and the principal repayment are known
and the present value is determined by discounting these future payments from the
issuer at an appropriate discoun rate or warket vield. The usuall present value
cakcufations are made with the help of de following equation :

- % _C 4TV '
Sy (e | 3.1

Where PV = the present value of the security today (i.e., tir_hc émeriod zerc)




C = coupons or interest payments per time period 't’
TV = the terminal value repayable at maturity; this could be at par,
premium, or even at discount (in extraordinary cases)
r = the appropriate discount rate or markct yield
n = the number of years to maturity

The valuation methndology implicit in the above equauon can be illustrated.
Consider Rs. 1,000 bond A issued witha matunty of five years at par to yield 10%.

Interest is paid annually and the bond is newly issued. The value of the bond would
be as follows :

Rs. 100 , Rs. 100 : Rs. 100 - Rs. 100 .Rs. 100 + Rs. 1000
PV, ) + + +
_ 1410 ° (4.0 (1+.10°  (1+00)* . (1+.10)°
100 x 9091 + 100 x .8264 + 100 x .7513 + 100 X .6830 + 1100-x .6209
90.91 + 82.64 + 75.13 + 68.30 + 682.99

= 999.97 or Rs. 100{ approx. -

-

N

You should recognise that the present value of the bond viz., Rs. 1000 estimated
above is equal to the issue price because the bond has just been sold at par of
Rs. 1000.

Now, consider another Rs. 1000 bond B js issued ten years ago at a coupon of 6%.
The bond had a maturity period of ten years and as of today, therefore, five more
_years.are left for final repayment at par. The current discount rate is 10 per cent as
before. All other characteristics of bond B are identical with bond A.

it is obvious that the present value of bond B will not be Rs. 1000 becauseqpvestors
will not pay this price and agree to receive Rs. 60 per year as inter
five years when bond A with similar characteristics provides annual inte)
of Rs. 100 for the next fwe years. The present value of bondec etermined

~ as follows : _ _
PV, = Rs.60 . _Rs 60 ., Rs 60 , Rs 60 + Rs. 1000

CORI0 T ap0@ a0 (1+.10)° (1+.10Y°
60 x 9091 + 60 X .8264 + 60 X 7513 g0 X + 1000 X .6209

34.55 + 48.59 + 45.08 + 40.98 + 658!

Rs. 847.35 ’ :
Youwill observe that the numerator of thatiou will be given at the time of

issuance of the bond or the debenture. The Maturity period, timing of interest
- payments, and maturity value will also be specified, What remains to be determined
is the denominator of the equation viz., the discount rate. You may notice that the
discount rate is the current market interest rate which investors can earn on
comparable inveéstments such as new bonds with the same features. In other words,
" it is'an opportunity cost. Thus, the discount rate incorporates the effect of interest
rates and reflects the current market yield for the issue.

-

il

Should interest payments be semi-annual, the PV equation will have 10 be modified
as follows : divide *C,’ and ’r’ both by2 and multiply 'n’ by 2. The resultam equatlon
will be :

- ' : 32
i 2{ (1+r2) " (1+r/2)%" o (32

- Assuming semi-annual payments, present values of bonds A and B in the above
examples can be solved as under :

¢ Rs.50 . _Rs. 1000

-1 (1.05) (1.05)'®

= Rs. 999.985 or Rs. 1000 approx.

PVA =

T}
PVy = Rs. 30 + Rs. 1000
= (LO5Y (1.05)t°

= Rs 843 551
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-, Current vield =

3.4.1 Estimating Returns on leed Income Securities

Several measures of returns on bonds are available. They are : the coupon rate, the
current yietd, and the yield to maturity. The coupon rate is specified at the time of
issue and is all oo obvious. The other two measures can be discussed,

Current yield ; This is calculated. as follows ;
Stated (coupon) interest per year
Current market price

For example, if 2 15% Rs. 200 debenturc is currently selling for Rs ,:20 the annual
current vieid would be .

Rs. 30 _ 0, ’ ’
oDy - 6% |

" You must noti¢e that the 15% debenture is currently selling forLE{s. 220 because

interest rates subsequently declined and debenture/bond prices move inversely with

~interest rates. The current yield having declmed to 13.64% froT the coupon rate of -

15% reflects this.

Current-yield is a superior measure to coupon rate because it is based on the current
market price. However, it does not account for the difference between the purchase
price of the bond/debenture and its maturlty value.

Yield-{o-maturity (Y_TM)._ Thts is the most widely used measure of return on fixed
income securities. It may be defined as the indicated (promised) compounded rate of
return an investor will receive from a bond purchased at the current market pnce and
held to maturity. Computing YTM involves equating the current market price of a

_bond with the discounted value of futyre interest payments and the terminal principal
repayment; thus YTM equates the twoNglues, viz., the market price and the present

value of future payments includiri\the drincipal repayment. Yo may note that the

compounding imervals may bg annu mi-annual or quarterlyr Equations 3(1) or’
% compounding intervals more frequent than one

; erence would have to be with yegard to known

le to DT solved. Thus, while calculating 1he present value,

rest and principal payments), timing of such payments,

unt rate will be known. In other words, the entire left-hand

) or 3(2) will be known and you will have to soive for the

riable viz., the present value. On the other hapd. for caiculating

yield-tofMturity,ou are given the right hand side variable in the form of current

mar’ke%uumera{or values on the right hand side, and the iming and maturity

of the nu tor values. What is not known is the discount ratﬁ. which is soived to’
equate the two sides of the equanon : !

3(2), the latter being modi
year, are generally used.
varifables and the vaij
numetator values (be
and the approprj
side of the egd
right hand side

“Assume that an investor purchased a 15% Rs. 500 fully secured non-mnvemble

debenture at par five years ago. The current markel price of the debenture is Rs. 400
which implies increase in market interest rates subsequenl to the issue of the sécurity.
Five years remain to maturity and the debenture is repaid at par. The yield-to-
maturttv can be estimated as follows : :

. -1

. ™
§ (1+YTM)‘ ('1+YTM)“ :

o Rs. 400 ~ & _RSTS _ . _ Rs.500
o (1+YTM)! (1+YTM)’ -

What is required in  this case is a value of YTM which equates Rs. 400 with the sum -
of present values of Rs. 75 per year for 5 yeais and of Rs. 500 receivable atthe end

+ of the fifth year. Clearly, & process of trial-and-error is indicated! Several values of

YTM can be tried till the equating value emerges. Trials can be started with the
coupon rate with the next trial rate increased if the present value of the preceding

tria] exceeds the current market price and vice versa. Thus, trying at 15%, the
following present value of the rlght hand slde cash flows is esnmrted

PVI;% = RS 73 per annum X PVIFa 5 yrs.. 15% + Rs. 500 x PV FIS%.S yrs.

‘= Rs 75><3 3522 + Rs. 500%. 4972 = Rs, 251, 42 + 248, 60'
' = Rs. 500.08




'~ Since th\. PV of Rs. 500.08 exceeds Rs. 400, 8 highier discount rate must be. tried.. - Valuatian of Serurities
The second tnal mav be made:at 20%. .

PVas = Re. 75 X 2.9906 + Rs. 500 .:-c_. 8333
'Rs. 224.295+ Rs. 200,95,
= Rs.425.245 o

Even the second. tnai hias failed to cquate.the two vaiues Hence, you can go over o
the third trial at, say; 24%.

PVM% = Rs. 75 X 27454+ Rs 500 X 3411
=" Rs: 205.91 + Rs. 170.55
= Rs: 376.46 .
The third trial has Jowered the present valuce to Rs, 376,46 which is less than Rs. 400.

Hence, the required YTM must lic between 20% and 24%. ‘The estimate can be
obtainied by interpolating, thus : '

= 2% + 425248 - 40000 ooy = 20% + 25245 0 sor
YIM = 20% + 4225~ SRR x @an—20%) = 20% + BEG < o

L=120% + 2.07% = 22.07%

You may note that YTM calculation is similar to calculating the internal rate of -

return. Calculators and computers have made these calculations extremely easy. You
-may furthet note that the YTM s just a promlsed yield and the investor cannot earn

it unless the bond/debenture is held to maturity. And if you have to hold the seciirity

titl maturity, you cannot, at the same time, sell it. Thus, there would be no 't%
hol

One sngmﬁc&nt implication of such a state is that the invgstor simply buys a

and assumes all intermediate cash flows in the. form’ of interest and prinicip.
répayments| be reinvestzd at YTM. In other words, the YTM concep
interest concept with the investor eaming interest-on-interest at YIN zh
holding period till maturity. You shoitid understand that if intermedtefCash flows

are not Teinvested at YTM, the realised yield actually earnm?&ffer from the -
rei

promised YTM. The foliowing table gives an idea of the realisd return on a _
Rs. F000, 10% 20 year, bond whose intermediate receip & invested at different
rates {interest being receivable semi-annually) ©°

“Table 1 : Showing reatised yicid oo & 10%, 20-yezr, bond p par, using different refnvestment rates’
Geapon nterest Assumed " Intereston " Total Realised Return
Income - Relnvestment  _ imterest Returin :
. rate ‘Tncome : _
(Rs.). (%) Rs.) AR5 (%)
ay @ . 3 ., ] (5}
2000 0% 0 ' 2000 5.57
2000 Cos% 1370 3370 7.51
2000 8% .51 4751 8.94
2006 % 3352 5352 9.46
2000 Co1e% 440 © 6040* 10.0¢
2000 1% . 4830 6830 10.56
| 2000 . 12% 5738 7738 . 1L14
Notes 3

'Col. 1.: Counpon interest @ 16% or Rs. 1000 recewed for 20 years semi- annual[y =
Rs: 50 x 40 periods = Rs. 2000.
Col. 3.2 Interest on interest at the assumed reinvestmént rate for 40 periods.
Col. 4:Col.1 + Col. 3 = Cok 4 .
Exampie Swn of an annuity of Rs. 50 for 40 periods at 5% semi- -annual remvestmem
rate is thus
5% 40 period annwity-factor = 120,80 x50 = Rs. 6040%
Col: 5 : :Realised rétum = (Futire value per. tupeé-investcd)‘m_’
total return + cost of bond .
- ‘cost of bond

The realised retutn is the campoutid Teturn on scml-annual basis. For an annual basis, :
this ﬁgurc must tie doubled _ 49
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+ YTM can be appr0x1mated and tedlous calculatlons avoided

" The table above clearly demonstrates the cntlcal nature of thF reinvestment rate

assumption of YTM, You may note that the realised return is equal to the YTM of
10%.only when the reinvestment rate is 10%. At a remvestrqent rate of Zero {ji.e.,

the investor consumes away all intermediate cash ﬂows from the bond),

interest-on-interest is zero and the realised return is a low of 5.57%. In cuntrast, at
a reinv.stment rate of 12%, the interest-on-interest is Rs. 5?|38 (i.e., 573877738 =
around 75% of total return) and the realised return 11.14%.

Investors must make specific -assumptioris about future re-investment rates in order
to gain ideas about realised returns. Zero coupon bonds eli inate the reinvestment
rate risk because investors know. at the time of purchase itsélf the YTM that will be
realised when the bond is held to matunty :

using the follomng

formuls ; : |
Coupon Interest + MP. — MP

Appronmate.Y'IM , whe MP Ket :
{MP_+ MP,J2 |re m mar prioe

at matunty and MPt is market price (or oost) at begmnmg |

3.5 VALUATION OF PREFERENCE SHARES
|

Preference shares are a hybrid security. They have some: features of bonds and some

of equity shares. _ _
Theoretically, preference shaﬁonsideted a perpetual security but there are -
convertible, callable, redeemab other similar features which enabie. issuers to
terminate them within = time horizon. In the case of redecmable preference
shares, legal mandates'ge b creation of redemption sinking funds and theu'

_carmarked invesynents {O"¢fisure funds for repayment.

" Preference _diéide ar® specified like bonds. This has to be donebecause they rank
prior to e shafs for dividénds. However, specification |does not imply
" obligati to comply with which may amount to defauit. Several preference
re

issues a ulative where dividends accumulate over time and equlty dmdends

earance of preference arrears ﬁrst |

Pre ce shares are less risky than equity becausé their dividends are specified and
all arrears must be paid before equity holders get dividends. They are, however, more
risky than bonds because the latter enjoy priority in payme!Lt and in liguidation.
Bonds are secured also and enjoy protection of principal which is ordinarily not
available to preference shares. Investors’ required returns on preferenoc shares are
more than those on bonds but less than on equity shares. In eﬁceptmnal ciréumstances -
when preference shares enjoy special tax-shiclds (like in U.8., inter-corporate

. holdings of preference shares get exemption on 80% of preference dividends)

required returns on such shares may even be marginally below- those on bonds.

Since dividends from preference shares are assumed to be fperpetual payuiems the

-~ intrinsic value of such shaves will be estimated from the follovrmg eqguation valid for,

perpetuities in general _ _
C C :
s i (1+K, ) ]
- ' oy
. B T o _ o
Where V,, ‘= the value of a p't?_rpetuity _t_oday_ _ |
. C = the constant annual payment to be received '

K = the required rate of return appropnate for tﬂe perpetuity.-

You have only to substitute preferencc gdividend (D) for ‘C’ and the nppropnntc

required return (K,,) for ‘K’ and obtain the following equation for valuing
preference shares : - : . C




You may note that ‘D’ isa perpetully and is known and ﬁxed forever. A perpetuity .y Veleation of Securitied
does niot involve present value calculations arid the equation provides for computing

any of the three variables viz., value of the perpetulty (Vgs), preference dividend (D),
‘required rate of retum (K, os) only if the remaining two variables are known. Thus,

the-value of a preference share can be calculated if the dividend per share and the

required rate of return are known. Similarly, the required rate of return {or yield)

can be known if the value of the perpetmty and dividend per share are known.

A hypothetical example can be used to iflustrate the valuation process of a preference
share. Consider firm A issuing preference shares of Rs. 100 each with a specified
dividend of Rs. 11.5 per share. Now, if the investors’ required rate of retumn
corresponding to the risk-level of firm A is 10% the value today of the share would be :

' = Rs. 11.50 _ -
Vi = SRagmess = Rs:. 115.00 |
Should the required return increase (say in the wake of rising interest rates and, in
- consequence, the higher opportunity costs) to 12%, value will be

" Rs. 11.50 -
B v i = Rs. 95.83

You may note that the value changes inversely to the required rate of return.

If you are an observer of market prices, you may notice the price of any preference
share on any day and calculate its yield on that day using the above formula. Thus.
if the current market price of the preference. share in question is Rs. 125.00, the
required rate of return or yleld can be-calculated as under

. _ D ' _ Rs.11.50 : o
Vi R ° Rs. 125.00 Rl 0

RS 11.50 = o : . .
S K, ReLSD 9, Q |
- Thus, the yield declines after issue of the shares by *A’. Magbe. inteTest rates

" declined or other factors changed to produce the downward the yield.
You can observe price shifts over various ranges of tj say Weeks, months, and
+ years and examine causes for shifts in yields of pre Sharcs.

Activity 5

Coilect price data of any 12 preference shares e past twelve months, say, on a
monthly time interval. ‘Using specified dividend rates as numerators, compute
investor’s required rates of return and tabulate the information in the following

" format,

Investors Required Returns at

Preference : END OF MONTHS _ ' % change
Shares - - - - nrelurns
I -2 3 .4 S & 7T % v oo o1 on

FRe—TONOmON® |

" What conclysions do you draw from your workings?

L18
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3.6 V‘ALU;A_L’I‘ION OF EQUITY SHARES

You have known the basic features pf eqmty shares.in Unit 1. Umt 2 mtmduoed the
risk-retum complexion of such securities. Calculating total return, for the holding
period on equity shares was also explained and iltustrated in Unit 2. Factors affecting
the riskiness of equity sharés and other securities were also discussed in Unit2, This
section of the present unit will-confine attention to valuation of cqu:ty shares using

‘present_value principles. The three broad approaches to valuation viz., efficient

market, technical, and fundamentil will be examined in detail in Block 3 . However,

* much of what would be said and analysed here would relate toi ‘fundamental approach

to valuation of equity shares’.

36.1 ThePresentValueofExpected SmdMﬁMquﬂtySham
Fundamental analysis is centred on present value which is computed as the discounted

value of future stream of benefits. In the case of equity shares, the future stream of
earnings poses two problems One, it is neither specified (as in the case of preference

 shares) nor perfectly known in advance as an obligation (as n 'the case of bonds and -

debentures). Consequently, future benefits and their timing|bave both tobe
estimated in a'probabilistic framework. Two, there are at least three candidates which
are pomted as alternative measures of such benefits viz., dl\rldends cash flows, and
earnifigs. : |

Solution tb the first problern is offered by past data which is: appropnately modified
for future projections. Also,.the holding period of mvestors| on the margin (i.e., the

‘major players in the market whoMgfluence the pricing process in the case of active

strategists and ‘infinity” in thé those who follow the |'bu5[-and hold' strategy
provide the base for determini ‘timing of these benefits. A major modification
to past data will be prgiisc on'some perceived growth rates of return on equities. _

The second problem camMalg#’be viewed as a case of the three tltematwes not really

confhctmg with ther. The reat question is : which cash flows are appropriate
in the valuation of€quity shares? Now, if you buy equity sl'iares and place them all
It

. in a trust for Jour and your heir’s perpetual benefit, what cash flows will be

received t fund? The answer is ‘dividends’ because this_is the only ¢ash

distgibutionghich a company makes to its shareholders. Even though earings per

y year do belong to the shareholders, companies do not distribute them all.

no doubt that investors who foflow the ‘buy-and-sell’ strategy i.e., active
stratcgmts, would sell their shares whenever price changes are favourable. But since,
a-price is the present value of future dividends investors regard cash flows from equity
shares as a combination of dividends and a future price at which the shares can be

sold and this is equivalent to the stream of all dividends to be !recevied on the shares

. Finally, should you regard eamlﬁgs as lmporizim and use therh as a theasire of f'l'mm: .

benefits? Obviously, the answer is ‘yes’. All dividends are ﬁaanc} out of earnings.

. Moreover, a popular approach to valuation of equity shares known as P/E ratio usés

|
earnings as its basis. Hence, earnings are important. Now, if all earnings are paid out

as dividends, they will be accounted for as dividends. In the event of a part of earnings
‘being retained and reinvested, the effect will be 10 increase fyture eamings and Ffinally

" future dividends also. Present value analysis should not count eammgs reinvested

currently and pald later as dividends. Such a risk of double counting is present when
“earnings’ are used as a measure of future benefits. In fact,

- defined and separated in which case the two variables viz. , earnings and dividends

would produce the same results. You would therefore, recogmse that more than one
present value model is possuble in the case of equity shares viz., dividends, earnings,
and cash flow (i.e., earnings after tax plus depreciation). Ho\{wever it is always correct
to use dividends as the numerator of the present value equation used 10 estimate the
intrinsic value of equity shares. The preesnt value model which uses dividends as its
variable representing the cash flow stream is known as the dividend valvation model,
‘This model is discussed beiow and is followed by a dlscussmn of the P/E approach to

: ts:q!.nt)r shares valuation.” |

3.6.2 Dividend Valuation Model

A difficult problem in using the dividend valuallon model is lgle tammg of cash flows

from dwldends ‘Since equity shares have no f' nite matunly lhe investor must forecast




il future dividends. ‘This might imply a forecast of an infinitely long stream of
dividends. Clearly, this would be almost impossibleé. And to-manage the problem,

therefore assumptions are made with regard to the future growth of the dividend of -

the immediately preceding period available at the time the investor wants to

determine the intrinsic value of his/her equity shares. These assumptions can be

a) - Dividends do not grow in future i.e., the constant or zero growth assumption, ’

b) Dividends grow at a-constant rate in future, i.e.. the constant-growth assumption,

c) D.ividends grow at varying rates in future time periods 1.€.. multiple-growth
assumption.

The ‘dividend valuation model is now discussed with these assumptions. _

a) The Zero-growth Case : The growth rate of dividend D at time "¢ will be known -

by solving for g’ in the following:

D, =D, (1+8) L3

DI_DI—I

< (3.4)

ar =B

1=l

You can easily see that when g,=0, equation 3.3 will yield D,=D,_, which means all
future dividends would be equal to be current dividend (i.e., the dividend of the
immediately preceding period available as on date}.

Now. the present vaiue of dividends for an infinite future périod would be :

D Dy

v D D, D w _ a
V=g ke TR 0(3‘5)
. = DI .

“~ (1+K)' :
Since, Dy=D;=D,=D;, under the zero-growth assumption, erator D, in-

-equation 3.5 is replaced by Dy to get - : ?
- & (1+K) -
Taking the uniform ‘Dy’ out of summationge obRyn : :
1 .
V=D E —-——] - {3
Do X iy % (3.6)

You will appreciate that discounting cash flows over avery distant long future period
would be meaningless. And mathematics tells us that if K0 then the value of an

%

infinite series like the one in e‘q-uation (3.6} is reduced to % so that equation-(3.6)
results in the following :

17 D '
Vo =Dy ['KJ = K{% o 37
and since D, = I},, equation 3.7 can also be written as
=D
L= (3.8}

You may recall that equation 3.8 was used for the valuation of preference sharcs.
This is one case for the application of the zero-growth assumption.

The calculation underlying the zero-growth model can be Hlustrated. Consider a
preference share on which the company expects to pay a cash dividend of Rs. 9 per
share for an indefinite future period. The tequired rate of return is 10% and the
current market price is Rs. 80.00. Would you buy the share at its current price?

This is a zero-growth case because the dividend per share remains Rs. 9 for all future
time periods. You may find the intrinsic value of the share using equation 3.7 or 3.8
as follows: '

_ Rs.9.00
v 10 %0

Vahation of Securities
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Sty _ 14p
E‘F(I+Ki§‘) - T(TE

Equation 3.13 can be re-written _as@ :
v Dllty | D N |
v: K-g .

out the intrinsic value of the equity share as under :

The intrinsic value of Rs. 44 is less than the market price of Rs. 6

- calculations will have 1o be spread over two phases viz., one phase
. time “T" and the other would begin after *T* to infinity.

" The second phase present {iali:le is _denc;ted by VT{;) and would be -

Since the intrinsic vatue of Rs. 90 is more than the mafltet.pri_oe of Rs. 80, youwould

consider buying the share, -

b) The Constant Growth Case : When dividends grow in all futqre
uniform rate ‘g', .
D ="Dy(1+g)

e
: i
periods at a

3.9 .

Substituting ‘Dy’ in equation 3.5 by the value of D, in equation 3.9, we get o

- 5 Dy(i+gy
9 (1+K)

3.10)

Being a constant amount, ‘D’ can be written out of summation to pbtain the following

equation :
vep s (1+g)‘]
Y—. 0L= (I+K_)'
that

o

@i -

- Using ihe mathematical properties of infinite series, if K > g,'t_lien_'it can be sho_wn'

(3.12)

Substituting equation 3.12 iﬁto equation 3,11 yields the valuation forn_l_ula' for the

constant growth sityation as follows :

V=D (g1g)

(3.13)

6.14)

Alfa Ltd., paid a ividen{of Rs. 2.00 per share for the year ending varch 31,1991,

cquited rate of return has been estimated to

Suli:tion_i '

This is a case of constant-growth-rate situation. Equation 3.14 can

-~ Dy Rs.2(l.10) " _  Rs.220 . '
v K-g  15-100 © 7 . 705 = Rs. 44.00 .

share is overvalued and you should not buy. .

f 10% per annum has been forecast for an indefinite future

15%. You wan't

. to buy thgsshare aMa market price quoted on July 1, 199t in the stock market at
" Rs. 60. would be your decision? - = - : '

be used to find

00. Hence, the

c) The Muitiple-Growth Case : The multiple~gr0mh assumption has to be made ina .
vast number of practical situations. The infinite future timé-pcrioci is viewed as -
divisible into two or more different growth segments, The investor must forecast the -

time *T" upto which growth would be variable and after which onl

the growth rate

wouid show a'pattern and would be constant. This would mean that present value . -

would last unti}’

The presemt value of all dividends forecast upto and including time ‘1" Vymwould be :

t
' D
Vi = 2, TRy

1=1

constant-growth dividends forecast after time “T". The position of the

T (3.15)

based on -
investor at time

‘T* after which the second phase commences car be viewed as a point in time when
. he is forecasting a stream of dividends for time periods T + 1, T + 2, tl‘_+ 3, andso
on-which grow at a constant rate. The second phase dividends wou '

d be.:




Dy =Dr(l+g) .
Dryz = Dy (14 8) = Dy (1 + g -
Dyes = Dray (1 + @) = Dy (1 + 8 ;

. and so on. The present value of the second phase strearn of dividends can, therefore,
be estimated using equation 3,14 and at time ‘T" ;.

Vo=Drur () e

You may note that Vo’ given by equation 3.16 is the present value at time “T" of all
future expected dividends. Hence, when this value has to be viewed at time ‘zero’,
it must be discounted to provide the present value at ‘zero’ time for the second phase
present value. The latier can also be viewed at time ‘zero’ asa series of cash dividends
that grow at a constant rate as already stated. The fesulting second phase value V3,
will be given by the following equation :

Vm)"""‘['ﬁ-l-lT)T] _ N o (317

= _&L___
(K-g) (1 +K)T
Now, the two present values of phase 1 and phase 2 can be added to estimate the

intrinsic value of an equity share that will pass through a multiple growth situation.
The following describes the summation procedure of the two phases -

" Vo= Vg + Vg .
R S

= 2 + +1 a :

- 3 av (K-g) (1+K)" . (3:18)

Example _ ( >
Cronecom Ltd:, paid dividends amounting to Rs, 0.75 perghare dufing the last year.

The company is expected to pay Rs. 2.00 per share duri pext year. Investors
" forecast a dividend of Rs. 3.00 per share in the yepiafter $hat. At this time, the

forecast is that dividends will grow at 10% per ye indefinite future. Would

you buy/sell the share if the current price is Rs. 7 The required rate of return

is 15%. ' o :

Solution

This is a case of multiple growth. Growth rates for the first phase must be worked
out and the time-partition between the two phases established. It is clear that 'T" =
2 years. Hence, this becomes the time-partition. Growth rates before “T" are :

1 -D, _ Rs.2.00-Rs.0.75_ 167%

8= =5, Rs. 0.75
D,-D; Rs. 3.00-Rs.2.00
: (g 22~ = =
a5 T a2
The values Voyp) and Vg, can be calcuiated as follows
R.20 , Rs.30 _po.o

Vio = g3 15y

_ Rs.330 .
Vi = g e Pt

Since V, = V—.»m + Vi the two values can be summed to find the intrinsic value
of a Crémecon equity share at time ‘zero’. This is given below :

V, = Rs. 4.01 + Rs. 49.91 = Rs. 53.92

C{14,15)°

At the current price of Rs. 54.00, the share is fairly priced and hence you won't trade.

3.6.3 The P/E Approach to Equity Valuation _

The first step here consists of estimating future earnings per share. Next, the normal
price-earnings ratio will be found. Product of these two estimates will give the
expected price. For a single year holding period with D, as expected dividends in the
coming year, the ejcpgcted; return of an investor can be found as under ;-

. Valuatien of Securities
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E, = Epj (148)

and which would also lmply that S '. ‘
Ei =E, (1+gel) T a N o
" B=; = B (1+g) = E, (I4+g) (Q o

E,  1+K j(1+K)

' Expecled Return= 2ot PIkP : ' D (3 19

Estimatlng normal price- earmng ratios is cemtral to the P/E approach for valumg

.equity shares. The procedure’ has been described i in the foowing paragraphs

You may go back to equation 35 and’ mtrodluce the earmnés variable in it by

_expressmg D, as a function of earnmgs per share and the payout ratio, so that -

D, = poE, | - - G2
Where p, = pay- cut ratio, and E, = earnings persharc in time ‘t". §0 lfyuuforecast o

. earnings per share and payouit ratios you have, in fact, forecast dividends per share..

Now, use equation 3.20to restore equatmn 3.5 where D, will be replaced by p,-E; as
follows : . - : | : :
V=g * + 2oyt

(T+K) .-(1+1<) _- _
R fe— |

S (1" +!_K)‘ - S _ (3-_2_1)
Now, if earnings like dmdends also grow atarate g., ln future tir?e penods as that
LG22

By = E; (I+ge) = Eo (14 W2 (4ee) |
and so on where E,, is the ac vel of earnings per share over the past year, E, is

the expected fevel of s over the forthcoming year, E, is the expecied level of
earnings per share for year after E;, and E, is the expected level of earnmgs per
3

share for the afte

Substituting t equations in equatlon 3.21, we get
d+gl)] E [Eggwggg(ugg ) SRR
: 2 + .
* (K -

1-+ ) (1t 1+ . ' _ ‘ . : »
(E3S) o . = - on

Now, you may recall that ‘V‘ is the intrinsic valie or thc price at-which the share
would be selling if it were fairly priced. Then, V/E, would be the price-eamings ratio

that must prevail if the share were fairly priced. In other wordsll. V/E, would be the

- mormal price-earnings ratio. To obtain 2 normal price-carnings ratio from equation -

3.23, divide both sides of the equation by E, and simplify. The resuitant equat:on
would be :

A" -'_ El£1+g5|) 1+ 1+ )

+ v |

CmGteaggema, Ly,
You can now mte:‘pret equation 32410 show that a share § normal pnce~earnmgs {
ratio will be higher -

the preater the e,xpected payout ratios (py, Pz, Pa; .....}; the greater the expected
growthrates in carnmgs per share (8e1s Bez: Bess -2 )5 the smaller the required rate
-of return (K.). .

The above reianonsﬁlps are qualified by the phrase ‘other things bemg cqual’ which

.means that changes in variables except one should not neutralise changes in thls
_ .exceptlonal variable. For example, the normal pnce earnings ratio would increase

with increase in payout ratio but no company cin ever achieve lthlS result only by

concentrating on an increase in the payout ratio. What happenﬁ with an increased
payout ratio:is a corresponding decrease in reinvestment of earnings and

-conscquently a dlmmunon in the growth rate; increased payont would be neutralised -




by decreased growth and so-on. Conscquently, intrinsic value and hence the normal
price-earnings ratio will not increase.

Two further points need to be noted with regard to normal price-earnings ratics.

First, a share would be under-priced if its normal price-earnings ratio (V/E,)} exceeds
the actual pnoe-ea—nmgs ratio (P/E,) and it would be overpriced when the normal
price-carnings ratio is less than the actual price-earnings ratio. This is directly derived
frem the intrinsic value-market price rule already stated, Both intrinsic value and

market price are divided by a constant viz., E, and the new rule obtained. Second,
-equation 3.24 is based on an infinite series of dmdends For the growth situations,

the equations can be derived as follows -
iﬂ

The Constant Growth situation : EX =p [ }+_g§ ] L (3.25)
o - . ' . )
R S|
Zero Growth Sitwation: — = = . L (3.26)
_ E, K

 Example _

- a) Zeta Ltd., is paying_dividends on its equity shares at Rs. 8/p<3r share and expects
to pay it for an indefinitely long period in future. The equity share currently sells
for Rs. 65 and investors' required rate of return is 10%. Determine if the Zeta
share is fairly priced using the P/E approach to valuation.

Solution '

This is a zero-growth case and the normal price-carnings ratio can be found as under :

y _ 1 _ 1
E, K 10

The actual price-earnings ratio = P/E = Rs. 65/Rs. 8 = 8.1, Sinceshgunor
price-garnings ratio of 10 is more than the actual price-earnings rat @ , the share

=10

at Rs. 635.0 is underpriced. _
b) Now, assume that Zeta paid a dividend of Rs. 1.80 per § ver the past year

and the forecast is that they would grow at 5 per cgpt perfannum for ever. The
required rate of return is 11% and the current rice is Rs. 40 per share.

Using P/E approach. determine if the Zeta ehare is¥dirly priced. E, may be taken
as Rs. 2.70.

Solutwn

This is a constant-growth case. The normal price- earmngs ratio (V/E,) can bc found
as under : :

b=

1+ .05

—1.80;’2.70[“ T

1.05_ '

= 6667 Tsu]_u.ﬁ? -
P Rs. 40.0
E, Rs 270 14.81 s
' P : . .
Since — = 11.67 < —— = 14.81, the share is overpriced.

E, E, _ _

3.7 SUMMARY

There are three approaches to valuation of securities viz., the efficient market
hypothesis (EMH), the technical or the chartist approach, and the fundamental
appmach The last of these approaches has been discussed in this unit.

- The primary focus of the fundamentat 3pproach is on the intrinsic value of a share
which, in turn, depends on fundamental factors like earnings, dividends, cash flows
etc. If properly defined, these fundamentals when incorporated in a present value
equation would produce identical results,

Valuation of Securkies
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The present value is a géneral concept and share valuation is one of its several
applications. The intrinsic value of a share at any point of time ils the prensent value

of a series of cash dividends in future time periods with assumpt}ons about varymg
growth levels and situations being introduced to make calculan?ns usable in practice.
Dividend valuation models with zero growth, constant growth, and super-normal
growth assumptions are found usefnl for the practising Jecumlly analysts and the «
investors. The discount rate in all these models is the required rate of return of the
investor appropriately adjusted for the time value of money and riskiness of returns.
This facet of the pmblem will be examined in detail in the wnit on Capltal Asset

.Pncmg Medel in Block 4.

* The Price- -earnings approach to valuation yses current earnings as the basis for
‘determining normal price-carnings ratios (V/E,) and caiculating actaal price-edrnings.

ratios (Pon) It may be ioted that presept values which form the numerator of normal
price-earnings ratios (V/E o) are based-on future estimates of cash flows and these are”
linked-upto cwrrent earnings (E, ) through varying prowth assu nptions. The primary

focus of valualion is to determine if a share is overpriced, underpnced or fairly priced

at any given market price.

Valuation is at the heart of an investment decision and nsk-retum are its primary
determinants. A value is known at a given discount rate or market yvield or the
investors’ required return. Likewise, a yield is estimated fron a given market price.
Thus, returns and values are closely linked together. Risk factors, together with
movements ifrinterest rates, have a close bearing on investors’ i'eqmred rate of return.
(They were examined in detail in Unit 2). Of the many versions. of return, the

- holding-period-return holds. the key. For bonds and debcnturL:s it i the

yield-to-maturity which is a key-codgept.

' Fma]ly, valuation of equity securlgsfin particudar has a sequence stamng from the

macro-level of economy g market down to industry and to fhe micro-level of the
firm which will be discuss @ epthin Block 3. Predicting fair prices of securities is

convassed the main conce security analysis, The valuation sequence is posed as

a substantial aid i%ﬁon but ewdence is mixed.

3.8 Kl ORDS 7

B |
Acti tment Strategy A form of investment managemeni which involves buying
and g inancial assets with the ob]ectwe of earning positive risk-adjusted returns.

Constant Growth Model : A version of the dividend valuation moael which assumes
that dividends are expected to grow at a constant rate overtupe It can be used to -
solve of the current pnce of a share.

Current Yield : The yield on.a security resultmg from dmdmh imercsl payments or
dividends by the current market price of the security. |

Dividend Valuation Mode) : A widely used model to value equity shares. The mods]
states that the current price of a share is equal to the discaunted value of all Euture _
dividends.

Earnings Multiplier : The P/E approach which states that the le'xce of 8 sharc isequal’
o lhe product of its eammgs and a multiplier.

Expected Return : The ex ante return expected by investors over soime future holding
period: The expected return often differs fror the realised return.

Fundamental Analysis : A form of se(.unly analysis which seeks to determine the
intrinsic value of securities based on underlying economic facliors These intrinsic,

_ values are compared to current market prices to estimate curreT! ieve]s of mispricing.

Holdmg Period Return : The total return from an investment for a given period of

time, including both yield and capital gain or foss.

Interest Rate Risk : The uncertainty in the return on afi xed-ilncome security’ CRUSEE
by unanumpated fluctuations in the value of the asset due to changesin interest vates.

Multiple Growth Model ; ‘A type of dividend valuation modei m| which dmdtnds dre.
assumed to grow at different rates over specifically defined tlme periods.

P/E Ratio : The ratio of share price to eamings using historical, current of esuimated '
data. This ratio is also referred to as multiplier.




Possive Investment Strategy : A stratcgﬁwhereby investors do not actively seck out
trading possibilities in ap attempt to out perform the rnarket.

Promised Yisld-te-maturity : The yield-to-maturity on a bond calculated assuming
that all promised cash flows are received on a full and timely basis.

Security Analysis : A component of the mvestment process that involves determining
the prospective future hienefits of a security, the conditions unider which such benefits
will be received, and the likelihood of such condjtions occurcing.

Timing : An aspect of security analysis which entails forscassmg the pnce mMoVEMENts
‘of asset classes refative to each other.

Top-down ferecasting : The valuation sequence in security analysis which entails first
making forecasts for the economy, thea. for industries and finally for mdividual
companies. Each level of forecast is conditional on the previous level of forecasts
made.

Valvation Sequence : Same as top-down forecasting.

Yield-te-Maturity : The indicated (promised} <ompounded rate of return that an
" investor will receive from a bond purchased at the cusrent market price and held to
maturity.

3.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

1} Avunis considering investment in the equity shares of the industry leader, TISCQO,
and has performed detziled analysis and research into the history and \
performance of thz company. To be on sound wickets, what other 4pforigtion
shouid be obtained before taking the final decision? -

2} A 5% Rs. 1000 bond has 25 years remaining to maturity. wld be the
intiinsic value of the bond today if the current market yteld % . Interest is

payable on the bond semi-annually. = '
3) AS% Rs. 1000 bond paying interest at annual interval aving 25 years o

maturity is curtently selling for Rs. 816. [t is anticipMed tha the market yield is

likely to decline 5.5%. Estimate the intrinsic va bond two years hence.

4) Indicate the correct alternative in the follgagng :

a) The value of a security
iy is synonymous with ifs price
:1) depends on the assessed value of the firm's physwal assets
iii} squals the discounted present value of its future income.

by An investor would be taking a rational decision if
i) he buys when price is greater than value
ii} he does not trade when price is less than value
it} he buys when price is less than value.

¢) The Cootner hypothests states that
i) ptices and values both fluctuate
it) prices fluctuate within upper and lower reflecting barriers that bracket
the consénsus value estimate
iii) ail of the above

d) The erratic price changes in securities markets-are caused by
i) the supply and demand conditions of primary issues
" ii) the continuous arrival of new information
iii) the size of trading volume in the security

¢) A perfectly efficient securities market is one where’
iy prices and values fluctuate
ii) prices equal valies in a continuous equilibriur.and they vibrate together
randomly
iit) all of the above
5} Muatch the {oliowing words and phrases with their correct definitions :
VWord of pheese Definition or Deacripticn

1y Price pershare ' . A). Present value of an equity share based o all
future dividends that grow at different rates.

Vaduation of Securittes
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6)

7

~ You are required tt_e the normal price-earnings r

2) Passivei 1mesnnem B) Promised yvield ona b(!md pumhaséd_ at

Strategy at current market price and held to maturity.
3) Intrinsic value . C. The correct decision when it is underpriced
"~ pershare _ |

4) Continuous equilibrium D} A value determined by market processes
: that can sometimes be irrational

5) Buyasecuritv -~ E) A buy-and-hoid strate|gy with no trading

6) Yield-to-maturity F) ' A value estimated by Tm informed analyst’

7) Multiple growth G) The value and price fluctuate randomly
dividend valuation togethe#,. ‘

The equity share of Manjit Textiles Ltd., is curremly selling at Rs. 55.00. Earnings
per share and dividends per share of lhe company over the past year were

Rs. 3.00 and Rs. 0.75 respectively. Fundamental analyst?s have worked out the
following forecasts of dividends, earnings, growth rates, and payout ratios for the

.Next two years.

Yearl
D, = Rs. 2.00; E, = Rs. 5.00; gcl—ﬁ’!/o p1 = 40%

Year 2
D, = Rs. 300 EZ—R:, 6.00; ge2+20/o P = 50%

It has been further forecast that earmngs and dividend are expected to grow at

_ aconstant rate of 10% after year 2. Consequently, the datd for year 3 would be

as follows : l
Year 3 . .
D; = Rs. 3.30; E; = Rs. 6. 3 = 10%; and p = 50%.

latio of Manjit Textilzs
if the required rate s is 15%. Do you think that the Manjit Textiles equity
: i

share is {airlygeglued?
Indicate if the §gllowing statements are True or False :

cono ic'outlook suggests a recession that wilfl have an. impact on'ail

portidbio Ilqu1d1ty - - =
¥
uring downturns, but suffer more durmg upturns. | .

c} A study by Shiskin indicated that stock prices LDHSIS#&““Y conform fo

economic expansions and contractions, but stock prn es clearly lead the
economy.

d) It is not really necessary to know the time pattern ot; returns from an
investment so that the income stream can bc properly valued relative to

alternative investments.

e) Results of a study by King showed that about 62 per cent of the security’s
price changes were explained by a combination of market and industry
components.

f) A bond promises interest payments every six months equal to one-half the
coupon-rate times the face value of the bond and the payment of the principal
at its maturity. :

g} The Dividend Valuation Model states that the value pf share is the present
value only of peak dividends of all future periods. |

h) The higher the payment ratic higher will be the normal price-earring under

all circumstances, . I .
i) The expected price of a share that will prevail a year| from now can be

‘estimated by earnings-dividends muh:pher model.
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Answers

Activity 1 S
Dk Dk H Gk 4 ® D 6()
Activity 3 . | | :
id) True  b) False ¢) True d) True  e) False ) False

_. Answers to Self-Assessment Questions/Exercises ' 0
1). Additional information required will relate to : '

a) current state of the economy with forecasts for the fut %
b) the historical relationship of steel industry to the aggrega onomy; and

¢) the histqrical relationship of TISCO to the steel WS performance.

2 V=< |
_ %(_grgﬁj' ' (1+rf22" Q~

= 5072 : R —
: + 1000 - - . -
é (1+ j‘ 12) _

25 (24.5516) + 1000 (.2021) = Rs. 81590

3
03 i+ ol
50 (12.875) + 1000 (.2919)

= Rs. 935.65. _ ' _
4 ayii; by o i e .
5 LD, 2B XF~ 4G 5G 6B TA
'6) Normal price-earnings ratio of Manjit Equity share can be found out as under :

V _ .40(1+.67) + S06N(1+:20) _SO(1+.67) (1+.20) {1+.10%
E, (1+.15) (1+.15) (15-.10) (1 + .15)*

.58+ 76+1663~R§ 1?9?

1l

%,

'3‘,{ vV

+

Since the actual price-earning ratio is Rs 55/Rs. 3 = 18.33 and it is very close to
the normal price-eamings ratlo of 17.97, the’ share can be considered as fairly valued

17) a) True; b) False; <) True, ©o-d) False, e) True;
f) True; g) False; - h) False; i} True; j} False;

6.







BLOCK 2 SECURITIES MARKET IN INDIA

This block conprises two nnits. Unit 4 titled ‘Organisation and Functioning’ discusses _

~ primary and secondary markets for securities in India. Primaary market which is also
kaown as new issues market and secondary market, also Known as stock market, are
well established markets in India with a history of miore than 100 years. In Unit 4,
besides distinguishing betwceen these two segments, various financial instroments, -
players and trading arrangements prevatent in Indiau sccuritics markét have also been
discussed. Unit Stitled ‘Regulations” highlights the history of securities market
regulation in India. Besides discussing regulatory lramework applicable to the primary,
stock market and Over The Counter Exchange of India, this unit discusses at length the
origin, functions, organisation and activities of the Secnrities and Exchange Board of
India {SEBI), the nodal regulatory sgency for securitics market in India created as an
administrative body in 1988 and as a statutory body since January 1992, This unit also
pin-points the role of self- regulation of sceurities market vis-a-vis legislative
regulation. ln one word, this block provides an introduction to the erganisation,
functioning and regulation of securities market in India to enable the reader to get a feel
of the securities market environment in India,
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UNIT 4 ORGANISATION AND
FUNCTIONING

Objectives
The objectives of this unit are to :
.. distinguish between primary market and secondary markel

® highlight various types of traded securities, market players and lradmg armngemenis
wlnch exist in India

® to discuss organisation and functioning of primary and secondary markcts for
various types of securities in India

Structure: o

4.1 Introduction
4.2 Primary ys Secondary Markets
4.3 Typesof Traded Securities

4.4 Stock Market in India
441 Origin and Growth

442 Raleand Functions o
4.43 Moembership, Organisation & Management
444 Trading System :
4.4.5 Stock Market Information System
446 Principal Weaknesses '
- 4.4.7 Dircctions of Reform
4.5 Over the Counter Exchange of India (OTCEI)
4.6 Summary _ ?\
4.7 Self-assessment Questions/Exercises

4.8 Further Readings

41 INTRODUCTION

In every economic system, some units which may be individual or institutions are
surplus-generating while others are deficit- generating. Surplus-generating units are
called savers while deficit-generators are called spenders. In our couniry, at sectoral
level, households are surplus-generating while corporates and govemment are
deficit-generating. This is, however, true only at an aggregative level. You would

" definitely come across individual households who are deficit generating and corporate
bodies who are surplus-generating at some point of time The question that arises here
is : What do the surplus-generating units do with their surpluses or savings ? You can

. teadily imagine that they have oxly two alternatives before them. They can either invest
or hold their savings in liquid cash. Holding liquid cash is required to meet transaction
or precautionary or speculative needs. The surplus-generating units could investin -

. different forms. They could invest in physical assefs viZ, land and building, plant and
machinery or in precious metal viz. gold and silver, or in financial asseis viz. shares and
" debentures, units of the Usit Trust of India, treasury bills, commercial paper etc.

The financial assets are also called financial claims or financial securities or paper
assets. These financial securities are issued by deficil-generating units to
surplus-generating vnits in exchange for their savings. It is for this reason that
swiplus-generating units are called investors while deficit- generating umnits are called
issuers. These investors and issuers of financial securities constitute two important

* elements of the securities markets. The third critical element of markets is the
intermediaries who act as conduits between the investors and issuers. Regulatory
bodies, which regulate the functioning of the securities markets, constitute the last but
very signiﬁéant element of securilies markets. Thus, there are four important elements
of securities markets namely investors, issuers, intermediaries-and regulators. Now
depending upon the nature of the relationship among these elements of securities markets ,
the markets are classified as primary and secondary. Further, depending upon the maturity; -
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securities are classified as short term and long tevm, and depen Iulg apon the issuers,
these ave classified as povernment securities or indusirial securities. Govemment
securities are also called gilt-edged securities. In order 10 pick up the right kind of
securities, an investor or a portfolio manager should be fully conversant with the
different segments of securities markefs, different types of securlies which are ;radc{i
and different trading amangements whick exist in the markel. In this unit, we shali
distmguisk between primacy market and secondary market for securitics and djscuss

varions fraded secwities and trading arrangements prevalent in Judic, Let us begin oy
distinguishing primary and secondary markeis.

4.2 -PRIMARY VS. SECONDARY MARKETY

Primary market is the segment in which new Issues are made whereas secondary market
is the segment in which ouistanding issues are imded. it is for this reason that the
Pinmary Market is also calied New Tesues Marlcc and the Secondary Market i3 called
Stock Market,

TABLE&D
Issues ami Approvais for New Iwui:s by Public Limited Companies
i 1950-91 199192 1992
t 2 3 4 5 g o
{ MNa lRs.cr No | Rs.cr No Rs.oer
1f‘~i‘ﬂf°*'*1‘=0fw‘ﬂch o oi105 1126331 1263 10402 3671 9142
: A . _‘ —_—
4.1 Non-Gevemment (674 Ng125 | 1243] 12341 | 533| 5238 564| 8730
1 companies i \ o _ L S
(iy | Eauitics@ | Sa™xss| ges| azer| 351) 1625 453! 4198
(iiy | Debentures 192331 3571] 375 soso| 12l 3613 Wil 4533
» 4
B GO"’””‘_‘-“’-‘“ 3t a2 205 7061 6| 2068 3 380
companies » I
(i Equities 14y 201 il 76 i 33 i 330
| wleoo7] 17| soss| st o205 1l 50
363 | 42021 519 57531 227 i 1583 4791 Q844
e
252} 1261 373) 1733} 150! ase| 383 W
(iiy{ Debenires UI3] 29411 146 4020 65 1097 451 5969
Challlgcs over the previcus year {per ceat}
Approvals of which ) 1 25
A. t Non-Governmeni 1t %) - &7
companiss ——
() Equities@ 40 50 158
tity 1 Debentures _3% 125 ' : 25
R. | Govemment companics 44 14 ' T 52
(i | Equities@ 14} 52 oo 323
(i Public sector boads a7 16 . . o8 -
Tssues by non-Goveriment el 1 37 522__
puldic timited companies® '
of which )
(i) |- Equities™> . 3 37 €98
(iiy | Debentures _ -4 37 ) 444

*

Provisional; excluding issues prwaleiy pizced with financial institutions elz, and

inctuding mmubsn:nptron refained in some cases.

** Excludes honus isst es, but includes preference shares and cumuiative
converlible preference shares.

@ Includes premia and bonus sharcs.

Source: Ecoromic Survey, 199293, Minisiry olr Finance, Government of hr("m




Tivshe pringry market, new jssues may be piade in three ways namely, poblic issue,
rights igsue and private placemesnt. Public Tesus involves saie of securities to membess
of public.-Rights issuc involves sale of secirities to the exisling shareholders/debenture
' ho!rlcra Privaie pl?(‘emez}: involyves selling securities privalely {o a selecied greup of
imvestots. in the primary market, cquity shares, fully convertible debantures {FCD),
partinily conventible debentures (PCD), aud non-convertible debentures {NCD) are the
securities commmonly issued by won-govemment public limited companies. Govermnent
companies issve equity shares and bonds. Table 4.1 shows issues and appravals for new
issues by public Hmited companies.

Accoriing 10 4 sindy by Prime Database, for the Indian primary capital maskel, ihe vear
1962 teo n._kn. # phenomenal 243 percent increasc in amrmnl raised and 96 per oot in
negntrer of issues inchuding Fublic and Rights, While 1 91 had a totel of 451 issues
aggregating Rs, 4820.36 crore, 1992 closed with a tally of 364 tssues for a whopping
amount of Rs. 16656.58 crorz. The yesr belonzesd 1o the megs issues, specially on the.
righis front. In aggregate, there were as many 25 65 issues during the year which
crossed Ro. 5 crore, and 76 isstics crossed the Rs. 100 arore mark. The primary market
frenzy besan with the scrapping of (e Capilsl & ves Comtrol Adt and free pricing of
issies infroduced by Secvrities and Exohange Board of indie {SEBI) which has been
constitmed as z statutory Dody sineg Jan 30, 1932, SEB had il_w:umv‘d 48 an
adumiisirafive hody since [988 and veo will lerrn more aboot B in Unit 5

F\J

Inthe p‘t‘iraw iarkel, issues are made either ‘at par” or ‘st premism’. Fricing the nev
issues ts reguialed vnder puidelines on Tapila! Issges or what are alsc kaown as
gu:da!m:& for disclosure sod invesiors protection isseed by the Securities and Exchange
Boerd of badia (SEBI. Prior o the promulgation ot the ordisance no. 9 of 19 2hy
which the Capita! fsanes (Conird) Act has beenvepealed, the pricing of the neWgdssues
d under the Controller of Capital {ssues” {CCIY pricing formul '

Was gt
Comparics entering the capital marke? ave reguired to advertise i they
anancuncing the nrcu;ymcd public issue. Apart from snuouscements, ¢
place & ‘\'\,FT isements in the newspapers/ielevision in support of the
is.x;nes ate wlao puhlicised by mass matiing. M has become a gog
1%, ap plication forms and other liteeature regarding o
4iphic. Thus information about new issues mg
-t sources Viz. newspaper, felevision, wail, st
L-brokers, investinend advisory firms ete. In ord®o curb the tendency on the
part of issuers of seouritics fo pive exaggerated@Mnisicading information at the time of
a new issee, 5 munher of chrewlars amd guideli been issued by the Departmeni
of Company Alfairs. The Stock Exc hdzig, Divisigdlt the Ministry of Finance,
Government of Endn and the Sccarities gnd Exchange Board of India. Since 1991, the
furnzat of e prospectes io be sent aleng with the application form for public issue was
revised and 2 memoninduin containing the salicnt features of the Prospectus was
prescribed. Among other disclosures, the companics are now required to highlight the
sisk faciors of the projects in the prospectus as well as in the memorandunt. A new
financial instrument, ‘Stock invest” has been infreduced to be uscd by the investors as
applivation money for new issucs. Indeed, in order to protect the interest of inveslors in
the new issues market as well s stock market sgecific provisions have been made under
the Companies Act, 1956, Capital Issues (Comirdt) Act, 1947 {repealed since May 25,
16923 Securitics Contracts (Regulation} Act, 1936 and the Securities and Exchange
Board of India Act, 1992, Detailed discussion of (he regulatory provisibas has been
inade i Unit 5.

among the
med by inveslors from
nge members, brokers

The secondary markel as pointed out above is 1he segment in which ouistanding issves
are traded. The secondary market however differs from the primary markef in a
fundamental sense. While in primary markets the investors exchange their savings for
securitics issued by deficit-units primanly for gaining expccted retumns, in 1he
secondary market investars exchange their holdings with other investors for liquidity.
The secondary market is thus primarily aimed to liquify the imvestment made in the:
primary market and thereby performs a comptementary role. Investors, who seek both
profiiability and liquidity, nced both primary and secondary markets. There is thus a
direct and complementary interface between the primary and secondary markets. We
will discuss more about it after discussing the origin and growth of Stock markets in
India under 4.4. Bui right now let us briefly explain various types of secuntles traded in
the secondary market in the following section.

Organisstion Aud Penctinaing
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43 TYPE‘% OF TRADED SECURITIES

The securities which are traded it the secoruiary market may be c]assaﬁed as follows :

On the basis of issuer, securities may be classified as industrial securities,
government securities and financial intermediaries securities, Industrial securities
are the securities issued by industrial and commercial undenakmgs in the private
and public sectors whereas government securities are the secpmnes issued by the
central government, state governments, municipalities and pabhc niilities.
Government secutities are generally considered risk-free, lovw retarn securities
compared to industrial securities. Besides these two classes of issuers, financial
internediaries are emerging as the third i lmportam group. The securities issued by
financial institutions and banks would fall, interms of risk-returm features,
somewhere in between the industrial securities and government securities.

Cn the basis of maturity, securities may be classified into short term and long
term or money market and capital market securities. Treasury bills, commercial
bills, commercial paper, cerfificate of deposit are short term or money market-
securities. Equities, preference shares, debentures and bonds are lozg tenm or
capital market secusities. On the basis of settlement of deals, securities may be
classified into forward securities and cash securities. Forward securities are those
seitlement date for which can be shifted from one settlement date to the other by
paying badla charges. Cash securitjes are those for which sefilement dates cannot
be shifted. Forwand securities are known by different names viz. specified shares,
group A shares or forward section. Cash securities are also known as
Non-specified shares, group B shares or cash section.

Activity - I

List out different ty| curities issued by non- government limited companies
in the primary marke i

a)

|
el :
|

b) %diﬁerﬁm types of securities issued by government companies in the -
P

d)

market.

Briefly comment on the differences if any, you observed bel‘i?veen (a) & (b) above,

Please look up any national newspaper and list out five fomdrd and five cash

shares :
i

What justification.could you provide for classifying QImrm into forward and cash
sections?




fry io know from stock exchange authorities or brokess the justification for
classifying shares into forward and cash securities.

S LR R T LR R R LS

44 STOCK MARKET IN INDIA

From scattered and small beginmngs in the 19th Century, India’s stock market has risen
to great hieights. By 1990, we had 19 stock exchanges in the country. There were around
6,000 listed contpanies and the investors population stood around 15 miltion. You -
might be interested in knowing more about the origin and the growth of stock market in
India. What functions does it perform ? What is the form of organisation of stock
exchanges in India? How are these a¢ministered ? What is the trading system followed
on these exchanges? We shalt address to these and other questions in the following ;

4.4.1 Origin and Growth

Organisations and institutions, whether they are economic, social or political,
products of historical 'events and exigencies. The events continually replaCand/@r
teform the existing organisations, so as to make them relevant and gpegatio
contemporary situations. It is, therefore, useful to briefly acquaint es with the

' origin and growth of the stock market in India. .

Stock exchanges of India in a mdimentary form originated i%nd since that time

- have developed through six broad stages.
1800-1865: The East India Company and few mm.@hnks floated shares

sporadically, through a very small group of brgkers. ASgording 10 a newspaper in 1850,
in Bombay during 1840 1850 there were o dozen recognised brokers. The

_year 1850 marked a watershed. Awave of co flotations took over the market; the
pumber of brokers spurted to 60. The backbone of industrial growth and the resulting
boorn in share flotation ws the légendary personality of the financial world,
Premchand Roychand. ' : :

In 1860 the stock inarket created a niique history. The entiré markel was gripped by
what is kiown as “share mania”. The American Civil War created cotlon famine. Indiss
cotton mamufacturers exploited this situation and exported large quantities of cotton.
The resulting increase in‘expors eamings opened opportunities for share investments..
New companies started to come up. Excessive speculation and reckless buying became
the order of the day. This mania lasted upto 1865. It marks the end of the first phase in
. the Indian stock exchange history because with the cessation of the Civil War, demand
_for Indian cotton slumped abruptly. The share became worthless pieces.of paper. To be -
exact, on July 1, 1865 all shares ceased to exist because all time bargains which bad
matured could not be fulfilted. '

1866-1900: We find another distinct pha. during 1866-1900. The mania effect haunted
the stock exchangge of Bombay during these 25 years. Above everything else, it led to
foundation of a regular market for securitics, Since the market was established in
‘Bombay, it soon became and still is the leading and the most organised stock exchange

- in India. A number of sfock brokers who geared up themselves, set up a voluntary
organisation in 1887, called Native Share and Stockbrokers Association. The brokers
drew up codesof conduct for brokerage business aind mobilised private furds for
industiial growth. It also mobilised funds for government securities (gilt edged
securities), especially of the Bombay Port Trust and the Bombay Municipality. A
-similat organisation was started at Ahmedabad in 1894.

Organisation And Funcliening -
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Capi igled 2 63 113 14i 175 2241 0 3671 465
_comp R ' . i !
Crores, ) | .

1901-1913: Political developments gave a big fllip to share investinent. "Fhe Swadeshi
Movement led by Mahatma Gandhi encouraged the indigencus trading and business
class to start industrial enterprises. As a result, Calcuita became another major centre of
share trading. The trading was prompied by the coal boom of 1904-1908. Thas the third
stock exchange was started by Caloutta stock brokers. During Inter-war years demand
for industrial goods kepl increesing due to British involvement in the World Wars.
Exisﬂng enterprises insteel and cotton textiles, woollen textiles,l lea and engineeriag,
goods expanded and new ventures were floated. Yet another stock exchange was staried
at Madras in 1920,

The period 1935-1965 can be considescd as the period of development of the existing
stock exchanges in India. In this period industrial development planning played the
pivotal role of expanding the industrial and commercial base of the country. Two more
stock exchanges were sct up, at Hyderabad in 1943 and at Delhi in 1947, At the time of
Independence seven stock exchanges were functioning focated i the major cities of the

© covntry. Between 1946 and 1990, 12 more siock exchanges were st up irading the

shares of 4843 additional fisted companies. Table 4.2 gives a quic# view of the growth
of the stock market in India beiween 1946 and 1960, B P

Table 4.2 : Growth of Stock Market In India

1946 1961 1871 1975 | . 1980 | 1985 ioas 1950

No. of Sinck 7. 7 s| s s| |14 15 19
Exchanges .

No. of lisied 1125, 1203 590 | 1832 | 2265 | 43441 S841( 5968
: compamcs . k H .

— a

- No. of Stock 1506 | 2111 %38 | 3230 | 3697 6174| 7694 ] 8289
- tssues of the lsted .
companies

C?Il?i'ald{lmid up) 0N | 1812 gs1a | 39731 o723| 21485 27761
o Itste '

companies - Rs.
Crores

Markci valugd "o?f 1202 | 2675 | 32731 6750 | 25302 | S13m | J0s21
the capital - i ]
CFOFES

Market value of 86| 67| 167 177] 298] |saz| ss0| 1182
capital por lisled : . i
campany - Rs.

takhs

'Sourcc : The Official Siock Exc!'iﬁnge Directory, Bombay, 1991, Val. 29 {iii) Annexure 1.

Itis evident from Table 4.2 that the Stock Exchanges of India are ajhighly developed
organisation. They have grown in size and depth. ' '

* From seven stock e'xcha;fg(:S in 1946, the country bas moved to _lLarm 19-stock
exchanges by 1990, There were 5968 companies listed on these lemhangcs as against
1125 in 1946; correspondingly the number of stock issues of these isted companies

had grown ffon 1506 in 1946 to 8289 in 1990,

% The paid up capital of these issues has multiplied several fold. From Rs. 270 crores
. In 1946 it rose to Rs. 27761 crores’in 1990. As a resul paid up capital per listed
company has riscn from Rs. 24 kakhs in 1946 to Rs. 465 lakhs in 1990. :

By 1992, the ﬁumber'ofstoék exchanges-had inér,e_ase'd tc 21 and m!!mbe_r of listed

companies o over 6300, | . E

ft is equally important to note that the network of Indian stock exchanges is spread
through the length and bicadih of the country. Figure 4.1 clearly shows the spread of
recognised stock exchanges and coilection centres throu ghout the country. In addition
to recognised stock exchanges, there are.36 collection centres, At these centres, licensed
dealers are authorised to transact business in securitics. Bombay, Delhi, Ahmedabad,
Calcutta and Madras are linked by the PTI stockscan service.




Activity 2 Orgapisation Amd Fouctisuing

What viete the broad phases of the growih of sicok exchanges in tadia ?
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4.4.2 REole and Functions

The history of stock exchanges in foreign countries as well as India shows that the
development of joint siock cnterprise would never have seached 1is present stage bat for
the facilities which the stock excluages provided for dealing in securities. Stock
exchanges have a very imporiani function fo fuifil i ibe country’s ecortumy . In Union
of India vs. Allied International Products Lid [{1971) 41 Comp Cas 127 (SC): (1970 3
8CC 5941}, the Supreme Court of Tudia bas enunciated the sole of the stock exchanges
in these words: :

“A Stock Exchange fuifils a vital function in the econcmic development of a nation: its
main function is 1o ‘liquify’ capital by enabling a person who has invested money in,
siy a factory or a raitway, to convert it into cash by disposing off his shaves in the
enterprise to someone else. (nvestment in joini slock companies is attractive 1o fhe
public, because the value of the shares is anuounced day afier day in the stock
exchanges, and shares quoted on the exchanges are capable of almost immedia
conversion into money. In modern days a company stands little chance of iflgucing the
public to subscribe to its capital, unless its shares are quoted in an apggayed s
exchange, All public companies are anxious to obtain permission f @ ted
exchanges for securing quotations of their shares and the managemeR oo # company is
anxious to.inform the investing public that the shares of the cw will be quoted on
S&C!

the stock exchange”.

The siock exchange is really an essential pillar of the, clor corporale econdmy.
1t discharges three essentiai functions in the process ofN@pital formation and in raising
rescurces for the corporate seclor. o

Firsi, the stock exchange provides a market pla urchase and sale of securities
viz., shares, bonds, debentures eic, It, therefore, eifsures the free transferability of
securities which is the essential basis for the joint stock entesprise system. The privale
sector economy cannot function without the assurance provided by the stock exchange
to the owners of shares and bonds ihat.they can be sold in the market at any time. At the
same time those who wish to invest their surples funds in securities for long-term capital
appreciation or for speculative gain can also buy scrips of their choice in the market.

Secondly, the stock exchange provides the linkage between the savings in the
household sector and the invesiment in corporate econonty. It mobilises savings,

. channelises themn as securities into those enterprises which are favoured by the investos

on the basis of such criteria as future growih prospects, good retures and appreciation of
capital. The importance of this function has semained undiminished inspite of the

. prevalence on the Indian scene of such interventionist factors as industrial licensing,

provision of credit 1o private sector by public sector developmeat banks, price controls
and foreign exchange regulations, The stock exchanges discharge this [unction by

" taying down'a mamber of regulations which have io be complied with while making

public issues e.g. offering at least the preseribed percentage of capital to the public,
keeping the subscription list open for a minimuin peiod of three days, making

provisions for receiving applications at least al the centres where there are recagnised
stock exchanges and allosting the shares against applications on a fair and unconditional
basis with the weightage being given to the applications in lower categorics, particalarly -
those applying for shares worth Rs. 500 or Rs. 1,000 etc. Members of stock exchanges

‘also assist in the flotation of new issues by acting as managing brokers/official broker

of new issue. In that capacity, they, inter alia, try to sell these issues to investors spread
all over the country. They also act as under-wrilers to new issues. In this way, the
broker community provide an organic linkage between the primary and the secondary
markeis. '

71



Securities Marhet in Indin

. bring about an

¥

Thirdly, by pmwdmg a marke quotation of the prices of shares and bonds-a sort of
collective judgement simultaneously.reached by many buyers and seliers in the ~
market-the stock exchange serves the role of a barometer, not only;of the state-of health
of individual companies, but also of the nation’s economy as 2 whole. It is often not
realised that changes in share prices are brought about by a complex set of factors, all

‘operating on the market sinultaneously. Share values as a whole are subject to seculaf

trends set by the economic progress of the nation, and governed by factors like genefal
economic situation, financial and monetary policies, tax changes, political environment,
international economic and financial developments, etc. These ttends are influenced to
some extent by periodical cycles of booms and depmssnons in the free market
economies. As against these long- term trends, the day-to—day prices are influenced by
another variety of factors notably, the buying or selling of major operators, the buying’
and selling of shares by the investment financial institutions such as the U.T.I. or L.L.C.
which have in recent years emerged as the largest holdérs of corporate securities,
speeches and pronouncements by ministers and other government spokesmern,
statements by company chairmen at anpual general meetings and 1Jepons of bonus
issugs or good dividends by companies etc. While these factors, b(Tth long-term and _
short- term, act as macro influences on the corporate sector and the level of stock prices
as a whole, there is also a set of micro influences relating to prospects of individual
companies such as the reputation of the managesment, the state of industrial relations in
the enterprises, the volume of retained earnings and the related prospects of
capitalisation of reserves, etc. which have a bearing on the level of| prices. In the
complex interplay of all these forces, which leads to day-to-day quotation of prices of
all listed securities, speculation plays a crucial rol¢. In the absem30f speculative
r has to be matched by a sa]e of the same
lead 1o sharp ﬂucmatlon in prices. With
g i continuously, actual sale and purchase by

Nbed by the market with small changes in prices.

iogal operators who are hoping thatLthe prices would rise.

operations, every purchase by an inve

r sell con(muously in-the market, Thel}operanou helps to
i Justment of prices. Without these speculaltwe operations, a
come a very mechanical thing. Howevey, excessive speculation

The %rz aMthoritics should always take necessary precautionary measures to

respective assumptio

‘There are others pre prices will fall. Both these groups acting on their
ly

nalise excessive speculation and to discipline trading.

A fact which needs to be erﬁphasised is that the stock exchanges in India also serve the

- joint sector units as also to soine extent public sector enterprises. There is substantial

private participation in the share capital of a number of government companies such as
Balmer Lawrie, Andrew Yule, Gujarat State Fertilizers Corporation, Gujarat Narmada
Fertilizers Corporation, Hyderabad Allwyn, Polymers Corporation-of Gujarat etc. In
recent times some of the Ceatral public sector companies have gorie in forpublic
debentures through the stock exchanges. Also, there are some public sector companies
which have made their share capital open for publlc subscription:

Another important functlon that the siock exchanges i India disc is of providing a

- market for gill-edged securities i.e. securities jssued by the Central Government, State

govemment, Municipalities, Improvement Trusts and other public bodies. These
securities are automatically listed on the stock exchanges when they are issued and.

. transactions in these take place regulardy on lhe stock exchanges,

44.3 Membership, Organisation and Management

By virtue of the century-old tradition, stock exchanges is a highly tljrgamsed and smooth
functioning network in the world. The membership of stock exchanges initially

. comprised of individuals and partnership firms. Later on companies were also allowed

to become members. A number of financial institutions are now members of Indian

~ stock exchanges. Over the years, stock exchanges have been organised in various

forms. For example, while the Bombay Stock Exchange, Ahmedabad Stock Exchange
and M.P. (Indore) Stock Exchange were organised as voluntary non-profit making
association of persons, the Calcutta Stock Exchange, Delhi Stock Exchange, U.P.
(Kanpur) Stock Exchange, Ludhiana Stock Exchange, Cochin Stock Exchange, Gauhati




Stock Exchiange, aipur Stock Exchange, wid Kenara (Mangalore) Stock Exchange
wese organised as public limited companies. Quite s few others have been organised as
company iimited by gnarantee, Table 4.3 shows the yesr of establishment, type of
association, date of criginal permanent recoguition, cutrance fee/ par value of share,

- membeiship, security deposit, amoual subscription and suvmber of members of 19 stock
exchanges working iu India as at the end of the year 1990,

Table 4.3 (sec next page) clearly shows that Indiai stock exchanges have been
organised in different forms. The size of membership ranges from 69 to 650. The
entrance fee is different for different stock exchanges. Membership, security deposit
and annual subscription have been differeat among varicus exchanges. The internal
govensance of every stock exchange rests in a governing board comprising members of
the board and Exccutive Director/President. Members of the governing boards include
brokers and non-brokers. Governing bodies of sieck exchanges also have governmeni
neminees, whose number does not exceed three. The governing bodies of slock
exchanges for the present are, however, domiaated by stock brokers. The Executive
Director/President is expecied to ensure stiict coipliance by all members of the
exchange of rules/by laws, margin regulations and trading restriction, eic. In reaiity, the
position of Executive Direcior can't be expected to be very strong because if he really
tries 1o be strict this may bring him into conflict with influentcial broker-members who
may also be on the exchange’s governing board which determines Executive Director’s
terms and conditions of service and his re-appointmenit on the expiry of his ienn. [t is
not human nature 1o displease one's appointing authorities and it may be too much to
expect an Executive Director to be strict under the present scheme of things. Subject to
the previous appsoval of SEBI, under the law, goverhing bodies of stock exchanges

also expel any member, any partner, ary remisier, and authorised clerk and
has the power to adjudicaiz disputes. Above all, it has the power to makg, 2
suspend and eniorce rules, bye-laws, regulations and supervise the eny @
a stock exchange.

4.4.4 - Trading System Y |
The Trading on stock exchanges is done through brokegfznl dealéts. All members can

act as brokers and / or dealers. For this puspose they havi@o madiniain security deposits.
Brokers act as agents buying and selling securiticg#fgr othe®s for which they receive
brokerage commission at stipulated rates. Deal principals baying and selling
securities on their own accounts.

However, memibers cannol enter into contract with any person other than members
without prior permission of the Governing Body.

The stock exchange rules, bye-laws and regulations have identified eight major
functional specialisations for the members.

Commission Broker: The commnission broker executes buying and selling on the floor
of the Stock Exchange.

Floor Broker: Floor brokers are not many. They execute orders for fellow members and
téceive a shate in brokemge commission charged by a commission broker to his/ber
constituent,

Taravaniwala: He/she is a jobber or specialist in selected shares. He/She ‘makes the
market’ i.e., provides continuity to dealings. They specialise in stocks which are traded
inactively.

Dealer in Non-clesred securities: He/She deals in securities which are not on the
active list. :

Qdd-lot Dealer; He/She specialises i buying and selling in amounts which are less
than the prescribed trading units. They buy and sell odd lots, make them up into
markeiable trading units. These dealers do not receive commission. Their earnings
.come from the difference between the prices at which they buy and sell. The odd-lot
dealerhas become an important operator since the growth of new issues. When the
number of applicants for a new issue is large, shares may be allotted in jots which are
smaller than prescribed lots. The Odd-Lot Dealer makes profit on the large nomber of
odd lots by buying and selling at different prices. R

Crgenisetion Avd Functionbiy
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- rate accrued to the date of §

- entered inlo by word

_Budliwalas: He/She execules what is known as camry-over busmess HefShe isa

financier. The job is highly technical,
Arbritrageur: He/She specialises in buying and selling simultaneously in different

. markets. The difference between the buying price in one market and the selling price in-

another market constitutes his profit. However, he can transact such business only if &
security is traded on more than one stock exchange and if the exchanges are
telephonically or fax-linked. In India arbritaging has become a growing business,
Arbritaging requires prior approval of the Governing Body “in order to aveid” the evil
of “joint account” with members of other stock exchanges and the mnsequent
invelvement of one exchange in the difficulties of another.

Security Dealer: This dealer specialises in trading in government securities, He/Ste mainly

_ acts as a jobber and takes the risk inherent in ready purchase and sale of securities. The

goverunent securities are traded over the counter aiid not on the floor. They maintain daily

. contacts with the Reserve Bank of India and mmn’flgmal banks and other financiat

institutions. As a sesult of their activities, governmént securities are quoled finely.

Members are permitied to deal cmly in listed securities. However, with the approval of
the Governing Body, they can deal in listed securities of other exchanges.

There are three types of contracts perniitted by the stock exchanges. Members can
transact for Spot-Delivery, i.c., for delivery as weli as payment on the same day as the
date of contract or at the most lhe next day; for Hand-Delivery, i.e., delivery and payment
within the time and date stipulated at the time of entering into bargam, which time shall not
exceed 14 days following the date of contract; for Special Delivery i.e., for delivery of the

* share and payment for it within anytime exceeding 14 days from the date of contract when

entering into a bargain but permitted by the Governing Body or President.

Dealings in government securities arcWgnsacted between 12 noon and 3 p.m. on the |
Bombay Stock Exchange. The secWyitiesiire largely transacted by institutiona! investors |

‘and also brokers and dealers, The budisfss is settied largely through banks. The

documents are delivered ti

banks against piyment at the contract rate plus interest
elive,

Dealmgs in shares a o transacted betwees 12 noon and 3 p.m. The bargains are
th but seldom any serious mlslakes accur; also, bargains
d,

are scrupulo W)

In the matte ry, equity share trades are classified into two groups-Dehvely Orders
egeive Ordgrs. For both groups there is now a computerised system of settlement.

pog are issued 1o the first and last parly respectively. Delivery in respect of the first

58 through the Clearing House. In the case of the other group the delivering .

- member fands over directly fo the receiving member named i the Receive Order, the share

certificates together with duly executed transfer deeds. Such deliveries should be effected
before 2 p.m. on the prescritied day which is generally Thursday.

All bargains except in Equity Shares entered into from Thursday of any week upto the
followmg Wednesday are required to be settled by delivery and payment on Wednesday .
in the week after. Many other procedures are involved for final settlement.

There is a Cleanng House, established in Bombay in 1921, which receives delivery and
payment on behaif of the customers. All the banks of the counlry are its mermbers. The

" . Clearing House guarantees that whenever shares are delivered payments would be duly

miade, ot it returns the shares to the concemed bank if a member defauls,and per contra
when paynient is made the shares would be duly delivered, or return the money to the bank
if a'member defaults. Clearing operauom cost huge sums of meney to the Borbay Stock
Exchange. The services are tendered in the interest of the investing public. The clearing
operations were introduced in Calcutia in 1944 and in Madras and Delhi in 1957,

4.4.5 Stock Market :lnformatian ‘System

_Stock exchange quotatioits"and indices published in daily newspapers are the main

source of information on stock exchange trades and lumover.-Dailies like Ecofomic
Times, Financial Express, Business Standard, Times of India and Hindustan Times
publish daily quotations and indices. As for Bombay Stock Exchange quotations
publlshcd in Economic Timies, information on equity shares, starting from the first
column, is presented in the fallown}g order: Company’s naine; previous day’s closmg
price in brackets; all the daily traded prices as published by the BSE; key financial
parameters such as earnings per share (EPS) on Tuesdays, cash camings per share



{CPS)on Wedneédays‘ cash P/E (price 1o earnings ratio) on Thursdays, return on net
worih (RNW) on Fridays and gross profit margin (GPM) on Saturdays; P/E; and the
high and low prives in the preceding 52 -weeks.

The first traded price is the day’s opening price. H only one such price is recorded, it is
also the day’s closing price, If there are two prices recorded, then the first is the opening
and {he second the closing price. If there are three prices, then the middle quote is either
the high or low pfice. If there are four prices, then one of the middle quoiles is the day’s
high and the other, the low. If there are no transactions in 5 company’s share on any
day, the previous day’s closing price is presented in brackets.

The EPS is the average net profit after fax pes equity share and the CPS the average
cash profit (aftcr adding back depreciaiion) per share. The cash P/E is the ratio of the
day’s c}ming price to the cash earnings per share as distinet from the P/E ratio which
relates price fo the net profit per share. PE values are not printed when camings are
either nil or negative.

The RNW is the net profit as,u percentage of the net worth and measures the retum earned
on the sharsholders’ funds i.e. equity capital plus reserves. The GPM is the gross profit
margin (before depreciation and tax) as a percentage of gross sales and measures the
company’s profit margin which is available to absorb depreciation charges erising {rom
capital expenditure, fax payments, dividend distribution and profit ploughback. Al the
figures are taken from the latest available results (audited/unaudited) of the company.

The 52-week high and low prices of cach share are worked ovt anew every day on the
basis of the highest and lowest points scaled during the immedialel) preceding 52
weeks. The highs and lows arc adjusted {or bonus and rights issue of equity sharcs

If any of the day’s traded price is a yearly high or low, the entire line, includ the
name of the company, is shown in beld types, with a "H’ attached to the high vape or

‘L’ attached to the low valuc.
Whenever there is a significant change in the day’s closing value 4 arcd to the

previous closing, it is shows in bold types with a *plus’ or ‘minus} the case may
be, after the closing value. For specified shares, a three per ggut chanf® and for
non-specified shares a 15 per cent change is treated as signi

Whenever a share goes ex-dividend or ex-bonus or expMights, §is indicated by notation
XD or XB or XR, as the case may be, placed next ¢ g price.

icaled ollows:
5. 25().

Symboi of face values other than Rs 14, are in
* for Rs.100, ¢ for Rs.50, o for Rs.25,

For debentures, the information starting from the {115t column, is presented in the following
order: e nominal rate of interest on the face value: company’s name: face value: previous
day’s closing-price: the day’s opening price: yicld to maturity (YTM) aad yield (both
annualised). The yield is nominal intcrest expressed in percentage tenns of closing value,
The YTM adjusis the nomina! return for the maturity period, frequency of inferest
payments, manner of principal repayinent, redemption premivm, if any, and thereby enables
invesiors to compare different investment options in debenlures on a uniform scale, If there
are no quotations for a company’s debeniure on a day, the opening price is shown as gil,
and the closing price the same as the previous day’s closing.

Besides these quotations share price indices are also published in different dailies.
Bombay Stock Exchange’s. 30- sharc *Sensex” and 100 - share ‘National® indices are
quite popular. Besides these , {here are other indices also which include The Economic
Times Index of Ordinary Share Price, Business Standard Index of Ordinary Shares
Price and 2 few others. Reserve Bank of India also publishes Share Price Index. PTI
Stock scan‘provides minute- to-minute share price information about Bombay, Delhi,
Ahmedalad, Caleutta and Madras stock exchanges.

Activity 3
1) Please take a look at the Bombay Stock Exchange guotations published in

Economic Times and write out hereunder price quotations for five Shares and five
Debemures.
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'4.4.6 ' Principal Weakliesses

' a) Rampant speculation -

. Indian stock exchanges have been

- ¢) Oilgopohstlc

structure

2) Pleasetakea look at Econmmc Times and compare dnd contrast 30-share Sensex
and 100-share National lndex of Bombdy Stock Excllange : :

3)  Write out two sources of slock mmarket information other than ajnewspaper.

While in terms of muniber of stock exchanges, listed companies, daily ternover, markei

" capitalisziion and investor population, the Indian stock market has “%inessed impressive

growth over the last four decades, it still suffers from serious weakn

sses. 'We may.
point out principal weaknesses of the Indian stock market as follows :

] spells of unprecedented booms and
crashes. While the country has been expPesi€ncing generally 4-5% ra et of growth, the.
share prices have shown highg jty. This only means that the speculative activities
have been rampant. This does| flect a very heallhy state of affalﬁg Over
specuiatlve charactera 3 riet crises

means operating on information which is price sensitive and not avaiiable to the public.

. . Insider trading is thus trading from a position of privilege in respect of price-sensitive

information. Insider trading is decried because if violates, level Playlhg ficld’, a staie
where equal oppedunity to mformatmn is available to all the participants in the market.

The Indian stock market cannot be called tru:y oompelmve Tt is highly dominated by
large financial msmuuons big brokers, and operators and is thus oligopolistic in

d) Limited Forward Trading

As pointed out above, there can be three types of transactions usdertaken at the stock
exchanges namely, spot delivery, hand delivery and forward delivery, Trading in share,
for clearing, or “forward lradmg was completely bauned in India in 1969 It had a very
adverse effect on share prices. The sitnation was further aggravated bb( the 1974
restriction put on dividend paymenls by companies as past of the antilinflationary
measures adopted by the governraent. From 1974 onwards, under a schéme first

_evolved by the Bombay Stock Exchange and thereafter accepted by d(ak,utta Delhi and

Alnedabad, a cerfain informal type of forward trading was revived. This was done by

+ carrying forward the delivery contract beyond 14 daysin an informal|manner, by

conchiding the eardier contract and extering into a new contract without any actal
delivery, bul merely by payment of the balance between the comracled price and market
prﬁcc, between the buyer and the seiler. This system had been continued for selected
scrips often called cleared securities, in an extra- legal manner without anyone
questioning its logality. In 1983, the government at long last proceeded lo permit the

revival of a limited volume of forward trading. This was d-:ms not by revwmg the previous’




practice of trading in cleared securities | but by permitiing carry forward of contracts - Orgasisstion And Functioning
beyond 14 days up to a total period of three. months. The real problem, however, still '
persisted, While a certain volume of forward trading is usefel for providing liquidity
and aveiding payment crisis, when specilation suns riot and the sctual physical ta‘ansfer
of securities lays far behind, there will inevitably be a payment crisis.

e} Outdated share Trading System

The share irading system foilowed in Indian steck exchanges waiched in an
international perspective, is iotally outdated snd inefficient. Major problem areas
include seitlement periods, mmargin system and carry {otward {badla) systenm, The
setilement period is 14 days in most of the Indian stock exchanges whereas most of the
countries are moving towards 3 roliing three days settlement period. Apart from
encouraging the rise of share shops ouniside the stock exchange systemn, such a lengthy
setilement period increases the risk exposure of market participants due-to price
movements. Avoidance of margin payment under the margin systen is another problem
area, Margin systein is the deposit which the nermbers bave 1o maintain with the
clearing house of the stock exchiange. The deposit is a certain percentage of the value of
{be securily which it being treded by membess. Under the margin system , if 2 member

. buys or selis securities marked for margin above the free limit, 4 speciticd afount per
share has to be deposited in the clearing house, Before we pnm! oul-major weakneses of
the Indian margin sysienn, we inay distinguish if from margin trading. Margintrading

. mieans a customer buys a share by paymg a portion of the purchase price. The poriion of
the purchase price paid by the custowmer is cailed the marbm For example, if a customer
pumh.asw shares worth Rs.1 lakh market value by paying 8s.60,000, he is tiading by
paymg a margm of §0%. In this case, the bzlance is bemff lent by the bmker anil the

Now, retumng to the Indian margm sysiem, its major weakness is that 1! is b
discretionary in character, the margin varying from zero to sometimeghger celit irom
share to share and from day to day. It has often failed to contajn runa
unider the present setilement and margin system, there is 2 strong incoRy
bhyer and seller brokers for the purpose of avmding margin

The carry forward (or badla) systei is an Indian systegn evol¥ed essentially to facilitate
speculation in shares. It promotes & wholly spariongkeill of siare trading in which
neither the buyer has the money to pay for the sharcQg@ 1fi™ime of seitlement nor the
" sellér has the shares 1o deliver, or at least onegijhe twdis spurious. Acconling to one
study, roughly around three- fourths of outs itions at the end of a settiement
-period get carried forward (o the rext setilemen ne-fousth gets settled by achuial
delivery on the major Indian stock exchanges.

) Ledkof asinple mariet

Due to the inability of various stock exchanges to function cohesively, the growth in.
business in aiy one exchange or region has not been transmitted fo other exchanges.
The anited inter-market operations bave resulted in increased costs and risks of
invesiors in smaller towns. This problem has been further aggravated by the lack of
cohesion among exchanges in ferms of legal structure, trading praciices, setilement
procedures and jobbing spreads, ' ' '

g)  Problens of interface between the primeary and secondary markets

The recent upsuzge of the primary market has created serious problems of inierfacing
with the secondary inasket, viz, the stock éxchanges which still, by and large, continue
with the same old infrastructure and ways of working which suited the very narrow base
of the capital market in the yester-years but are totally out of time with the vast market
and the desired tempo of work at present. Unless the secondary market is re-oriented so
as lo discharge the new respansibilities cast on it by the recent developments, this wifl
et gs a drag on the future growth of the primary market ilself. Invesiors who are
anxious o buy new securities arc bound to get disenchanted if they face serious
problcms while trying to buy or sell scrips.

The existing Stock Exchange Regulations were essentially meant for times when buyers
and sellers as also the stock brokers were small in number and mostly located in the
same cify or around the few stock exchiange centres. These regulations have therefore
little, relevance in today’s contexi when the number of shareholders has gone up to
around 15 millipn and they are dispersed over the entire length and breadth of the
country. sttncnons imposed on share transfer under Section 108 (1)(b) requiring
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“stock exchange centre and thereafter send it 1o the stock broker, say

- correspondenice between the company and the shareholders, includis

“need to divemify thei

such transfer deeds lasting only for about fwo montis have outlived
shareholder located, say at Jabalpur, is firsi regnired to obtain the tr?

Bombay, for arranging the sale. Moze offen than not, by the tifne the
presented to the company, its validity period would have expired. N

share certilicates is reguired to be doue by registered post, This couy
inefficient postal system, leads to delays and aflen loss of the share

. transfer forms 1o be stampéd _by' a prescribed govcrhmem official, and the validity of

their atility, A
nsfer deed froma
at Delhi or
transfer deed is

ormally, afl

ng the despaich of

vled withan

serips in transii,

cansing immense harassment to both the buyer and the seller. The dilatory and
inelficieni working of the banking system under which ontstation chieques take very

long 1o be encashed, the difficulty in making necessary payments in
connection with the subscription for issues also aflects the system. ]
restriclions on inflow aud oulflow of foreign cxchﬂng:c and the time
procedures are irritants not only to foreign bt also to non-resident I

reply 1o calls arin
'he F.E.R.A.
consuming -
ndian mvestors,

who havé grown substantially in recent years. All this iilitates against the efficient

functioning of the secondary market. The siuation is very much fike
by a small airstrip is accustomed to handling only Dakota planes be
upon to handie Jumbo fels without any necessary chanage in its infra

hy 'lnadequacy of investor service

It is commonly felt that exchanges, pa flicu larly the smatler ones, ha

: the problems faced
ng sixldenty called
Riructure.

ve been unable to

service their investor base adequately, and have been able to make al limited
contribution to the spread of the equity culi in their region. The fevel of compuierisation
across stock exchanges has been inadequate, resulting in lower operational flexibility of

stock exchanges snd brokers t6 handlegudden surges in velumes.
computer linkages between stock egchar
eflective inter-market operations, moWitoghg of trading and post-tia
well as the free [low of info i on an intra-and hiter-exchange |
inadequale infrastructure an dctive trading practices/settiemen
ina lack of NRI conlidence 1

ces of capital and seek the direct participation of foreign

investors. The areas of ggfice®
foreign curreng
be viewed as
economy.

'

n detailed above would effectively de

44.7

tions of Reform ' !

e absence of

s and its wembers has also hampered

ing operations, as
rasis. The _
ts have also resulted

ndian capital markets. Major Indian corporates today

r such direct

esimignts. The upgradation of exisling stock exchanges thus has to
pl componeat of the increasing globalisation of the Indian

While the effonts to reform l!‘ie funct ioning of stock exchanges in Inllia has been as old
as the stock exchanges themselves and we shall discuss history of relgulations of the

‘stock market in India in detail in the next Unit, we would like fo briefly reproduce the

‘main recommendations of an expernt study of Frading in Shares in the indian Stock

Exchanges which was commissioned in 1991 by ihe Depariment of |

conomic Affairs,

Miristry of Finance, Government of india with the following terms of reference.

a) 1o examine the frading system prevalent on the Indian stock exs
special reference to major stock exchangessuch as Bombay, C
Ahmedabad, covering both specified and non-specified shares,
need 1o avoid unwarranted (luctuations in prices and crises in s
also the need for ensuring the market’s liquidity and investor cq

b) toreview the ef[eclivem::ss of the system of regulation and mar]
stock exchanges over trading operations;

¢} tolookinto the w0rking of the ‘badla’ system in shares aind its

d) tocxamine any other matier which is relevant to the smooth an
of the trading sysiem in shares;

~hanges with
alcutta, Delhi and
keeping in view the
jock exchanges, as
nnfidernce;

ket surveillance by

cflecis on trading;

d orderly operation

¢) 1o make recominendat ions for improvement in the system of trading in shares and

for maintaining investor conlidence in the stock market.

Main recommendations madé by the Experi study are as follows:

1) To introduce a uniform one-week sctticment system in al! siock exchanges and in

all shares in order 10 unify the market on a national basis and, a
reduce the risk exposure of market participants due to long settl

1

the same lime, to
lement perieds and




also to counter the strong tendency towards excessive speculation and excessive
conceniration of trading activity ina few shares only.

2) To repiace the preserit margin system, because of its failure to prevent many
defaults on several stock éxchanges, by a system of “marking to the market” on a
daily basis (i.c., debiting the Josses and crediting the gains daily to the members

" having outstanding positions).

3) To doaway with the carry forward system which is incompatible with the
recommendation of the group to shorten the settlement period and for which the
whole rationale will disappear with the adoption of the system of “marking to the
market” daily, as suggested above, :

4) Toinsist on all the stock exchanges to introduce formal market-making
arrangements in the best possible manner in order to prevent exploitation of |
investors by market malpractices, and promote more orderly markels in all
securifies.

§) To make the governing bodies of stock exchanges eqﬁ‘ally represeatative of the
sharebroker interests on 1he one hand an<' *5e public and the vsers of stock market
services on the other, and to strengthen stock exchange management generatly.

© 6) To introduce in all stock exchanges a well-designed management information
system (MIS), capable of producing relevant information which could be used by
the authorities for restructuring and regulating the market on proper lines.

The high powered study group on Establishment of New Stock Exchanges, popularly
known as Pherwani Committee, had in 1991 recommended the promotion of a new
stock exchange at New Bombay as a *Model Exchange, and to act as a ‘Nation@gStock
Exchange’(NSE). The principal features of NSE would be that it could limittsel
listing only medium-sized companies, and focus on creating a markel for deb

instruments, which has been wholly neglected until now by the Bo ock
Exchange as well as other existing stock exchanges. This cxchange b be
completely automated in terms of both irading and- settlement proced Further, it
was recommended that the concept of compulsory market ma bers should be

introduced. Having many of the suggested features of N§ the Counter Exchange
of India (OTCEDhas been established in 1992, Let us @ uss the nature and
unique features of OTC Exchange of India in the folloWfig sUb section.

4.5 OVER THE COUNTER @’U\NGE OF
INDIN (OTCEI) ' '

Indeed in mid-eightees itself, the G.S.Patel Committee on Stock Exchange reforms and
the Abid Hussain Committee on Capital Markets had recommended for the creation of a
sceond tier stock market that will sofve some of the problems of present Stock
Exchanges, Over The Counter Exchange of India (OTCEI) has been promoted by UTI,
IDBI, IFCl, LIC, GIC, SBI Capital Markets and Canbank Financial Scrvices as a
non-proflt making company under Section 25 of the Companies Act, 1956, The OTCEI
* is a recognised Stock Exchange under section 4 of the Securities Contracis (Regulation)
. Act, 1956, Hence companies listed on the OTC Exchange enjoy the same status as
companies listed on any olher stock exchanges in the cuumry as regards taxes, interest
rates on borrowings, etc.

OTC Exchange of India has picked the modet from the NASDAQ system (National
Association of Sccurities Deaters-Automated Quotations) prevalent in the United States of
Amesica, Modifications suited to Irian conditions have been adopted, OTC in Amcrica was
an offshoot of their govemment’s efforts to regulate the unlisted securities market. The Indian
version of NASD-National Association of Securities Dealers is what is called OTC Exchange
of India. Unlike in (ke regular exchange, listing on OTCEI is 4 nationa! listing from day
one. Wherever and whenever the counters start operating in the country they can trade

in alt the scrips of OTCEL Separate listing in those particular places is not needed at all.

The unique features of OTCEI are as wider:
Ringjess Trading '

OTC Exchange has eliminated the traditional trading ring with a view fo have greater
accessibility to the investors. Trading will instead take place through a network of computers
(screen based) of OTC dealers located at several places within the same city and even across

Organisation And Functioning
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cities. These computers ailow dealers.to quote, query and iransact throggh 8 sentrel
OTC computer using telecommumication links, Investors can-walk intp silyof the

.counters of members and dealers and see the quote dsspiay on the scicen, decide to deal
_ and conclude the transaction.

National Network

Unlike other stock exchanges, the OTC Exchange will have a.natiiﬁnv}idc peach,
enabling widely dispersed trading aceoss the cities, resulmlg in greater liquidity.

' Companies thus have the vnigae benefit of nationwide iisting and irading of their scrips

by listing at one exchange, the OTC Exchange. !
Comptiterised Totally !

All the activities of the OTC trading ¢ process w1l! be mmpulcnbed makmg for a more
transparent, quick and disciplined market. ;

Exclusive list of Compeuies

The OTC Exchange will not list and trade in comipanies listed om any other stock
exchange. It will therefore list an entirely new set of companies sponsored’ by
mesnbers of the OTC Exchinge. However, it has recently allowed some 23 companies
atready listed on oiher exchanges to lst on OTCEL - I

|

Two Ways of Making 8 Public Offes

Another unique feature of GTCEL s its ‘two ways' of making 2 puﬂhc offer. Under ‘direct
offer’, a company can offer its shares directly to the public after getting it sponsored by a

sponsor but under “indirect offer” the comipany may give its si:ares fizst to the sponsor who
along with the company can at a later and convenient time make a gubhc offer. ;

Faster Transfers and Trading Witiout Shares o '
OTC tradmg also provides for l@( shares by Regaslrms, ugﬂo a cextain pereentage
per folio. This results in fasier tra The concept of immediale settlement makes it
better for the investors. Iy s will trade, not with share certificates but with a
different tradeable docun alled counter reccipt (CR). However, an investor can
always exen:ise hil dving a share certificate by surrendering the CR and again
ificete for CR when he wants to trade. 'I'hen: will be a
cnstodian w vide this facility along wnth a settler who will do the signature
verificatio R validation. _ _ |

India westor registration is required to be deze onty once and|is valid for tradmg on
any OTC counter in the country in any scrip. The putpose of the investor regisimation is to

facilitale computerised trading. It also provides greater safety of opélratlons to the investors.

Trading Mechanism o

An investor can_bu}r any listed sctip at any OTC Exchange counter. Similarly he can
sell any listed scrip at any OTC Exchange counter. The investor é¢an also make an
application for services like transfer of shares, spllt!mg and comqhdahon of shares,
nomination and revocation of nommallon, registering power of allorney. transmission
of shares and change of holder’s. name, eic. The parties involved | in trading on OTC are
Investor, Counter, Settler, Registrar/Cusiodian, Company and Bank

The trading documents mainly invelved in OTC Exchange transacuons are Temporary
Counier Receipt (TCR), Permanent Counter Receipt {PCR), Sales Confinmation Slip
(SCS), Transfer Deed (TD), Services Application Form (SAF), A!ppllcalxon
Acknowledgment Slip (AAS) and Deal Form (DF).

Customer Purchase (at Market Makers Counter) i

Each market maker will be displaying the quantum of stock he is holding, the market
lots and bid and offer prices. Customers will place the order and deliver the cheque:
Couaterwill prepare TD, obtain all details of the buyer mcludmg|31gnamre onthe

' Ye@ feature of CTCEL is investor registration, introduced for ihe first time in

“transfer deed and forward to registrars for updating. Slmnlulnmusly cheque received

from the customer will be sent for collection.. |

Aftef scrutiny and confirmation by the registrar the TCRs which wili be substituted by
PCRs will be issited and delivered to the buyer. Copies of such recelpls will be
distributed to the Counter, OTCEI and Registrar.

The counter receipts are tradeable and it confains. all the mfonn,almn whlch appears ina
share certificate.



Customer Purchagse {At Dea!ers Counter) ' . Organisation And Functioving

If the dealer is not a market maker, be can act as an agent/broker to procuse ihe scnp o '

the investor. Dealer will also have a PTI scan which shows the scnps traded by various -
. market inakers.

Agamsl customers orders, he will make a deal with the narket maker (over phone or
otherwise) charge his commission and deliver a CR.

Customer Sales

When an investor comes to a customer to sell he produces a CR and delivers to the
counter along with the Transfer Deed duly signed. Before (hat he verifies the PTI scan
and satisfies that the rate is acceptablc.

Customer will accept CR and TD, vérify the details and compare TD with |ls own
deiails and issue sales confimation slips (SCS) in quadruplicate, which will coniain
required details. One copy each of SCS will be distributed to the investor, the counlcr,
the OTCEI and the custodian registrar.

TDS and SCS will be sent 1o Registrars for updation whu will confnrm back to the
counter.

The Customer will deliver the chequé,

The Registrar appomted by the company would be given powersfauthon{y to transfer
the shares not exceeding 0.5% of the company’s capital per folio, to maintain a register
" of mémbers and 1o keep in custody the share cerificates of the company to be
exchanged with CRs when the investor requests. in case where the transfer exceeds
0.5% of the capital per folio, the Registrar refers such transfer to the company whjch in
tum has to effect transfer within a specified time.

The benefits which OTC exchange will offer are:-
For Companies

It will provide a method of raising funds through capital market instru hich are

priced fairly. In OTC the company will be able 10 negotiate the i rice with the
sponsors who will market the issue. ?

Itwill help save unnecessary issue expenses on raising fu rom dapital markets. The
method of sponsors placing the scrips with members of will in furn off-load
the scrps o the public will obviate the need for a public isSi¢. Therefore, almost all
associated costs will be eliminated. .

1t will help achieve a greater degree of mana gemen_ lity. The OTC Exchange will
list scrips even with 20% of the capitai made availablc for public rading.

Ii will prcwde greater accessibility to a large pooi of captwe investor base, enhancing

fund-raising power substantially. OTC Exchange will creatc a nationwide neiwork,
where investors will be serviced who will forin the captive investor base for companies.

For Investor

Investment in stocks will become easier. OTC Exchange's widé network will bring the
stock exchangeto the street corner.

It will provide greater confidence and fidelity of trade. The investor cin look up the
pnces displayed at each OTC counter. He kiows he is trading scrips at the right marke
price as there is a transparency of price. _ :
Tt will enable transactions to be completed quickly. Investors can settle the deals across
the counter and the money or scrip pmceeds from the deal will be seitled in 2 matter of
days if not earlier. -

It will provide definite liquidity to investors. The market making system in OTC will
have two way prices which will be quoted regularly 10 provide sufficient opportunity
for investors to exit.

Investors may get a greater sense of secunty becanse ali scrips have been researched
and members have been willing to invest themselves in these SCIips.

In the case of public issue/offer for sale, the allotment will be done in 28 days and
trading in 30 days. This will immensely benefit the investors, '

For Financial Environment

OTC Exchange will help spread the stock exchangc operation geogrphically and
integrate capital market investment into a national forum. -
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It will encourage closely-held compames to go public and venture capltal activities lo
boost entrepreneurshlp

A_cm'lty}l
a) Write full form of the follomng -
OTCEI
TCR
8CS
TD
DF
NASDAQ

b)  Write three unique features of OTCEL

.........

.........

46 SUMMARY

In this Unit, we have discussed two segments of Indian securities market namely
prithary market or new issues iarket a -condaty market or stock market. We have
highlighted recent trends in the pri ket and discussed various types of securities
tiaded, market players and traging amafigements which exist in the Indian stock market.
Different aspects of the Indi market viz., origin and growth, role and functions,
membership, organisation arynaghgement, trading systems, stock market information
system, principal wealugss and directions of reform have been explamed so that you as
a student of this course e toclearly visualise the environment in which -
investment and pagfolidgnanagement decisions are made. A major development of
1992 on the sq @ pdian sfock exchanges namely, the promotion of Cver The Counter
Exchange of Ind¥§ (OTCEI), its unique features, trading mechanisin and expected benefits

to com investors and general environment of finance is also discussed. In the
followr shall-focus on the Iegal frame of Indian securities markef. -

47 SELF- ASSESSMENT QUESTIONS/EXERCISES

1. - Whatare the basic consmuents of the secusitics market?

2. What are the different types of secuirities markets? What are their role and.
- functions ?

3. Whatare deferem categones of players operanng in pnmary and secondary
markets?

4. Write a brief note on the managemem of stock exchanges in India.
Briefly discuss recent trends in the-development of the primary market in India.

6. What are the principal weakneses of Indlan stock exchanges" How can they be
overcome?

7. What is OTCEI? How is it different from other stock exchanges?
“Now that OTCEI is there; India needs no new stock ekchange *” Discuss.

9 Cmnpa:emﬂmmmnhe Magsyﬂmnofmmwnhotlrrslod(exdmrgm

10. Compare and contrast the organisation of OTCEI and BSE. Which of the two do
you think is better and why?

11. Cnucally evaluate stock markel indices as mdrcalors of the mood of the markel
and health of the economy. :

12. “Speculation instock exchanges i’ necessary evil.” Discuss.



48 FURTHER READINGS D et

Bombay Stock Exchange Official Directory, Bombay Stock Exchange, Bombay

Chandratre K.R., et.al 1992, Buarat’s Compendium on Capital Issues, SEBI and listing,
Bharat Publishing House, New Delhi. ' _ _ :

Gupta, L.C, 1992, Stock Exchange Trading in India-Agenda For Reform, Society For
Capital Market Research and Development, New Delhi.

Saroja, S.{ed.), 1991, Etherging Trends in the Capital:Markel in India, Global Business
Press, New Delhi. :

85




86

Obj'ectives _

" The objectives of this vnit are to :

& highlight history of securities market regulation in India ‘

® discuss current status of regulation of primary and s{:oondary marlﬁ'(et in India

s pm—poml origin, functions, organlsatlon and activities of Secunlws and Exchange

Board of India (SEBI)

o indicate role of self-regulation vis - a - vis legislative regulation of securities market.

Structure

_5.'1. Introduction L ' _ : ‘

5.2 History of Sccurities Market Regulation

5.3 Regulation of Secondary Market ’ . ‘
54 Regulation of Primary Market

5.5 Regulationof OFCEl

5.6 Securities and Exchange Board of India (SEBI)

5.6.1 Origin . i . | :
5.6.2 Functions ' 0 ' . |
5.6.3 Organisalion . : C '
5.6.4  Activities . \ ' i

. 5.7 Self-Regulation

5.8 Sununary

59 Self-assessment ions/Exercises - : ’
5.10 Further Readings ' o

5.1 INNRODUCTION o |

" In Unit 4, ave seen how from a scattered and small beginning in the 19th century,

India’s securities market has risen to great heights by the beginning of the decade of the
90s. The mobilisation from primary market has exceeded Rs. 27,000,crore in 1992, The
market capitalisation of outstanding issues have exceeded Rs. 1,00,000 crore. Starfing

‘theiroperations from under a Banyan Tree and Neem Tree, the Bombay Stock

Exchange in 1875 and Calcutta Stock Exchange in 1908 respectively} today have 19
more stock exchanges in their tribe. They don’l operate any more from under trees.
They operate from high rise modern offices located in the hearts of 21 major cities like
Bombay, Delhi, Calcutta, Hyderabad, Bangalore and Madras. The history of growth of
primary and secondary markets in India have witnessed spells of non-regulation,
self-regulation, half-hearted govenunent regultation and close-set regulation. In this Unit
we shall discuss the legal frame of securities market in India. What has been the history

- of securities market regulation in India? What are different Acts, rules and regulations

which affect securities market? What regulations apply to Over the Counter Exchange .
of India? Whai is the nature, role and functions of Securities and Exchancre Board of -
India? What is the international pempeciwe on securities market re latlon‘? What
promises does seli-regulation hold in the present environment? These are some of the
questions we shall address one by one in the following sub sections. Let us begin by
duscubsmg the history of securities market regulauon in India.

5.2 HISTORY OF SECURITIES MARKET
REGULAT[ON

The first Jegislative measures prowdmg for regulation of stock exchanges was enacled
in 1925 namely, the Bombay Securities Conlracis Control Act 1925, This Act was
enacted to regulate and control centain contracts for the purchase and sale of securities




in the city of Bombay and elsewherc in the Bombay Presidency. Indeed 1ill then there
were no established trading rules. The public was net prohibited from entering the
trading floor, where clients often transacted business among themselves, The need for
regulation had arisen to check manipulation by brokers which had resulted in two.
severe market crashes between 1919 and 1923. In 1918-19 some brokess manipulated
the price of two highly iraded stocks Standard Mili and Madhavji Milt resulting in a
crash. Fourteen brokess defauited, forcing them 1o sell off their cands. The public criticism
that followed the manipulative practices and the market slump of the carly 1920s
moved the Bombay Legislative Council to set up a conuniltee 1o look inte the activities
of the Bombay Stock Exchange. Sir Wilfred Atlay, previous chairman of the London
Stock Exchange,was chosen to head the commilitee. In its report the committee stated :

" “The most sinister manifestation of specuiation it Bombay is the recent occurrence of
_corers in the market and the policy and practice of the Association with regard to
corners appears to us to-constitute the head and front of their offending.”

Even before the government of Bombay could consider aclion on the basis of the Atlay
Comnittee Reporl, the exchange experienced another crash in 1925, Later that year, the
Securities Contracts Conirol Act 1925 was passed by the government of Bombay.
Under that Act, “securitics” included stecks, shares, bonds, debentures, debenture stock
and any other instrument of a like nature. The “stock exchange” was delined as “any
association, organisation or body of individuals, wheiher incorporated Of not,”
established for the purpose of assisting, regulating and conirolling business in buying,
selling and dealing in stocks, shares, bonds, debenturcs, debenture stock and any other
like securities”. Section 4 of the Act required a stock exchange 10 be recogniscd by the

Section 6 of the Act provided thal every contraci for the purchase opsale oMweCurities,

by the Goverior-in-Council shouid be void unless the same was & thject to and in
accordance with the rules duly sanctioned under scction 4 ggd every'snch contract

 should be void unless the same was made between membe ugh a member of a
recognised stock exchange; and no claim should be ghigwed¥p any civil court for the
recovery of any commission, brokerage fee or re 46 espect of any such contraci.
But this Act defined “ready delivery contrac!” to meg “a contract of the purchase or '
sale of securities for performance of whic ’ e is specified and which is to be
performed immediately or within a reasona ge. 1t was also stated therein by way
of explanation that what was reasonable time in each particular case a question of
fact. This Act did not achieve its purpose, for under section 6 thercof contracts entered
into in contravention of the provisions of thal section were not made illegal but only
void with the result that even members of a stock exchange not recognised under thal
Act were able 10 do business in that line. What is more, the explanation to the definition
of “ready delivery contract” which was excluded from the operation of the Act was so
clastic that in the:-ila""me'of ready delivery contracts unrecognised stock exchanges and
individuals were able'to carry on business in forward contracts, Gambling in shares
weat on unchecked in Bombay as elsewhere. It was, thus, found that the impact of this
Act on the regulation of trading in securities was not signiticant.

Huge losses suffered by the investing public during 1928 10 1938 brought forth public

criticism and the Government of Bombay appointed a committee called Morrison '

© Committee in 1936. Recommendations made by this committee were not found to be
usefnl. The Governinent of India appointed a commitiee in May, 1948, headed by Dr. P
1 Thomas, Economic Advisor to the Ministry of Finance, to submit a report on a

suitable law 1o regulate the stock exchanges in India. Under the constitution of India
‘Siock Exchanges’ is a central subject vide entry 48 in list (union list) in the seventh
schedule and therefore, the Union Goverament has exclusive authority fo make laws on
the subjects. In 1952, a draft Bill on stock exchange regulation was prepared by the

* Government and this Bill was referred to an expert commitiee under the chairmanship
of A D Gorwala. A Bill catled the Securities Contracts (Regulation) Bill, prepared on
the lines of the draft recommended by the Gorwala Comimiliee was introduced in

Parliament in 1954 and with some amendments Securities Contracts {Regulation) Act
1956 was passed. The Securities Contracts (Regulation) Act 1956 along with the
Securities Contracts {Regulation) Rules of 1957 have been the main laws rc gulating

d in this behalf
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"~ a) Fill in the blanks :

- 53 REGULATION OF SECONDARY MARKET

: : o .
securities market in India. We shall discuss the detailed provisions ol] this Actin _
subsection 5.3. Before thal; let us mention some other legislative enactments which deal |

- with regulation of securities in India. Two other legislative enactments alsc dea) with

the regulation of securities in India in a major way. The Companie’s )lmcl-of 1956
regulates the incorporation of companies and their periodic financial and other reporting
requirements. The Capital Issues (Control } Act of 1947, since repealed,utuimy controiled
the issue of securities. To a lesser extent, several other laws also affect the regulation of
securities viz., the Foreign Exchange Regulation Act of 1949; the Unit Trusi of India Act of
1963; Indian Trusts Act of 1882: Reserve Bank of India Act of 1934; the Income Tax Act
of 1961; the Estate Duty Act of 1953; Wealth Tax Act of 1957 Gift Tax Act of 1958;

Public Debt Act of 1942; and the Indian Stamp Act of 1899.

Let us acquaint ourselves with some of the major provisions of Securities Contracts
{Regulation) Act 1956 as amended upto datc which is the main law regulating the
secondary market in India. : ' :

Activity I

i)  The first legislative measure providing for regulation of stack exchanges in
India was enacted in the Year ....ovevvereccreoserneas

ii) Atlay commitiee Wé_s constituied in the year............. raranienes i o
iif) Securities Contracts (Regulation) Bill was introduced in Parliament in the

' iv) Capital issues (Control) Act wagenacted in the year.............
b) Listout five Acts which regulatNgcurilies market in India

................................

As noted above Securities Contracts (Regulation) Act 1956 and the reles made there
under, namely the Securities Contracts (Regulation) Rules, 1957 are the main laws
govering stock exchanges in India. : o

The preamble to the Securities Reguiation Act states that it is “an act to prevent
undesirable trasactions in securities by regulating the business pf dealing therein, by
probibiting options and by providing certain other matters connectemrewith". This
Act provides for the direct and:indirect control of virtually all aspecis pf securities
trading and the running of the siock exchanges. The Act makes every transaction in
securities in any notified State or area illegal and punishable by fine atc(l)f(')r

imprisonment if it is not entered into between or with members of a e gnised stock

“exchange in the state or area. It also makes every such securities contracts void.

Appendix 5.1 gives some defiuitions under the Act which would be ns:eful 1o know,
The Ac thus prohibits the existence of other than recognised stock exchanges and
provides the mechanism of recognising stock exchanges. Appendix 5.2 gives the list of
recognised stock exchanges as o0f 1992. Application to the Central Government for
recognition must include a copy of the rules relating in general to the donstitution of the
stock exchange and in particulas to, among other things, the admission inté the stock
exchange of various classes of members, the exclusion, suspension, expulsion and
readmission of members, and the procedure for registration of partnership as members,
Appendix 5.3 gives Form A required to be submitted for recognition o!r renewal of
recoguition of a stock exﬂhangé. In determining whether to grant recognition, the




Central Government may make whatever inquiry is necessary and impose in the rules .
and bye-laws of the slock exchanges whalever conditions are required (o ensure “fair

. dealing™ and to “profect investors”. These condilions concen, inter alia, the _
qualifications for members, the manner in which confracts arc 10 tic entered into and
enlorced, the representation of not more than three Central Government nominees on
the board of the stock exchange, and the mainicnaiice of books and record by members
and their audit by chartered accouniamts. The Central Government has the power to
impose further conditions, other thas in the rules and bye-laws, such as limiting the
number of nembers. Finally, the Central Government has the power unilaterally to
withdraw recognition,

After it recognises a stock exchange, the Ceniral Govemment exerls regulatory conlrol over
it. Periodic reponts are fumished to the Central Government. Certain books and eccords are
maintained for a peried of live years. The Central Governnient can make an inquiry itscif,

~ or through an appointed third pady, into she alfairs of a stock excliange or any ol ils
members.. All officers, direclors, meimbers, and others who have had dealings in the matter
under inquiry are requized to produce requested documents, stalements, or information.

The Central Government refains control over the stock exchange’s byc-faws and ifs rule
amendmenls. A stock exchange, subject to previous Ceniral Governmenl approval, has
the authority to make byc-laws for the regulation and control of comracts and the
regulation of Irading. Similarly, no rule amendments have elfect until they are approved
by the Central Governniend. The Central Government, furthermore, has the power 1o
dircet stock-exchange 10 amend its rules; and 1011 fails to do so, the Goverament may
direcily amend the such rules. The Securitics Regudation Act grants the Central

. Government power 10 supersede governing hody of a recognized exchange. The
suspeasion of business may be complete or subject to conditions. Suspensions may 1ot
tast miore tham seven days initially but may be extended from time 1o time. The Ggntral
Government may supersede the goveming body of any exchange by declaralg
then appoint any person or group of persons Lo exercise and perform bl the po
duties of the governing body. '

!hl.‘ jmwer to compcl a puh]ic company “in the inlcrcst'uflhc e
inlerest” to list s securitics on any of the recognised exe

The Securities Repulatien Rules specifically provide srship of an cxt,hangc
No person can be cligible for membership if he is less thfgtwenty-one years of age, is
nol a citizen of India, has been adjudicated bank r hasbeen convicted of an
offence involving fraud or dishenesty. Under se rules relating to membership of
stock exchanges are given which are reproduced b S '

The rules relating to admission of members of a stock exc h(m\z_,t secking recognition
shall inter alia provide that :
1) No person shall be eligible to be elecied as member if:

a)  heis less than 21 years of age;

b}  he is not a citizen of India:

Provided that the goveming body may in suitable cases relax this condition
with the prior approval of the Central Government;

¢) he has beew zld_iudgcd bankmupt ur a recciving order in ba nkmplcy has been
made against him or he has been proved 1o be insolvenl event though he has
olained his linal discharge;

d)  he has compouded with his creditors unless he has paid 16 annas in lhe rupee
ey e has been convicied of an offence involvin g fraud or dishonesty;

fj  heis engaged as principal or employee in any business other than thal of securities
excepl as a broker or agent not involving any personal financiaf Lability unless he
undertakes on admission ts sever his connection with such business: .

Provided that the Central Goverment may. lor reasons sufficicnt in the
opinion of the said govermment, pennit a recognised stock exchange 1o
suspend the enforcement of this clause for a specilicd perod on condition
that the applicant is not associated with or is a member of or subscriber Lo or
sharcholder or debenture holder in o connected through a pariber or

) Regulation
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2

3)

£)
h)

i)

employee with any other organisation, institution, as&-;cialie'm, company or
corperation in India where forward business of any kind whether in goods or
commodities or otherwise is carried on or is not engapged as! prlnr:lpal or

. employee in any stich business;

. Omitted by G.S.R. 1070 (E), dated 15-11-1988.

he has been at any time expelled or declared a defaulter by any other siock -
exchange: .

he has been prevmusly refused admission to membership uriess a period nf

one year has elapsed since the date of such rejection. l

No persou eligible for admission as a member under sub-rule (1) shall be admitted
as a member unless :

a)

b)

<)

he has worked for not less than two years as a partner with, or an authorised
assistant or authorised clerk or remisier or apprentice lo a member; or

he agrees to work for 2 minimum period of two years as a p:lartnei or
representative member with another member and to enter into bargains onthe
floor of the stock exchange and not in his own'name but in the naine of such
other member or

he succeeds fo the established business of a deceased or retiring member who
‘is his fathet, uncle, brother or any other person who is, in the opinion of the
govening body, a close relative:

Provided that the rules of the stock exchange may authorise the governing
body to waive compliance with any of the foregoing conditions ifthe person
seekmg admission is in respe means, position, integrity, knowledge and
experience of business in seguritid§, considered by the governing body to be
otherwise qualified for memb '

No person who is a memj @ time of apphcauon for recognmon or

subsequently admitted as 3

a)

9

d)
€)
f)

er shall continue as such if: |
:
|

tie ceases to itizen of India:

Provide: ing herein shall affect those who are not ditizens of India
but w, members at the time of such application or were admitted
subseqiitly under the provisions of clause (b) of sub-rule (1) of this rule,

ject totheir complying with all bther requirements of tlns tule;
. b) judged banknipt or a receiving order in bankrupltey is made agamst

hif¥or he is proved to be insolvent; - ‘
he is convicted of an offence, fraud or dishon&'sly; |
.Omitted by G.S.R. 1070(E), dated 15-11-1988. :

he engages either as principal or employee in aily.busimess other than that of
securilies except as a broker or agent not involving any personal financial
liability, provided that -

i) the governing body may, for reasons, to be recorded in wntmg, penmit a
member to engage himself as principal or employee in any such business
if the member in questiom ceased to carry on business on the stock
exchange whether as an individual ar as a nartner in a fi b

if) inthe case of those members who were under the rules i m force at the
time of such application permitted to engage in any—suc}fn business and
were actually so engaged on the-date of such application, a period of
thiee years from the date of the grant of recognition sha]ll be allowed for
severing their connection with any such business; i

iii} nothing herein shall affect members of a recognised stoc k exchange
permitted under the proviso to clause (f) of sub-rule (1) 1o suspend the
enforcement of the aforesaid clause for so long as such suspensmn is
effective, except that no member of such exchange shall engage in
forward business of any kind whether in goods or commodmes or
otherwise and, if actually so engaged on the date of such application, he
shall sever his connection wlth any such busmess wnlum a penod of




three years from the date of the grant of recognition.’

H A company as defined in the Compames Act, 1956 (1 0f 1956), shall be ehglble to
be elected as a member of a stock exchange if:

i) - soch company is formed in compliance with the provisions of secnon 3220f
the said Act; .

ii) a majority of the directors of such company are shareholders of such
company and also members of that stock exchange; and

it} ‘the directors of such company, who are members of that stock exchange have

ultimate liability in such company:

Provided that where the Central Govemment makes a recommendanon in this

regard, the governing body of a stock exchange shall, in relaxation of the
requirements of this clause, admit as member the followmg corporations,
companies or institutions, namely:

2}  the Industrial Finance Corporation, established under the Industrial Finance
Corporation Act, 1948 (15 to 1948);

b) the Industrial Development Bank of India, established under the Industrial
Development Bank Act, 1964 (18 to 1964),

- ¢) thelLife Insurance Corporation of India, established under the life Insurance
. Corporation Act, 1956 (31 of 1956);
d)  the General Insurance Corporation of India constituted under the General
- Insurance Corporation (Nationalisation) Act. 1972 (57 of 1972),
A 1>

e} the Uml Trust of India, established under I.Ile Unit Trusl of India
: (52 to 1963);

f) the Industrial Credit and Investment Corpomuon of India, @ any
registered under the Companies Act, 1956 (1 to 1956);
g) the subsidiaries of any of the corporations or compa?wciﬁed in{a)to (f)

and any subsidiary of the State Bank of India grany niftionaliscd bank set up
for providing merchant banking services, b and stlling securities and

other similar activities. ;

The following is proposed to be sul for matter given under (4} (i), (i),
(iii) above vide F. No. 1/81/SE/90, 1992 with effect from date of -
publication in the Gazette:

A company as defined in the Companies Act 1956 (1 to 1956), shall be
eligible to be clected as a member of a Stock Exchange if:

iy suchcompany is formed i in compliance with the provisions of section 12
of the said Act;

ii): such company undertakes to comply with such financizl requirements
and norms as may be specified by the Securities and Exchange Board of
India for the registration of such company under sub-section (1) of
section 12 of the Secuntles and Exchange Board of India Act, 1992 (15
to 1992);

ili) majority of the directors of such company are shareholders of the
company and not less than 40 percent of the paid-up eqmty capital of the
company is held by them;

iv) the chre.clom of the company are not dlsquallfled for being members of a
stock exchange under clause (1) [except sub«:lause () lhereof] or clause
(3) [except sub- clause (F) thereof};

v) not less than two directors of the company are persons who possess a
' minimum two year’s experience -

in dealmg in securities; or
porifelio managers; or
as investment consultants.

Where any member of a stock exchange is a firm, the provision of sub-rule (1},
{3) and (4), shall, so far as they can, apply to the admlssmn .or continuation of any
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The Securities Regulations Rules further prescribe the requiremf_:,lnls with respect Lo
listing securities ona recognised exchange. These requirements are quite stringent.
Besides requiring copies of memoranda and asticles of associ'alid_n.-prospectuscs,
offering literature, etc., the rules compe! such detailed production to the exchange
that every letter or other document which has been part ol or referred lo in any

securitics in the last five years must be supplied in certified copy‘ fonn,

The Rules require a company, as-a condition precedent lo listing its sccuritics, to
forward to the stock exchange copies of statutory annual reports,jannual returns
and audited accounts as scon as issued, and 10 notify the exchange of a number of
important events including a change in the genera character or rature of the
company’s business, or any alteration of capital. ;

A stock exchauge has the power to suspend or permianently revoke listing
privilege based on breach or non-compliance wiih any of thie corditions of
admission, or any-other reason lo be recorded in writing. A company nay appeal
against such action to the Central Goverment. o

. On the whole the Indian experience has been an amalgam of the U.K. practice of
self-regulation by the securities industry and the U.S. model of legislative
regulation. But neither was the industry prepared or enthusiastic about self-

* regulation, nor was the Central Government fully equipped for cifective

~ implementation of whatever controls were available. Thus desirdid resuts were
seldom achieved, There was.only an appearance of government eontrol. The office
of the Controller of Capilal Issues lacked the pecessary slaff 1o do very much with
them except monitoring seif-regulatiga by the varions exchanges a nd isseing
directives occasionatly. This wi ineffective in controliing reckless
overtrading, and manipulative and ar trading practices. ! :

The centeal government @ oled very fitile manpower © iml!alcmenlaﬁun of

the Act. The office of theNsgupolicr of Capital Issues (CCIy within the Ministry of

Finance had been @ggated the a uthority to administer and esforee 1the Secu rilies

Contracts {RegulatRgd Re1. Aside from clerical lielp, it had only|five employces,

namcly, aj ireclpr, twu depuly direclors, an assistant dirciclivr, ainl 2 section

officer. It g, 11 aciual administration of the provision ofjthe Seeurities -

Contracts (Regulation) Act and of its Rules was thus lcit 10 the exchanges

Activity 2

i} Wha! is a recognised stock exchnage ? _ ‘

ii) How many recognised stock exchanges are thete as of 1993 in I&Ldia?

Hrees

i) Which fonn is required 1o be submilted for recognition of 2 stock exchange ?

54 REGULATION OF PRIMARY MARKET

Capital Issues (Control) Act, [947 has been the main law regulating tL‘e primary market
in India till 1992 when it was repealed, Under the Act, issue and pricing of the new
issues was regulated. The CCI fermula for priciig the new issues was based on fair
value, which in furn was based on the foliowing values : Nel Asset Value, Price
Earnings Capitalisation Value and Market valee, Broadly, the procedire followed to:
establish the Fair Value.involved the following steps: ' : ‘

0 o _ - 3 : .. _i




Step 1
. Calculation of the “Net Assel Value’ (NAV)asanheIaiestAudnedBaImmSheetdale
The NAV was defined as:

_ Net worih + Fresh capnal issne
Number of shares ontstanding including the fresh capital issue

In arriving at the net worth flgum 10 be used in the above mho, the followmg points
were kept in view: .

Intangible assets are not considered.

Revaluation of fixed assets will ordinarily not be taken into account.

A reserve not created out of genuine profits or out of cash will not be considered.
Proper provision is made for gratuity and other terininal benefits to the employees.

Adequate provision is made for liabilities like arrears of preference dividends,
unclaimed dwideuds and bad debts.

The debit balance in profit and loss and the arrears of depreciatidn are deducted. -
Contingent liabilities which are likely to impair the net worth are properly considered.
Deprecation is calculsted as per a consisient basis. -

Step 2 .
Determination of the ‘Profit Eamings Caplsallsallou Value’ (PECV)
The PECV was set equal to:

Average proﬁl Fresh cagltai issue Ex:slmg profit ation
after tax Exlsnng net worth  afier tax ra
Number of shares outstanding mcludmg the fres ifal issue
In arriving at the average profit after tax in the above ?ﬂ e following

considerations were taken into account:

Tax Act.

The profits shown in the audited accounts are adj s0 as to exclude iwon-recurring
miscellaneons income of an abnormal nature and write back of provisions.

Provisions for taxation should be made at the cuzl siafiMory rate under the Income

Normally the averaging of profits is done for the latest three years. However, in
industries subject to cyclical ups and dowss, it is advisable to consider the profits of the
latest five years.

If profit variation in the last three years is regarded as normal, a simple arithmetic
average is calcnlated, in which the latest year is assigned a weightage of three, the
middle year a weightage of two, and ihe first year a weightage of one. If profit shows a
tendency to decline then the profit of the last year only is considered.

The capitalisation rate in the above expression is chosen as follows:
1.  Fifteen per cent in the case of manufacturing companies,
- 2. Twenty per cent in the case of trading companies, and -
3. Seventeen and half per cent in the case of ‘Intenmediate* companies.

Step 3
~ Calculation of the “Market Value’ (MV)

- "The MV which serves as a guldmg factor for vajuation where shares being valued are
listed on the stock exchange(s) was calculaied as the average of:

. the high and low of the preceeding two years, and

. . the high and low of each month in the preceeding 12 months (in this calculation,
appropriate adjustments are made for bonus issues and dividend payments).
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Step 4
Determination of the ‘Fair Value’ (FV)

For determining the FV, the starting point was the average of the NAV and PECV
based on a 15 percent capitalisation rate. If this average was less than the MV by about
20 percent only, it is regarded as the FV. If, however, the average of the NAV and

- PECV was less than the MV by a margin of over 20 percent, the PECV might be

eworked by lowering the capitalisation rate. (In no case, however, can it be lower than
eight percent.} :

The FV was then determincd as the average of the NAV and PECYV (based on a lower
capitalisation rate.) For reasons of prudence, a further deduction equal to one year’s
dividend per share may be made. It may be noted that the procedure employed for
determining the FV was not mechanistic and fully structured. It involved some exercise
of discretion and judgment based on an assessment of the facts and circumstances of
each case. - ' '

Since 1992 the regulation of the new issue snarket has come under the Securities and

Exchange Board of India. In exercise of ils power, under the SEBI|Act, the board has
issued Guidelines on Capital Issues or what are also known 2s Guidelines for
Disclousure and Investor Protection. These guidelines will be applied to all issues to be
made after the promulgation of the ordinance No 9 of 1992 by which tlie Capital Issues
(Conirol) Act has becn repealed. All those holding CCI consents prior to the
promulgation of the ordinance may proceed with the issues on the terms and conditions
Jaid down therein, provided however that these guidelines are also followed where they
are not inconsistent with the terros arfigonditions of the CCI consent. It may be added
here that since CCl consents are @12 monihs, this transitory arrangement will be
valid for 12 months from the date o romulgation of the Capital Issues (Repeal)
Ordnarce, 1992 i.e. May i@ Appendix 5.4 presents SEBI Guideline on Capital
Issues. It may be pointed number of clarifications have been issued in regard
to these guideline by SEBL dition to these guidelines and relevant clarifications,
SEBI has issued d 1 other guidelines which regulate the primary market in
India. These gujdeline¥include : ' '

ssue of securities by developinent financial institutions
ER : I

idelineNjor merchant bankers

conduct for merchant bankers i

|
d)  Guiflelines regarding purchase of non convertible part (Khokhas) of debentures
froin the subscribers.

In addition to these and other guidelines and clarifications affecting the primary market,
SEBI's consultative paper on free ma ket pricing of capital issues, which was issued on
March 3, 1992 has been a highly important contribution. An annexure lo clarification 11
io the Guidelines for Disclosure and Investor Protection provided a simplified version
of this paper in a tabular form which is reproduced below:

Pricing PublicIssue ~ Promoters Contributioh  Lock-in periad

1 _ 2 5 4
Section A —
{i} New Companies At par 25% or 20% of the 1otal | 5 years-{rom the date of

established by
individual promoiers

issued capital, as the
case may be, with a

allotment in public issue
or the dale of

and entrepreneurs minimum subscripiion ' commencement of
~of Rs. 50, D00 by each  commercial production
. of the friends, relatives . (in case of &

and assodiales

~manufaciuring
company), * whichever -
is later




(ii) New companies set At premium
up by existing

companies. with a 5 year

track record of :

consistent profitability

Section B

(i) Existing Al par
private/closely-held and

other unlisted '
companies without three

year track record of

consistent profitability

i) Existing
private/closeiy-heldand
other unlisted '
companies with three
years track record of
_consistent profitability

At premium

ili) A company which At premium -

does not have three-year

track recard but had
ween,promoted by

existing companies with

a five-year track record

of consistent profitability

(iv) Existing At par
"ptivate/closely-held and
other unlisted -
companies without three
year track record of
consistent profitability
seeking disinvestment
by offer to public
without issuing fresh
capital. _
(v) Existing . At premium
private/closely-held and

other unlisted )

companies with three

year track record of

consistent profitability
seeking disinvestment.”

504 of total issued
capital

25% or 20% of the total
issued capital, as the
case may be, with a
minimum subscription

“of Rs. 11akh from each

of the relatives, friends
and assnciales

(same as

o

50% of 1he total issued
cnp_ilai :

Minimum stake of 25%
of the total issued
capital to be maintained
after the public offer.

(same as {iv) above)

5 Years from date of
allotment in public issue
or the date of

‘commencement of

comimercial production (
in case of a. manufactur-
ing company), * which
ever is later,

(a) Subject to clause (b)
below, 5 years from the

- date of allotment in the

public issue or from the
date of commencement
of commercial
production (in case of a
manufacturing
company}* which ever

- is later.

({b}where minimum

_ specified percentage

includes shareholdings
held prior to the pablic
issue, the lock-in period
referred to in clause (2)
shall in respect of such
priot shareholdings
stand reduced By the
period of holging

- except that -gate

riod of 2 years from
e date of allotment in
the public issue,

{same as (i) above)

{same as (i) above)

5 years from the date of -

allotment in public
offer.

(same as {iv) above)
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Sectlon C.

(i) Existing listed
companies makirig
publicissue

Al par or premivm

O
\g

(2) 25% or 20% of the
proposed issue, as the
case may be, with a
afinimum subscription of

‘Rs. 1 takh from each of

the relatives, friends and
associales;

OR

(b) 25% or 20% of the
tota] issued capitat,
{expanded capital), as the
case may be, with a
minimun subscription of
Rs. 1 lakk from each of
the relatives, friends and
associates.

(al) 5 years-from the date
of; allotment in the
puiblic issue or from tire
date of coinmencement
of commercial
production in casc of a
manufzctuting
comipany),which ever is
later.

. OR

(b} the lock-in perid
shall, subject to darsse ()
bellow, apply fo the
agpregate of the
contributicn made in the
publicissue and so much

- of the prior share-hotdings

as j5 necessary o
constituse 25% of the total
capital.

{c) the lock-in periad in

ect of the
contributions made in the
public issue shail by 5
years from the date of

allotment in such issue or

fmj'n the date of
cotamencement of
corametrial production
(inicaseof a

malnufacttmng

© company)*, whichever is

later and in respect of the
holdings prior {0 the date
of e public issue shal
be % years as reduced by
the period of such prior
holding except that such
pn'dlr holdings shail
rémain focked in at teast
for 2 ntinimum petiod of
2 YFdIS from the date of
the aflotment in the public
issue,

*Nate - “Date of commencement of commercial produciion™ means the Jast date of the month in which
commmercial production in 3 manufacturing company is expected to commence as ded:ared in the offer

documents.

Activity 3
i}  What is ‘khokha' ?

B




iii) what is the lock-in period of promoters contribution in case of new companies =~ Regulation
established by individual promoters and entrepreneur ?

iv) What is the proﬁotem contribution required in case of public issue by a oonipany
which does nof have three-year track record but had been promoted by existing
companies with a five year track record of consistent profitability ?

'55 REGULATION OF OTCEI

The functioning and opemtiofis of the OTCEI is subject to the provisions of the
Securities Contracts (Regulation) Act, 1956, the Companies Act, 1956 and other
relevant laws which are applicable to Indian stock exchanges OTC operations are
supervised by SEBI and Government of India. -

The criteria for admission of members licensed dealers and Companies on the OTCEL
is prescribed as follows:

Criteria for admission of members

The members would be Public Financial Institutions, Scheduled Banks, Mutval Funds,
Banking Subsidiaries, SEBI-registered Merctiant Banks, Venture Capital Funds and
Venture Capital Companies, Non-banking Financial companies having a minimum
financial net worth as specified by OTCEIL The applicant should satisfy the eligibility
requirements of the Securities Contracts (Regulation) Rules, 1957,

The members should possess necessary skills, resources and capabilities to a
project/company, establish its viability, analyse company’s financial worth, g
" company’s management and determine market for company’s products.

The member should have the necessary status and standing 1o be able io the

confidence of other members and licensed dealers while recom scrip to the

market for investment. -

The member shouid have sufficient financial reserves 1o * and trade in the scrip.

The member should be authorised by SEBI for cagying oulnerchant banking

aclivities. % ' »
The member should have adequate orgamsallonal structure o establish and manage

the OTC counter. (That is office space,computers, PTI scan, telephones, telex, fax and
any other data communication equipment specified}.

The net worth of the member should be minimum Rs. 2;50’ Crores.

Criteria for nadmission of licensed dealers

The licensed dealers would be 2 corporate body, partnérskip firms and individuals
having minimum tangible net worth of an amount to be decided by the OTCEI
governing board from time to time. The corporate bodies should satisfy the eligibility
requirements of the Securities Contracts (Regulation) Rules, 1957, -

The licensed dealers should have minimum tangible liquid net worth which would be-
sufficient to carry on investment, trading and market making in the scrips listed on the
. OTC Exchange.

The licensed deaters shounld have adequate organisational infrastructure such as office
space, computers, PTI scan, telepliones {minimum two), t¢lex, fax and other data
communications equipment specified.

Licensed dealers should at least be graduates, Additional weightage will be given for
additional related pmfesswnal qualifications.

. Licensed dealers should have adequate knowledge of tmdmg stock valuation, share
transfer rules and related laws.

Apart from the above, the licensed dealers will be required to comply with the -
following terms and conditions:
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'Crii:erla for admission (for listing) of companies '

a) T the apphumt is a corporate body, the promoters ‘should hold at Ieaum of the

equity capitat.
b) In case of change in déalership from mdlwdnal!partnershlp fir; to corporate body
- original individual dealer/partness of the partnesship firm shoyld hold at least
40% of the capllal of the new corporate body.

c)' Partnership firms and corporate applicanis must nommate one of lhe authorised
: signatories whose qualifications will be considered for ellglbnhty and the same
person will be required to take a writien test and appear for an interview. _

d) Dealership is not transferable.

€) If there is a change in shareholding of a body corporate who is 3 dealer, resulting

in change in ownership/management, OTC Exchange. of Indla reserves the right to
review the status of dealership of that dealer. . . :

The company should be sponsored by 2 member of the OTCEL

* The sponsor should certify to OTCEI that it has appraised the company and its prcject
- and has found the scrips proposed to be listed on OTC Exchange to be

investment-worthy,

“The sponsor to certify that all the scrips proposed to be offered for ading on OTC

Exchange have already been subscribed to by members and licensed dealers of OTCEI
The company to agree to abide by all statutory and OTCEI s prov1smns for listing. -
The company agrees to enter into an agreement wuh the CTCEI in prescnbed format.

The company will comply with the pgovisidys laid down in the Notif tion to be issued by
the Government of India for lsting on g OJC Exchange of India. !
ics and their listing on the OTCEI will be govemed

S  the minimum iss equit reofa company for ehgibllny forlisting on the
- OTCE] will be Rs b, subject to a minimum public offer of equity shares

£

worth Rs. khs 1 face value;

an issued equity capital of more than Rs. 30 lakhs but less than
| minimum public offer should be 40% of the issued capital or Rs.
orth of shares in face value, whichever is highez, in rélaxation of rule
i f the Securities Contracts {Regulation) Rules, 195‘?;'1
I

iif) companies with an issued equity capital of more than Rs. 300 lakhs secking listing
on the OTCEI will have to comply with the listing requirements and guidelines as
 are applicable to such companies for enlistment on other recognised stock '
- exchanges; for venture capital companies 20% of capital shotl be minimum
: lssued to the pubtic for listing in OTCEIL,

iv)’ companies covered under the MRTP Act/FERA may be listed on n the OTCEL only
Coif they sahsfy the guideline for listing on other recognised stock exchanges, such
as minirum issued equity capital of Rs. 300 lakhs or such other limit as may be

prescribed from time to time;

V) acompany with an issued equity share capllal of more than _
Rs. 25 crore will nol be ehgnble for ltslmg on the OTCEF,

vi) companies which are engaged in investments, leasing, fmancg;‘f./re-purchase,
ha

amusement parks, etc. shall not be eligible for listing on the OTCEL

vii} a‘company which is listed on any other recognised stock exc ge in Tudia .wot_lld

not simultaneously be eligible for listing on the OTCEI;

viii) the minimum number of centers for collection of appllcatnon fomls inrespectof -~
issue of securities by companies under the OTCEI shall be four, one each from the
Northern, Westem, Southern and Eastern regions of the country. Howaver, OTCEI

“shall have power to increase the number of centers. depending upon the size and
nature of the issue of securities made by a company; ‘

Securities and Exchange Board of India (SEBI) vide it’s retter dated July 16, 1992 .

has inter afia clarified as regards issue of shares through OTC Exchange of India
as follows: _ ‘ '



~ administrative confrol of the Ministry of Finance'®

- musi be fully protected. Trading malpraciices must be prevented. Go

a) Where a direct public issue is made through OTC withont the sponsor taking any
shares the normal guidelines for disclosures and investor protection shall apply.
b) Where the shares of a company have been taken by the sponsor, such shares may

be offered to the public at a later date at such price as the sponsor may deem fit in
accordance with the regulations of OTC subject to the following conditions:

i) the promoters after such offer retain at least 25% of the total issued capita] with ~

lock-in-period of five years from the date of the sponsor taking up the shares;

i) the sponsor agrees to act as market maker for the shares at least for a period of
three years on a compulsory basis and also finds an additional market maker for
such compulsory market making; and

iii) the sponsor compulsorily gives two way quotes based on minimum or
. maximum trading prices as may be stipuiated by OTC in respect of the scrip.

5.6 SECURITIES AND EXCHANGE BOARD OF
INDIA (SEBI) '

U.K. and U.S.A. had long back created separate boards:for the regulation of the

securities market. U.K. has the Securities and Investment Board (SIB) and U.S. has the

Securities and Exchange Commission (SEC). The Indian Government’s intention to set
up a separate Beard for the regulation and orderty functioning of the capital market was
first declared in the Budget'Speech by Shri Rajiv Gandhi, the then Prime Minister and
Minister of Finance, while presenting the Budget for the year 1987-88. He sta

“The capital markets in India have show tremendous growth in the last few gears.
Approvals for capital issues have exceeded Rs. 5,000 crores in 1986-87. They
only about Rs. 500 crores in 1980-81. For a healthy growth of capital piffite

decided to set up a separate board for the regulation and orderly functiohis
Exchange and the securities industry.”

5.6.1 Origin

: By a Notification issued on 12th April, 1988, Securities aif Exchange Bbatﬂ of India

(SEBI), was constituted as.ap interim administ

g @ hdy to funiction under the over all
iCentral Government.

In July 1988, the SEBI, constituted as aforesaid, published an approach paper on-
comprehensive legislation for securitics market.

In the Budget Speech for the year 1990-91, the then Finance Minister stated:

“The prewous Government had announced the formation of the Securities and
Exchange Board of India (SEBJ) in 1988, Three years have passed and the
legistation for gwmg statutory anthority to SEBI has fiot been mtroduoed We
will ensure that this is done in this budget séssion.”

In the Budget Speech for 1991-92, the Finance Minister said:

“While presenting the budget for 1987- 8%, our fonner Prime Minister the late
Shri Rajiv Gandhi had assured this House that for a healthy growth of capital
-markets, for protecting the rights. of invesiors and for preventing trading
malpractices the Government would set up a separate Board for the regulation
and orderdy functioning of the stock exchanges and the securities industry.

- Although the Board was set up, legislation to give the Board adequate powers
was unfortunately not enacted. This shall now be done fonthwith and full
statutory powers will be given to the Securities and Exchange Board of India -

. for administrating the relevant provisions of the Securities contracts

| (Regulation) Act and the Companies Act. Transferring these powers from the
Controlter of Capital Issues and the Government to an independent body would -
enzble it to effectively regulate, promote and monitor the working of the stock
exchanges in the country. A comprehensive package of reforms_relating ic
trading on the stock exchange, including a system of national clearing and
settleinent and setting up of a central deposnlory, is also under active
consideration.™

Regolation
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Securities Markets in Tndia 'Flnally, in the budget Speech for 1992-93, the Finance Minister said:-

“Financial sector reform also 1ncludes reform of the capital markets, which will ,
increasingly play a vital role in mob;hslng and allocating_resources-from the
S public. Several initiatives announiced in my Budget specch last year have since
- been implemented. The Securities and Exchange Board of India (SEBI), has
' .now been established on a statutory basis. As we gain expeneﬂce addmona]
powers will be given to SEBI to strengthen its capability.” : ‘

The SEBI was given a statutory statds on 30th January, 1992 by an ()rdmance to
provxde for the establishment of SEBL A Bill 10 replace the Ordinan was introduced
in Parliament on 3rd March, 1992 and was passcd by both liouses of darliament on 1st
April, 1992, The Bill bccame an Act on 4th April, 1992 ihfi,date on which it received
the President’s assent. However, as provided for in section 1(3);. this Act is to be
deemed to have come into force on 30th January, 1992, i.e: the date an which the SEBI
Ordinance was promulgated o

5.6.2 \Funct_lons

Under Section 11 of the SEBI Act it is provided that subject to the provisions of this -
"Act, it shall be the duty of the Board to protect the iriterests of inveslors in securities

_and to promote the development of and to regulate the securities market, by such
measures as it thinks fit. It is further provided that without pre]udlce {o the generality of
the foregoing provisions, the measures referred to therein may provide for:

4)  regulating the business in stock exchanges and any other securilies markeis;

b) registering and regulating the workifig of stack brokers, sub-brokers, share transfer
" agents, bankers to an'issue, drusiqgs of Bpst deeds, registrars to an issue, merchanf

bankers, underwriters, porifolio m , investiment advisers and.such othér

- intermediaries who may Wgciated with securities markets in any manner ;
¢) registering and regulatir & orking of collective investment F:hemes, including

mutual funds;

ties markets; '

d) promoting and regijdtin self-reguiatbry organisations;
¢j prohibiti dulen and unfair trade pract'ice relating to secu+

) promoting Lestors educauon and lrammg of intermediaries of secuntles markets;

' g p msujer tmdmg in securities; '
h) reguldfig substantial acquisition of shares and take-over of companies

i) caHing for inférmation fmm- undcnakmg inspectiot, conductm:g inquiries.and.
audit of the stock-exchanges and inteninediaries and sell-regulatory orgamsahém
in the secunhes market;

1 performmg such functions and exercising such powers under the prows&ons of the
Capital Issue (Control) Act, 1947 (29 of 1947) and the Securitids Contracts
(Regulation) Act, 1956 (4" of 1956), as may be delegated to it Ty the Central
Govemmem :

- I) conducting research for the abow; purpose; n

k) levying fees or other charges for can’ymg out the purpose of thT section;

m) performing such other funcuons as ‘may be prescribed. |

In sum and substance, Securities and Exchange Board of India has been constituted to - '
promote orderly and healthy developmenl of the securities market and to pmvide - _
adequate investor protection. It aims to remove the unhealthy practices prevalent in the -
Indian capital market and create an enviroument to facilitate mobilisation of resources
through the securitics market. Thus the board plays a dual role by adopting regulatory
functions as well as playing an 1mportan( developmental role. Its ful:%wns include :-

l) 1o deal with all marters relating to development and regulations of the securities markef. -
2) toadminister various legislation a ffecting securities market. 'L

- 3) regulahon of the market iutermediaries viz. slock exchanges, Stj ck brokers,

merchant bankers, mutual funds etc.

4}  to provide adequate investors protection.
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5.63 Organisation

The management of SEBI vests in the board which consists of the following members,
namely :- ' '
a) achainnan;

b) two members from amongst the officials of the Ministeties of the Central
Govemment dealing with Finance and Law; - '

c) one member froni'émq‘ngst the officials of the Reserve Bank of India
d} two otber members, o be appointed by the Central Governmens..

The general superimendencé.difmlion and managemenl of the affairs of the SEBI vests
in a Board of members, which tnay exercise all powers and do all acts and things which
may be exercised or done by the Board. Save as otherwise determined by regulations,
the chairman shall also have powers of general superintendence and direction of the -
affairs of the Board and may also exercise all powérs and do all acts and things which
may be exercised or done by the board. oL
The chairman and members referred to at (a) and (d) above shall be appointed by the
Central Government and the members referred to at (b) and {(c) above shall be
nominated by the Central Government and the Reserve Bank of India respectively.

For day to day functions the activities of SEBI have been divided into five operational
departments viz, _ : . T
Primary markets-policy, intermediaries, investor grievances and guidance, efc.
Issue Management & Intermediary departraent.
Secondary lnarket;policy, operations and exchange administration, new
investment products.and insider trading etc. :
Secondary market-exchange administration, inspection and no mber
intennediaries, etc. :
Institutional investment-Mutual funds and Flls, mergers and agons, research
& publications and intemal regulation. '
Each department is headed by an Executive Directag, Besifles these five
departments, there are legal and investigation dgbarjhents.”

5..6.4 Actlvities

The first major activity undertaken by SEBIw reparation of an Approach paper

on comprehensive legislation for Securities ma . Since inception, SEBI has issued a
fumber of guidelines, rules, draft regulations, consultative papers etc. in order to
reulate and develop the securities market and protect investors interest. Some
impontant guidelings etc. iss&ed by SEBI include: -

a) Rules regarding registration of intermediaries such as share transfer agents,
_ bankers to the issue, debenture trustees to the trust deeds, registrars to an issve,
underwriters, portfolio managers and investment advisors, stock brokers and
sub-brokers associated with the securities market. :

b} Guidelines for mqi'cliant bankers stating authorised activities of merchant bankers,
the authorisation criteria and the terms of authorisation. '

¢) Code of conduct ft merchant bankers, the violation, intentional or otherwise, of

which will make the merchant bankes guilty of misconduct or unprofessional conduct. '

d) Categorisation of merchant bankers, under which merchant bankers have been

' _categorised into three categories. Category I merchant bankers are authorised to
act in the capacity of lead manager/co-manager/advisor or consultant to an issue,
portfolio manager and underwriter to an issue as mandatorily required. Category I
meschant bankers are authorised to act in the capacity of co-manager/advisor or
consultant to an issue or portfolio managet. Category IIl merchant bankers are
authorised to act only in the capacity of advisor or consultant to an issue.

It is also prescribed thai Category I merchant bankers must have a minimum net
worth of Rs. 1 crore, the Category Il merchant banker a minimsm networth of Rs.
50 takh, and the Category 11¥ merchant banker a minimum net worth of Rs. 20 '
lakh. Imitial authorisation fee for categories I, Il and 111 will be Rs. 5 lakh, 3 lakh
and Rs. 1 lakh respectively. :
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e) Circular regarding monitoring of merchant bankers whemunder{)cnalty points for -
non-compliance or defaults by merchant bankers would be assigned which in turn
would form the basis for suspension/cancellation of authorisation of merchant -
bankers. '

f)  Guidelines on portfolio management services which cover such aspects as
portfolio management activities, client relationship, invesiment *enme, fees to be
paid to the portfolic manager, client's money account, investment of client fund, -
pexiodical reports to clients and adminisirative powers of the SEBI in this regard.

| g) Guidelines for lead managers for inter se allocation of respensibi ities which

require that wherever there are mpre than one lead manager to the issue inter se
allocation of the pre-issue and post-issue activities/sub-activities will be properly .
made and information in this regard sent to SEBL .

Regarding number of lead managers in an issue, SEBI has pmclribed that fora
total issue aggregating less than Rs. 50 crore the number of lead/ managers will ot
exceed two; for a total issue of Rs. 50 crore and above but less than Rs. 100 crore
the number of lead managers may go upto 2 maximum of three and for issues
aggregating Rs. 100 crore and above but less than Rs. 200 crores the aumber may

. go upto a maximum of four; in case the total amount of the issue aggregating Rs.
200 crore and above but upto Rs. 400 crore, the number of lead managers may go
upto a maximum of five. For issues aggregating above Rs, 400 crore, the number
of lead managers in excess of five will be prescribed by SEB! on the merits of
each case. o . I

h) Guidelines regarding purchase of non-convéhiblc part of debentures (khokhas)
from the subscribers

i)  Regulation for registrars and shige irafisfer agenis

j:) Regulation on insider trs

k)  Guidelines for mutual @. assel management companies

1)  Draft regulation f?bitamial acquisition of shares in listed companies
i .

m) Consultative paper ree market pricing of capital issue

.apilal issues/Guidelines for Disclosure and lnlveelilor Protection
y clarifications as of March, 1993, ; .

@ ugs on issue of securities by Development Financial Imlﬂtutions )

P)  Fonthén of two advisory comumittees; one on primary market and the otheron .
secondary market comprising members from profession, scademtic and investing
public. ' .

Business India (March 1-14, 1993) noted what SEBI has done 5o far and what it still
needs to do as folows : . o

WHAT IT HAS DORE SO FAR ' WHAT IT STILL NEEDS TO DO

Registration of brokers Appointment of nominees ﬁm exchange boards .
Inspection of stock exchanges Crxde of conduct for merchant banks
Investor protection rulés E‘eﬁal_ising erming oom'paniés o
Protection for debentuse bolders Bringing UTI under meutuat fund rules
Stopping misuse of promoeters’ giota Rules for new instruments :

Better disclosure norms Corporate membership in stock exchanges
SRO status for merchant bankers ' Postal ballot for company AGMs '
Free pricing for public issues Code for takeovers

Ensider frading norms _ Norms for custodial, dep(x-;{tory services
Norms for porifolio managers Comprehensive legislation |

Capital adequacy norms for brokers Penal powers over companies

Ban on kerb trading Uniforir sciounting standards

Tighter Don;nols over muiual fu_nds . Cepital market déveiopment fl.md
Comprekensive norms fot underwrilers _ Investor protection funds '

Entry rules for foreign institutional investors,
Permission for private mutual funds o . I
Guideiines for asset management firms ' ' ' |

Rules for securities of development finapcial firms




Rulex for lead managers
Rules for bankers to the issue
Norms for isste of stockinvests

' Guidelines for bonus share issues

Rules for underwriters )

Advisory panels for primary, secpndary markets

Investor education campaign '

In one word, SEBI in its shoift span of existence, has performed excellently as faras iis

developmental and educational role is concerned. How far it would be able to'caery out
its enforcement role is yet to be seen. ' '

57 SELF - REGULATION

In the foregone sectigus, we have discussed the regulatory framework applicable to
primary and secondary Brkets in India. The focus of discussion bas been on what may
be called legisiative regufation of securities market, In addition to legislative reguiation,
self-regulation is equally important. Indeed in developed securities markets like UK.
self-regulation plays an important role. There exist a number of self-re gulatory

. oraganisations (SROs) which really complement legisiative regulation.

The spirit of self-regulation had been prevalent in the Indian securities market as well.
If one looks at the powers given (o recognised stock exchanges in India to make and
enforce Bye-laws under the Securities Contracts (Regulation) Act, 1956, one tegds to
conclude that Indian stock exchanges have been evisaged as self-regula
organisations. Just to elaborate the point let us look at section 9 of the Se it

Contracts (Regulation) Act, 1956 which states as follows :
Any recognised stock exchange may, subject o the previous aj:p Central
Government (till 1991) and Securities and Exchange Board ofIndia (St 1992) make

 bye-laws for the reguiation and control of contracts.

In particular, without prejudice to the generality of the forggoinpower, such bye-laws
may provide for :

a) . the opening and closing of markets and the reg
b) a clearing house for the periodical setilel ontracts and difference

thereunder, the delivery of the payment for Seflritics, the passing on of delivery
orders and the regulation and maintenance of such a clesring house;

¢) the submission to the Ceniral Government (til} 1991) and Securities and Exchange
" . Board of India {since 1992) by the clearing house as soon as may be after each
periodical settlement of all or any of the following particulars as the Central
Government (till 1991) and Securities and Exchange Board of India (since 1992) -
may, from time to time, require, namely : o .
i)  the total number of each category of security carried over from one
seltlement peried to another;

hours of trade;

ii)  the total pumber of each category of security contracts which have been
squared up during the course of each settlement period;

iii) the total number of each category of security actually delivered at each
clearing; : ) )

* d) the publication by the cleating house of all or any of the particulats submitted to

the Central Government (till 1991) and Securities and Exchange Board of India
(since 1992) under clanse () subject to the directions, if any, issued by the Central
Government (1ill 1991). Securities and Exchange Board of Indiz (since 1992) in
this behalf; S o '

€) the regulation or prohibition of blank transfers;

f)  the number and classes of contracts in respeci of whiich seltlements shall be made
or difference paid through the clearing house;

g) the regulation, or prohibition of badlas or carry-over facilities;
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Becurities Mmﬁ_i Intis  b) the fixing, altering or postponing of days for seftlements;

i) the determination and declaration of market rates, incInding the opening, closing,
highest and lowest rates for securities; .

j)  theterms, conditions and incidents of contracts, including the prescription of
margin requirements, if any, and conditions relating thereto, and the forins of
contracts in writing; f - o

K) the regulation of the entering into, making, performance, recessionand

' termination, of contracts, including contracts between members or between a

member and his constituent or between a member and a person who is nota .

member, and the consequences of default or insolvency on the part of a seller or

buyer or intermediary, the consequences of a breach by a seller or buyer, and the -
respomibilit"y of members who are not parties to such contracts; :

1) the regulation of taravani business including the placing of limitations thereon;

m) the listing of securities on the stock exchange, the inclusion of any security for the
‘purpose of dealings and the suspension or withdrawal of any such securities, and
the suspension or prohibition of irading in any specified securities;

n) the methdd and procedure for the settlement of claims or disputes, including . IR
settiement by arbitration; ' : : e :

o) the levy and recovery of fees, fines and penalties;

p) the regulation of the course of business between parties to cam_nicts in any
capacity; - o o :

q) the fixing of a scale of brokerage and other chargw‘; .

r) the making, cmnpqriﬁg‘ seitling and ing of bargains; : : )

s) the cmergencies-in trade which m ife, whether as a result of pool or syndicated
' operations or corering oy@figwise, and the exercise of powers in such
emergencies including th & to fix maximum and minimum prices for
T : securiiies; : : B :

1)  the regulation ofﬁ%y members for their own account;
1)  the separatipff8f the Minctions of jobbers and brokers; -
v) the limitati e volume of trade done by amjr individual member in

ex ual cifeumstances; '
w) the Sifigalion of members to supply such information or explanation and to

produc®8uch documents relating to the business as the governing body may
require, ' ' :

3) The bye-laws made under this section may:

a) specify the bye-laws, the contravention of which shall make a contract entered into
olherwise than in accordance with the bye- laws void under sub-section (1) of
“section (14); . < : R

"~ (b) provide that.he tonlmvenlidli of any of the bye-laws shall render ._lhe member
concemied liable to one or more of the following;: pudishments, nameély:.’
i) fine, B F c )
i) exptilsidn from"mémbership, '
iii) suspension from membership for a specified period,
S V) any other penalty of a like nature not involving the payment of money.

4)  Any bye-laws made under this section shall be subject to-such conditions in regard
to previous publications as may be prescribed, and; when appraved by the Central
Government (till 1991} and Securities and Exchange Board of India (since 1992)
shall be published in the Gazelte of India and also in the Official Gazette of tiie
State in which the principal office of the recognised stock exchange is situated and
shall have effect as from the date.of its publication in the Gazette of India :

Provided that if the Central Govémmenl (1ill 1991) and Securities and Exchange Board . o
of India (since 1992) is satisfied in any case that in the interest of the trade or in the . |

B 104 public interest any bye-laws should be made immediately, it may, by ordering in - |




_ wnlmg, \pm ifying the reasons lhercof dispense with the condmon of previous " Regalation
_ publication. '

" The foregove discussion clearly shows that Indian stock exchanges bave beer
envisaged as self-regulatory bodies, Of late, merchant banks have also been envisaged
as SROs. Unforiunately, ihe record of Indian stock exchanges 2s SROs has bees dismal.
Despite various malpractices prevalent in stock exchanges hardly any disciplinary
action had been initisted against any member of the siock exchange. Recent inspection
by SEBI of some of the stock exchanges have cleariy brought out that their bye-laws
relating to margins, etc. have been observed more in breach. Nevertheless it can’t be
denied that self-regulation is a necessary compleinent to legislative regulation of
securities market in auy country.

Activity 4 _

i} What do the following stand jor :
SEBI
SiB
SEC

iy How many clerfication relatings to Guidelines on Capital Issues Kad beeq issued by
-SEBIby March 1993 ¥ Please give the munber. '

T P T TTTIL IS PP rtrans FETTTr - FemeebAdaRAdsEERTERRIaS

5.8 SUMMARY

the securities market in India, We have observed that while the: ost of Acis
which affect and repulaic the securities market in India, st important were
Capital issues {Control) Act, 1947 and Securitics Cont ation) Act 1956. In -
1922, the Capital Essues (Conlrol) Act; 1947 has been repgled and the Securities and
Exchange Board of India Act, 1932 passed, to @Iﬂm ies and Exchange Board of

In this Unit, we have discussed the legal frame or regulatory l?;ﬂ; applicable to

India (SEBI} 25 a statutory body to act as a node ory bedy for the regulaiion aid
development of secuiities market in India and proid®@and promote investors inlerest,
This unit has discussed the origin, funcliops. organisation and activities of SEBI at
some length. After discussing the current status of regulation of the primary and
secondary markeis in India, this unit has also highlighted the role of self-regulation
vis-a vis legisiative regulation,

59 SELF-ASSESSMENT QUES'I‘IONS[EXERCISES

1.  Efective regulation is an essential coddition for orderiy growtn of securities
market.” Discuss,

t2

Write a briel note on the history of reguiation of securities market in India.

[¥H]

Between self-regulaticn and legnlatwe regualtion, wiich i is more relevant for
India and why? '

Write a brief note on the regulation of OTCEL - :
Discuss the objectives and fanctions of Securities and Exchange Board of India.
" 'SEBI ia an indepeéndent board.” Do you agree ? Why ?

Who can be 2 member of a Stock Exchange i inlndia ? -

Eadi B

Ju a short span of its existence, SEBY has been able to fully meet its objectives.’
Critically comment.

9. What mcasures bave been adupied in India fo prolect mvestom interest in the
securities markel ?
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10. Wite short notes o the foliowing :
" a) InsiderTrading = -
b) Speculation in shares
¢) StockIndices :
d) Centroller of Capital Issues Formula of Pncmg Issum :
e) Free pricing of shares ' :
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Appendlx 5.1 : - : Regulation

Definitions under the Securities Contracts (Regglation) Act, 1956 as amended upto
- date. Tn this Act, unless the context otherwise requires, -

“contracf” means a contract for or :elatmg to the purchase or sale of securities;

“Government security” theans a security created and issued, whether before or after
the commencemest of this Act, by the Central Government or a'State Government for
the purpose of raising public loan and having one of the forms spec;ﬁed in clause (2) of
section 2 of the pnhl:c Debt Act, 1944 (18 of 1944),

“member” means a member of a recognised stock exchange;

“option in securities” meaus a contract for the purchase or sale of a nght to buy or sell,
or right to buy and sell, securities in future, and includes a teji, a mandi, a galli, a put, a
call or a put and call in securilies;

“prescribed” means prescribed by mles made under this Acy,

- “pecognised stock exchange™ means a stock exchange which is for lhe I.une being
recognised by the Central Government under section 4;

“rules”, with reference 1o the rules relalmg in general to the constilhli'un and
management of a stock exchange, includes, in the case of a stock exchange which is an
incorporated association, its memorandum and asticles of association; -

“Securitles” include -

i) shares, scrips, stocks, bonds, debentures, debenture stock or othe
marketable securities of like nature in or any mcorporatcd companior

other body corporate;
ify Governmeni securities; : o .
iia) such other instrament as may be dectared by the Cerlt to:
be securities; and
(iii) rights or inferests in securities; . ?\
“spot delivery contract” means a contract which provj the actual delivery of

securities and the payment of price there of either on theNme day as the date of the

contract or on the next day, the actual period 1aki 1heé tch of the securities or
the remitiance of money there of through the excluded from the computation

_ of the period aforesaid if the pariies to the afores ntract do not reside in the same
_ townor locality; B

'\tock exchange” means any body of mdmduals whether moorporated or not,
constituted for the pprpose of assisting, regulating or controlling the busmess of buying,

selling or dealing in securitics.
Appendix 5.2
List of recognised stock exchanges
Name o | Address _
1. The Stock Ekchange, Bombay Phiroze Jeejeebhoy Towers,
. Dalal Street,

_ _ o Bombay - 400 001.
2. The Ahmedabad Stock Exchange Assn. Lid.  Manek Chowk, -
- : Ahmedabad - 380 001.
3. Banglore Stock Exchange Ltd. ‘M* Black, First floor,
- Unity Building, J.C. road,

Banglore - 560 002.

4. BhubaneswarStock Exchange Assn. Lid. 217, Budharaja Building,
' Tharpada Cutiack Road,
Bhubaneshwar - 751 006.

5. The Calcutia Stock Exchange Ltd. 7, Lyons Range,
Calcutta - 700001,

o
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10.

11.
12.
i3,
14,

15.

16.

17.
18.

19.
20.

2%,

Cochin Stock Exchange Lid.

The Coimbatore Stock Exchange Lid.
The Delhi Stock Exchange Assu, id.

The Gauhati Stock Exchange Lid, -

The Hyderabad Stock Exchange Lid.

Jiipue stock Exchange Lid.

Kanara Stock Exchange Lid.

The Ludhiana Stock Exchiange Assa. Lid.

‘Madms Stock Exchange Lid.

O

Madhya Pradesh Stock e @ Lid.

The Magdha Stockwge Lid.
The »’ rut Szk Exchange Lid.
Pumne @ Exchange Ltd,

Saurashtra Kutch Stock Exchange Lid.

The Puar Pradesh Stock Exchange Assn. Ltd.

The Vadodara Stock Exchange L1d.

|
Fxchange House,ii!Sf 1431,
Faloor Road Exin, Evpakulam,
Cochin - 682 335, Kemia

3 & 4/4B, Asaf Ali Road,
New Delhi - 110 002
Saraf Building Arlnexe,
AT Road, '
Gauhati - 781 001.

 Bank Street i

Hyderabad - S00 901,

Rajasthan Chamber Bhawar,
M J Road !
Taipur - 302 003,

4ia floor, Rambhavan com;ilex,
Kodislbait,
Mengalore - 575 (503_

Lajpat Rai Market,
Clock Towsr, |
Ludhiana - 141 008.

Exchange Building
Fost Box No. 183

11, Second Line Beach,
Madras - 600 001‘

67, Bada Sarafa :
Indote - 452 00Z. | |
Eihar industries Assn,
Fremises, i
Sinha Library Rd.,
Patna - 800 001, |

1177, Budhwar Peth,

Bank of Maharashira Bldg.,
2nd Floor, Bajirae Road,
Pune - 411 002,

4, Swaminarayan Gurokul Bldg,
Dhebarbhai 'Road,!
Rajkot - 380 002. |

Padam Towers,
14/113, Civil Lines,
Kanpur 208 001. |

Paradise Complex,

Cpp. Commercial College,
Tilak Road, Sayaji’ganj,

_Bamda 390 08, R




Appendix5.3 Regalatlon
FORM A -

Application for recognlilon/renewai of recognition of a stock exchange under
section 3 of the Securities Contracts
(Regulatlon) Act, 1956

To

i

i K

Subject:- Application for reébgniiion}renewal of recognition of a stock exchange under
section 3 of the Securities Contracts (Regulation) Act, 1956.

Sir,
Pursuant to the Central government Notification No......cooveonn.,
dated........... /Certificate of recogniticn dated .............o.ccoserreeesonee.n. ... Wedl on behalf
- of.. chverrs bbb n s reeerenns. DEURE & S1OCk eXChange as

(name and address of stock exchange)

1. defhned in section 2 of the Securilies Contracts (Regulation) Act, 1956 hereby
apply for recognition/renewal of recogaition for the purpose of the said Act in
respect of coniracis in securities,

2. four copies of the rules, memorandum and articles of association miating in
general to the constitution and management of the stock exchange and four copies
of the bye-laws for the regulation and control of contracts in securiiies are
enclosed. '

3. All the necessary information required in the Annexure to this Form Yenclbsed.

- Any additional information will be furnished as and when cal b1 by the Central
Government.

4 We/l on behalf of the said stock exchange hereby undertake t ply with the
requirements of section 4 of the said Act and such oth&®agditions and terms as
may be conitained in the Centificate of Recognition or blfrescribed or imposed
subsequently.

3. Treasury Receipt No .........cooves dated ... ... or Rs................. is altached.
Yours fairgfully
Signatere of applicant
ANNEXURE TO FORM ‘A’
PARTI
Genernl

1. Name of the applicant stock exchange.

2. Address :

3. Date of establishment,

4,

Is your exchange a joint stock company (state whether public or private) registered
tnder the Indian Companies Act or an association for profit or otherwise? If it is
organised on some other basis, this may be stated.

5. Give details of Yyour capital structure and attach three copies of the audited balance
sheets snd profit and loss account of the Exchange for the preceeding three years.

' " PARTII
: Membership

6.. State the number at the time of application, also specify how many are inactive.

7. State whether there is any provision, resolution or convention for limiting the
* number of members and whether in pursuance thereof you have fixed a cei ling on
the number of members that you would take,

8. Do you insist on any minimum qualification and experience before enrolling a
- new member? If so, give details,
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10,
11.
12.
13.

14,
15.

16.

17.

18,
19,
20.

2l

BNy @y

State the different classes of members, if any, the number thereaf and the privilege
enjoyed by each class. What is the procedure followed by your exchange for the
admission of different classes of new members? ‘ .

What are the rates of your annual subscriplién in respect 6f the different classes of |
members? S

Do you collect any security deposit from your members? If so, give details and alsp
state the manner in Which deposiis are utilised and the rate of interest allowed, if any.
Do you collect any admission or entrance fees from your memb#rs or from
partners of firms who are members? if so, how much?

Do you insist on your members aud partners of firm who are membeis dimling

thetnselves of other activities either as principal or as employee?
{;ﬁyqur rules pernit firms to become members? If so, is it incumbent on members

taseck the approval of the governing body before admitting nevl:r partners? State

the codl; ions, if any, laid down in your rules for the admission ?f such partners.
If you;' rules do not pemmit of firms being enrolled as members, do you permit -
individuals members to form a partnership? State the procedure followed for the
recognition of such partnership. ' SR '
Do you permit members to work in partnership with non-mmbci(rs'? K 50, bow-are
such non-members subject to the control of the stock exchange?‘ a '

 PARTII
Governing Body* . :

: . i .

What is the present strength of your ghweming body? Give detsils of the . -
constitution, powers of managenigi, glection and tenure of office of members of
the governing body, and thewganner in which its business is transacted. .

erests represented on your goverirt'ing Bqdy? If so,

-give details of the interests\efiresented, _
Do you associate %dem of investors associations with the managemert of

your exchagge? If soystate the manner in which this is done.
. Are there yrnment representative on your governing bo_dL? If 50, furnish

their npames

les provide for the direct election by members of any other bodies or -
comul » apart form the governing body? If so, give details of their
cotnstitulion, tenure, powers and functions. ‘

‘Do you have any provisions for the sppointment of standing or ad hoc

sub-committees of the growing body? If so, furnish details of tlﬁ method of their
appointment, terms of office, powers and functions. b

Give the designations, powers and dutiés of principal office-bearers of your
exchange. Are any of these office-bearers in the pay of the stock iexchange? If so,

give defails as to the mode of their appointment, tenure of office land remuneration.

PART IV S ‘
. : Trading ] _
Do you have a trading ring? If not; how do you carry on the business? Give détails.

State the different kinds of contracts in use in your exchange €. spot, ready and’
forward. State the period of delivery and payment in each case. o

Give details of business hours for each type of contract. ‘
Give details of the scale of brokerage and other charges, if any prescribediby your exchange:

three copies of esch such comract form. : ‘

- Do you prescribe standard forms of contract for the use of your members? Attach- -

under which this is done.

29, Do you classify your members into brokers and jobbers? If so, spr.qu the bye-hﬁ_

30,

Do you have a.system of registration of remisiers and/or authorised clerks? 1fso,.
give details as to their qualifications, obligations and rights; etc. .




n.

32

33.

- 35,

. 36.
a7,

39.

Do yoﬁ have any regulations régardiﬁg dealings by members oi their own account
whether in the nature of Taravani (day-to-day) or otherwise?

Do you have any provisions for regulating the voleme of business done by any
individual member other than throngh a system of margins? If so, give details,

What provisions have you made for periodical settlement of contracts and
differences thereunder, the delivery of, and payment for securities and the passing
of delwery orders?

Do you have a clearing house for the seutement ofoontracls" it so, give details of
its organisation and management.

If you have clearing house, what returns do the members of your exchange submit
regarding the transactions cleared through such clearing house? Does the exchange
ask for any regular retumns in respect of transactions settied outside the clearing
house? submit 1hree copies of forms used in this connection.

How do you fix, alter or postpone the dates of setilement?
How do you determine and declare mekingup prices?

Do you have any arrangements for making or recordmg of bargains?

- Have you any arrangements for recording and publishing market rales mcludmg

opening, closing, highest and lowest rates?

What provisions have you made for regulating - (a) the entering info contracts,
their performance and rescission, in¢luding contracts: (i) between members, (ii)
between a members and his constinsent and (iii) between a member and a

members whether acting as buyers, seilers or intermediaries; and () jand

_ other matters relating to conduct of business of members in the exchan;

41.
42

43,

45.

417.

49,

.proper standard of business conduct?

non-member; (b) the consequences of breach, default or insolvency U%Uf
vals

- Do you prescribe margin requirements? If yes, give details.
. Do you prescribe maximum and minimum pnce,s for securitics? @ ow and

under what conditions. -
Do you prowde any safeguards for the prevention of ‘bull%s‘ and
etdils

‘bear-raids’ and for meeting cmergencies in trade? details
Wriat are the meastres adopted by you to regulaledprolitbit advedising or issue

of circulars by your members? - '
What are disciplinary powers with the gov%iody to enforce due compliance

by members of the rles and bye-laws of the ange and generally 1o ensure

Do you require members to supply such information or explanalion and to pmduée

such books relating to their business as your governing body may require?

Do you publish any statistics in regard to business done on the exchange-including
the transactions settled through the clearing house, if maintained? In particular,
have you any machinery for computing the volume of transactions in the different
kinds of contracts permitted on your exchange? Give details. :

Do you have any bye-laws contravention of which makes a contract void?

PARTY
Miscellaneous

Do you have any machinery of arbitration of disputes between members and/or
betwcen members and their constituents? Give details.

What are the conditions subject to which securities are listed for dealings on your

- exchange?

51,

a
i

What are your requirements for adimitting securities to forward trading?

Do you have the right to prohibit, withdraw or sﬁspend dealings in a listed
security? If so, under what circuinstances is this right exercised?

. What provisions have you made for the levy and recovery of fees fines ana
penalties? -

Regulation
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~ Appendix 5.4
SEBI's guidelines on capital Issues ‘
Guidelines for disclosure and investors pmlectipn

These guidelines will be applied to all issues to be made after the promulgation of the
Ordinance No.'9 of 1992 by which the Capiial issues (Control) Act ha 1 s been repeaicd.
All thoze holding CCI consents prior to the promulgation of the Ordinance may procesd
with the issue on the terms and counditions laid dowa therein, provided however that
these guidelines are aiso followed where they are not inconsisient with the terms and
conditions of the CCI consent. :

A. First issue of companies

a) A new company will be defined as one which has not completed 12 months of
commercial operations and its audited operative resulis are not|available and
where it is set up by entrepreneurs withoul a track record. They will be permitted
to izsue caplual to public at par. Where 5 new comnpany is being set up by existing
.companies with a live-year track record of consistent profitability, it wili be frezto -
price its issue provided the participation of the promoting company and the issue

_price is made applicable to all new investors nniformly, provided that the
prospecius or offer documents shall contain justification for issue price.

A draft prospectus containing the disclosure will be vetied by Securities and
Exchange Board of India (SEBI) before a public issve is made.

Mo private placement of the promoters share shall be made by solicitation of share
coniribution from unrelated investors throngh any kind of narket intermediaries,
The shares of the above compani@g can be listed on either the Qver the Counter
Exchange of India or any olhﬁxchﬂg& T

~B. First isstre by exis vivate/closely-held éompanies

Wiree-vear track record of consistent profitability shal
pgice ihe issue and list their securities on the stock

.1} Such companies §
be permiited to frig
exchanges

i)  Not less thaih@0 percent of the equity chf}uid b offered

iii) rospecu..s will e ve!tpd by SEBI fo ensurc adequar‘y of
. dischgures,

i " ke pricing would be deienmined by the issuer and lead :il.magexc to the issue’
woukd be subject to spacific disclosure mqmmmen!s ncinding:

a} d:sclosum, of the net asset value of the company as per the lasi audlte.d balance sheet,

b}y justification for the issue price, -

T Public issue by existing listed companies

2) These companies will be allr:}wed to raise fresh c.aplta! by freely praung theu
further issues.

k) Pricing - The issue pncr will be detmmucd by !hc 1ssuer in comt.lﬁ;.uon with the
tead manager(s}to the issue. -

¢) Disciosures - (i) The drafi proszectus will be vetted by SEBI to ensure adequacy of
disclosures.

iy the prospectus or offer docements _s.hali' contain the net asset value of the
company amnd a justification for the price of ke issue,

it} hi;z,h and low price of the shares for the fast two years ‘
3. Undem-itmg :

ceint subscrisiion is also mandalm} for cachrissie of capital to the putdic. Number

%} Unmm.mug is tmndatory for the full issue and lnlmmum reqiirement of 94 per.
of underwriters wauld be decided by the isssers. F

b} ¥ the company does ot seerive 99 per cent of issued amounl from pubhc
. subseription pius accepied devalveneit from underwiiters, within 120 days from
ihe daie of opening of the issue, the company shall refund the amonnt of -
subscriptioi. In case of dispated devolvement, the corapany should refund the
sebseription if the above conditions are not met.




¢)

d)

The lead manager(s) must satisfy themselves about the net worth of the
underwriters and outstanding commitments and disclose the same to SEBI,

The underwriting agreements may be filed with the stock exchanges. -
- E.  Composite lssues

Issue to the public by existing company can be priced differentiaily as eompared to the
issues to the rights sharebolders.

F.

a)

b)

d)

m)

* The discount on the non-convertible portion ¢

Fully convertible debentures/partially cenvertible debentures/non-convertible
. debentuores

issue of FCDs having conversion period more than 36 months will not be
permissible, uniess conversion is made optional with "put” and “cail® options.

Compulsory credit rating will be required if conversion is made for FCDs after 18
months, ‘

Premivm amount on conversion, time of conversion, in stage, if any, shall be
pre~determined and stated in the prospectus, The interest rates for above
debentures will be freely determined by the issuer.

Issue of debentures with maturity of 18 months or Jess are exempt from the
requirement of appointment of Debenture Trustee of creating a Debenture
Redemption Reserves (DRR). In other cases, the names of the debentures trustees
miust be stated in the prospectus and the prospectus and DER will be created in
accerdance with section (N 1). The trust deed shall be executed within six months
of the closure of the issue.

Any conversion in part or whole of the debentures will be optional afWye hands of
the debenture holder, if the conversion iakes place at or after 18 figuths Yrom the

date of allotment, but before 36 months.

In case of NCDs/PCDs credit rating is compulsory when @ exceeds 18
" months,

stated in the prospectus. Redemption amount, period maturity, yield on
redemption for the PCDs/NCDs shall be indj prospectus,

e PCI) in case they are traded and
procedure for their purchzz2 on spot tfng bast must be disclosed in the
prospectus. %

in case, the non-conventible portions of /NCD are to be rolled over with or
witlious change in the interest rate, a compulsory option shouid be given to those
debenture holdres who want to withdraw and encash from the debenture

programume. Roll over shall be done only in cases where debenture holders have
sent their positive consent and not.on the basis of their negative replies.

Before roll over of suy NCD or non-convertible pottion of the PCDs, fresh credit
rating shall be obtained within a period of six months prior to the due date of
redemption and communicated 1o debenture holders before roll over arxl fresh trust
deed shali be made. :

Letter of infomlation regarding roli over shall be vetted by SEBI with regard to the
credit mting, debenture holder resolution, option for conversion and such other
items which SEBI may prescribe from time to time. ?

The disclosure relating to raising of debentures will contain amongst other things,
the existing and future equity and long- term debt ratio, servicing behaviour on
existing debentures, certificate from a financial institution or bankers about their
no-objection for a second or Pari Passu charge being created in favour of the
trustees to the proposed debenture issue. ' o

Premium amount at the time of conversion for the P?l be pre-determind and
nt

SEBI may prescribe additional disclosure requirement from time to time, after due
notice. : :

G. New financlal tnstruments

Issuer of capital shall make adequate disclosures regarding the lerms and conditions of
redemption, security, conversion and any other relevant features of instruments such as
Deep Discount Bonds, Debentures with Warrants, Secured Premium Notes, etc. so that

Regulation
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an investor can make reasonable determination of the risks, relurns, safety and hiquidity

of the instruments. The disclosures shall be veited by SEBI in this regasd.

a

b)

b)

higher pa

_allotment.

_Bank of India from time to time.

. J. Minimai time hetween two isses '
- No bonus issue shall be maBeawithin 12 months of any public/righis issue.

H. Reservation in issues

Unreserved offer of equity or instruments convertible into equity shall not be less than
the minitoum required for listing purposes in case of new issues made either by the
new coinpany or by the existing closely held/private companies going public.

In case of issues of capital by new companies, reservations for employees of new
compavies, promoting companies, associaie companies, working direciors ona
suifable percentage is permissible. :

Shareholders of group companies in case of existing companies cai be offered
capital on z preferential basis. '

Shareholders of.promolers’ companies shall also be eligible for preferential

Reservations for NRIs shall be according to the schemes prescribed by the Reserve

1. Depleyment of issue proceeds

In case of issues, where on application and on aflotment an amouri! together
exceeding Rs. 250-crores is raised, the issuer will voluntarily disclose and make
arrangements for the use of proceeds of the issue as per disclesure |to be mpnitored
by one of the linancial institutions. A copy of their monitoring repori shall be filed
with the SEBI by the instutions and by ihe company for purposes of record.

In issue of the above size and beyond\the amount 10 be called up on -
application/allotment and on variags calls should not exceed 25 per cent of the

total quantum of issue,

The promoters shal-]%in capital in full before public issue.
The capital § 1ould¥e made fully paid-up within 12 months from the date of issue,

Employee stock option scheme

pn in the company. Suitable percentage of reservaliorrican be made by

This is a scheme on the part of the company fo encourage employees fo have
[)

the issuer (o€ exiployees of his company or the promoters of the company as the '
need may arise. Reservation should not be more than five per cent. Equitable
distribution of shares among the employees will contribute to the smooth working of
the scheine. The issuer nay like to have non-transferability at his discretion in new-
issues. In other cases, employees’ participation upto five per cént (maximum 200
shares) shall be non-transferable for a period of three years.

a)

b)

L. Promoters’ contribution and leck-in-period

Equity capital 1o be subscribed in any issue (o the public by the promoters i.e.
those described in the prospectus as promoters, directors, iriends, relatives and
associates should not be less than 25 per cent of the total issue of equity capital
upto Rs. 100 crores and 20 per cent of the issues ahove Rs. 100 crr{:r)es. In the case

- of FCDs, one third of the issue amount should be contributed by piomoters,

directors, friends, relatives and associales by way of equity before .lissue is made,
In case of PCDs, one third of the convertible portion should be brought in as
contribution of prometers, directors, friends and relatives and asso&iates before

issue is made. Minimum subscription by each of the friends/relatives and

associates under promoters quota should not be less than Rs. 1 lakh.

This promoters’ contribution shall not be diluted for a lock-in- periLJd of five years
from the date of commencement of the production or date of allotment whichever is
later. Promoters must bring in their full subscription o issues in advarice before public

- All firm allotments, preferential allotments to collaborators, shareholders of

promoter companies whether corpovate or individual shall not be transferable for
three years from the date of commencement of production or date of allotment
whichever is later. :




@

The shage certificate is\'aued to promoters, friends, relatives and associates elc. Regulation
should caery the igscription *not transferable” for a period three to five years as '
may be app]icablé from (he date of commencement of production or date of

allotment whichever is later. '

M. Bonus shares

Subject to the provision under section j(a) above, the company shall, while issuing
bonus shares, ensure the following: :

a)

b).
<)

- d)

.. 8)
B

i)

k)

1.

. nor taken into acconnt in the computation of the residual reserves of 40 periegnt

the bonus issue is made out of free reserves buill out of the genuine profits or share
preinium coliected in cash only; ' :

reserves created by revaluation of fixed assels are not capitalised;

the development rebate reserve or the invesiment allowance reserve is considered
as free reserve for the purpose of calculation of residual reserves test only;

_all contingent liabilities disclosed in the audited acoounts which have bearing on
_ the net profits, shall be taken into account in the calculation of the residual

reserves;
the residual reserves afler the proposed capitalisation shall be at least 40 per cent
of the increased paid-up capilal;

30 percent of the average profits before tax of the company for the previous three
years should yield a rate of dividend on the expanded capital issue base of the
company at 10 per cent; -

the capital reserves appcaring in the balance sheet of the company as a result of
revaluation of assets or without accrual of cash resources are acither capitglised

for the purpose of bonus issues; _ _ _
the declaration of bonus issue, in licu of dividend, is not made;
the bonus issue is not made unless the partly paid sharcs, if any @_ »-are made

fully paid-up; _
the company: (1) has not defauited in payment of intcrcs%cipal in respect of
fixed deposits and interest on existing debentures incipyl in respect of fixed
deposits and inferest on existing debentures or p ) redemplion thereof,
and (2) has sufficient reason to believe that it has nd§defaulied in respect of the
payment of statutory dues of the employ as condribution 1o provided fund,
gratuity, bonus. efc.;

2 company which announces its bonus issue after the approval for the Board of
Directors must implement the proposats within a period of six months from the
date of such approval and shall ot have the option of changing the decision;

there should be prdvision in the articles of association of the company for

" capitalisation of reserves, etc. and if not, the company shall pass a resolution at its

geveral body meeting making provisions in the Articles of Association for
Capitalisation;
Cotsequent to the issue of bonus shares if the subscribed and paid-up capilal

exceed the authorised share capital, a resolution shall be passed by the compauy at
its general body meeting for increasing the authorised capital;

the company shall geta resolution passed at its geacra! body meeting for bonus issue.
In the said resolution the management’s infention regarding the rate of dividend to be
declared in the year immediately after the bonus issuc should be indicated;

no bonus shali be made which will dilute the value or rights of the holders of

debentures convertible fuily or panly.
N. Goidelines for the protection of the interest of debenture holders
Servicing of debentures

Subject to provisions of section F above, a debenture redemplion reserve {DRR) shall
be created by all the companies raising debentures on the following basis:

a}

a moratorium upto the date of commercial production-can be provided for creation

of the debenture redemption reserve in respect of debentures raised for project

finance; :
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b).

c)

4}

€)

g

h)

a)

b}

the debentures redemption feserve may. be creaied either in eq
the remaining period or higher period or higher amounts if pre

in the case of partly convertible debentures, DRR should be cf
non-convertible portion of debentures issue on the saine lines
fully non-convertible debenture issue. In respect of convertibl
.com]ﬁaniés, the creation of DRR should cominence from the y
eams profils for the remaining life of debentures,

companies may distribute dividends out of general reserves in

ual instabments for
ofits permif;

eated in respect of
as applicable for

e issues by new
ear the company -

cerltain years if

residual profits after transfer to DRR are inadequate to distribate reasonable

dividends;

DRR will be treated as a padt of General Reserve for contributior

proposals and for price fixation related to post-tax retey;

issue before debenture redemption commencés. Drawl from

of bonus issue

RR is permissible

company should create DRR equiva lent to 50 per ceni of the é\{noum of debenture

orly after 10 per cent of the debenture liability has been actua
company; :

in the case of existing companies prior permission of the lead

ly redeemed by the

nstitution for-

- declaring dividend excecding 20 per ceit or as per the loan convents is necessary if

the company does not comply with institutional condition regarding interest and debt

service coverage ratio;

company may redeem debentores in greater number of instatmenis. The firsi

instalment may start from Sth instead of 7th year.
0.

director on the Board ¢

Qpmpany in consultation with inst
holders. : o

¢ powess for
appoifit a nominee
itutional debenture

ikal Tunds.

ebenture tiolders and trustee should-obtain a cert

Pe
Debentures issucs by companies belonging to the gfou'ps'for fi

permitted.

s in respect of

Lead institution ment institution will moniior the progres
dehentures for p 1 Tnance/modernisation/expansion / diversification/normal

The lead bank for the company will monitr debenfures raise_(j

iticate from the

's auditors in respect of utilisation of funds during theimplementation
projects. In case of debentures for working capital, celrtificate should be,
. obtained at the end of each accounting year. :

tancing -

‘replenishing funds or acquiring shareholdings in other companies will not he

The compa'nies shall, along with their appliéation, file with SEBI, certificate from

their bankers that the assets on which security is to be created atc
s

encumbrances and the necessary permissions 10 mortgage the 3

free from any
ets have been

obtained or a No Objection Certificate from the financial instity tions or banks for a
second or paxi passu charge in cases where asscts are encumbdred. The security
should be created with in 12 months from the date of issue of débentures. If for

any reasons the companies are uof in a position to create securify in this 12 months
the company shall be liable to pay two per cent penal interest tol debenture holders.
If security is not created even after 18 months, a meeling of the debeniure holders

should be called within 21 days (o explain the reasons thoreof a

which the securily would be created.

d the date by

The trustees to the debenture holders will supervise the implementation of the

conditions regarding creation of securit
redemption reserve. :

b)

P. General

days and disclosed in the prospectus,

Rights issues should not be kepi open for more than 60 days.

y of the debentures and regarding the debentures

"2}  subscription list for public issues shouid be kept open for at least thiee working
B




The guantun of isste, whether through o ripht or public issue, shall nof exceed the ~ Regulation
amount specified in the prospectus/letter of offer No refention of over subscription
1° permissible under any circumstanees

Wllhm 45 days of the closure of ap issue a report in a prescribed form with a
compliance cettificate from the chartered accountants skovld be forwarded to
SEBI by the lead mapapers,

The gap between the ¢losnre dates of various issue ¢.g. rights and Indian public
should not exceed 30 days,

In case of issues of debenfures [ully or partly made i1 the pasi, when the,
conversion was 1o be made af a price to be determined by the Contioller of Capital
Issues al a iater dale, the pr.r‘u of conversion and time of conversicn sha¥l be
determined by the company in a duly organised meeting of the debentyre holders

- aid sharebolders. The decision in the above meeting may be satified by ihe

sharcholders in their meeting. Such conversions witl be optional for acceptance on
ihe part of individual debeninre holders. The dissenting debenture holders shall
have the sight to conlinue as debenture holders if the terms of conversion are not
acceplable to them. The letter of oplion to debesture holders shonld be veited by

"~ SEBL _
-SEBI will have the right 10 prescribe further guidelines for modifving the existing

ones to bring abouwt adequate investors profection, enhance the quai = »f
discﬁsurcs and to bring about transparency in the primary market:”

SEBI shall have the right to issue necessary clarification to these gmdelmef. to
remove any difficulty in its implementation.

Any v101a11011 of the guidelines by the issues intermedjaries will be pugishaiig by
prosceution by SEBI under the Act.

The provisions in lhc Companics Act, 1956 and other applicabl shall be
complied with in connection with issue of shares and debentur
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'BLOCK 3 ANALYSIS FOR EQUITY
INVESTMENT

~ This blcok comprises of four Units and one case. Unit 6 titléd ‘Economy and
_ Industry Analyses’ defines fundamental analysis and introduces -
Economy-Industry-Company (EIC) framework of analyses. It then explains the
nature and techniques of economy and industry analyses and points out their
relevance for equity investment decision. Unit 7: Company Level Analysis, begins
by stating the need for and importance of company analysis for equity invesiment -
decision. If then explains and illustrates the techniques of quantitative and
qualitative analysis including dividend-discounted method, price - eamings
approach, and methods of forecsting earnings per share (EPS), which is the most
critical variable of equity valuation. How to evaluate company management? It has
also been covered in this Unit. Unit 8 is devoted to technical analysis. It explains
and compares and contrasts it with fundamental analysis. It discusses the origin and
development of technical analysis. It describes Dow Theory and its basic tenets and
explains the techniques of Classical and Modern technical analysis which inclade
point and figure charis, bar charts, moving averages, exponential moving average,
ate of change or momentum, relative sirength index and moving average
| convergence divergence signal. It also describes and illustrates some popular
market indicators viz. breadth of the market, short interest, odd lot trading, al
fund cash ratio, etc. This unit concludes by pinpointing limitaions of m% :

analys;s in Indian conditions. Umt 9: Eificient Market Hypothcsts, highligh

forms of market eff:qency It aiso highlights the 1mphcanons of E

analysis and portfoho‘mﬂnagement ?\ .
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UNIT 6 ECONOMY AND INDUSTRY
ANALYSES

Objectives

The objectives of this unit are to :

o cxplam the relevance of economy and mdustry analyses for equity investment
decision

# discuss the usefulness of this analysis in an efficient-market setup

® highlight a framework of analysis of economy-industry-company

~ ® suggest steps that could form part of the economy and industry fnalyses

L cflmmss various techniques to evaluate different economy and industry related - -
actors

Structure

6.1 Security Analysis and lnvesimesnt Decision

6.2 Fundamental Analysis

6.3 Fundamental Analysis and Efficient Market

6.4 Fundamental Analysis and Chemistry of Earnings

6.5 Economy-Industry-Company Analyses A framework
6.6 Economy Analysis
6.7 Economic Forecasting '
. 6.7.1 Anticipatory Surveys
6.7.2 Barometric or Idicator Approach _

6.73 Economeiric Model Building Approach
6.8 - Industry Analysis _
: 68.1 Techniques of Industry Anatysis

6.9 Summary :
6.10 Sel_i‘-assmmenl(]uﬁiionsfﬁxercises

6.11 Further Readings

61 SECURITY ANALYSIS AND YNVESTMENT
" DECISION - |

Invesiment decision is a part of our economic life. Everybody takes such
decisions in different contexts and at different times. Some are able to reap more
profits through them; while others simply lose their money. Attempts should,
therefore, be made to understand and know the way sosnd investment decisions |
can be taken in order to improve the chances of making profits throngh them.
Thus, investment decision making is an important area worth probing further.

Unfortsnately, for long, investrnent decision making was regarded only as anan,
As art is personal and subjective, it was difficult to provide a general framework

* within which one could operate. Only, recently it has been considered as a science
with the result that a body of ltérature has been developed which helpsusto
understand and know the way investment decisions can be attempted. Recognising
‘its ari coctents, this body of literature works on the thinking that a systematic,
-general framework can be suggested for those involved in investment decisions -
who can then modify that according to their requirements. It has, therefore, been
recognised that investment decision making is both an art as well as science. This is
indesd an on-going process in whick decision maker attempts to update himseif
regarding the risk return characteristic of securities. These characteristic keep-on
changing and investor go on attempting to understand their impaci on kis
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: Analysis for Equity Investmest decisions. The conceivable investment opportunities were discussed snd explained

in detail in Block I. The investment decision maker takes Ihemkmo aocoi.ii(t in order

to decide which securities should be bought or held or sold by him. A very simple

"decision rule is here applicable: Buy a security that has highest return per unit of
risk or Jowest risk per unit of return. And, sell the security which does not satisfy
the above requirements.

The above decision rule to buy/sell securities is highly simpl€ but it is very
difficult to apply in straight forward fashion in actual practice. This is because
there are a large number of factors which affects both risk and return in the real
world situation. Thus, security which had highest return per !unit of risk at one
point of time and was considered to be a good buy might turn into a less
attractive proposition and could be considered later on as a possible candidate
for disinvestment.guch a situation might arise due to change in the management
of the concerned company or changes in the Government policy at economy
level making it less attractive. The opposite might also be possible. For example,
before 1992-93, the shares of sugar industry in India were not catching the
attention of investing public. But due to changes in the govt{mi}-xent policy
towards this industry around 1992-93, its shares became quite attractive, Policy

_ changes made by the government related 6 hike in the sugak- prices sold both in
open markel as well as through public distribution system, increase in the
quantity of sugar available for sale in the free market etc. Such factors played a

. very important role in making the shares of the sugar companies attractive. ln-
addition to the above, there may Bg other factors too, that are more specific to a
particular company. :

Investment decision mgKingNgeing continuous in nature should be attempted
systematically. Broadl & pproaches are suggested in the ii_f.erature. These are:
~ Fundamental sis and 1echnical Analysis. In the first apﬁroach, the investor
attempts to loomk‘%menlal factors that affect risk return characteristic of the
security. Witile, in Ye second approach, the investor tries to identify the price
trends these characteristic. The technical analysis concentraies on
demand and\gupply of securities and prevalent trend in share prices measured by
paparket indices in the stock market.

6.2 FUNDAMENTAL ANALYSIS

As has been mientioned earlier, in the fundamental approach, z|mempl is made to
analyse various fundamental or basic factors that affect the ridk-return of the
securities. Effort, here, is to identify those securities which are perceived to be.
mispriced in the stock market. The assumption in this case is that the ‘market price’

of the security and the price as justified by jts fundamenial factors called *intrinsic
value’ are different and the market place provides an opportunity for a discerning
investor to detect such discrepancy. The moment such a discrepancy is identified,
the decision 1o invest or disinvest is taken. The decision rule Under this approach is
like this,

If the price of a security at the market place is higher than the one which is
justified by the security’s fundamentals, sell that security. This is because, it is
expected that the market will sooner or later realise its mistake and reduce its
price. Therefore, before the market realise its mistake and price the security

- properly, a deal 10 sell this security should be-strack in order to reap the profits.
But, if the price of that security is lower than what it should be based on its
fundamentals, it should be bought before the market corrects its mistake by
increasing the price of security in question. The price prevailing in the market is
called *market price’ (MP) and the one justified by its fundamentals is called
‘intrinsic value’ (IV). : ' |




Decision rules/Recommendations
(1) I{IV >MP, buy the security
2) ICIV <MF, sell the security
(3 161V = MP, No action

The fundamental factors mentioned above may relate to the ecouomy or
industry or company or all/some of them. Thus, economy fundamentals,
industry fundamentals and company fundamentals are considered while
analysing the security for taking investment decision. In fact the
economy-industry-company framework forms an integral part of this approach.
This framework car be properly utilised by making svitable adjustments in a
particular context. A word of caution! Please remember, the use of an analytical
framework does not guarantee a coreect decision. However, it does guarantee an
informed and considered investment decision which would hopefully be better as
it is based on relevant and crucial information. '

6.3 FUNDAMENTAL ANALYSIS AND EFFICIENT
MARKET

Before elaborating in detail on the economy-industry-company framework, it is
pertinent to mention that doubts are expressed about the utility of this approach in
the context of efficient stock market set up. Briefly, stock market efficiency relates
to the speed with which stock market incorporates the information about the
economy, industry and company in the share prices. It is claimed that stock market
incorporates such information in the share prices rather instantaneously. The reSyit
of this assumption is that price prevailing at the market place can be taken
represent theprice of the share justified by its fundamental i.e., intrinsieyalue
This equality of MP and IV makes the fundamental analysis or any Analysis
useless or redundant.

- The above given view about share market efficiency implies t e would be
able to make abnormal profits given such a set up. Som. studies in the
literature also support the' above view. Practitioners, . 40 not agree to such
conclusions of empirical nature. You will réad more ab¥it efficient markels in

Unit 9. - :
_ Once again let us be clear at this stage that the in between these two

extreme positions-denouncing security analysis as lotally redundant 1o the one that
would bring us profits. In fact, stock market is not efficient to the extent the
researchers proclaim. Many operational inefficiencies and structural deficiencies
prevalent in stock market have been noted in Block 2. Secondly, analysis stil} has
an important role to play. It is paradoxical but correct to say that one has to assume
that stock market is inefficient to make it efficient. It is only then the processing of
information relating to economy-industry-company would take place that would
allow the stock market to reflect the information in the prices quickly if not
instantaneously. Thirdly, it is fact of life that eaming abnormal profits is not the
only and final goal for most of the investors. Rather, it has been observed that
eaming the normal returns, (i.¢., the return comraensurate with risk prevalent in the
market) is a worthwhile objective to pursue which most of the investors are not

. even able to achieve. In nutshell, security analysis has an important role to piay for
investment decision made in an efficient set up, too. '

6.4 FUNDAMENTAL ANALYSIS AND CHEMISTRY
" OF EARNINGS

. The logic for fundamental analysis becomes crystle clear once we understand the
chemistry of earnings’ and the macro and micro factors which influence the figure
of eamings. Exhibit 6.1 indicates some of the major factors which affect earnings
distributable among equity shareholders.

Ecotomy sad Indaitry Asalysis
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Factors affeciing distributable earnings

Broad . Company specific . = Industry . Macro-Economic

Source/form Factors Faclors Factors
~ of Eamings _ o
Sales - - CompetitiveStrength T Industry Demand/ National income,
o - M Supply spending, sayinss;
Monetary, Fiscal
Credit, rt-lmport
Policies; Populstion,
_ . Price level. v
a . : A
Less Cosls rating Effici Industry Wage Nationel Wa
of Sales Opersting o : Levels; - Palicy, Price levels,
: . Industnal _ . Economic
Infrastructure Inftaatructure, Raw
N Material Produclion,
: : Import-Export Policy.
Esrnings : - . i i
Before ) .
Ioterest, . A ’ :
jation
& Em : : .
(EBIDT) . : | .
LessInterest  Capital | G |Indusny costof capilal  Intereat Rates in the
Structure/Financial ) r Economy, Capital
Leverage Policy . . i Markei Conditions
Less OpemhonulLe ze Induntry Practices . Ca ital Goods Import.
Depreciation  Policy ‘\J* A | Policy
Less Tax _ Tax Planpingand Indusiry Lobby - Fizeal Policy
Met Earnin, M .
After'§ ) : .
(NEA'I] -
Industry Practioes  :  Interest Rale
tal Stuctize E _ - Structure, Capital
Dw . Market Corditions
utable _ o _
N ' .
ity  Divideod Policy { Tidustry Practices Fiscal Policy, Credit
Dividend . Policy,
‘Retalned - T
- Earnings

You would notice from Exhibit 6.1 that while disiributable earnings is the
difference between saies revenue and the costs of sales, interest, dépreciglion, taxes
and preference dividend, these items of revenue and expense are influsnced by
company specific, industry level snd macro-economic facloml, This would mean
‘that the intrinsic value of a stream of dlstnbutab]e carnings per share, js in effect

. influenced by diverse company specific, industry level and mgcro-¢conomic

. factors. There is, therefore, a strong case for analysis’ of company specﬂic, indusiry
level and economy level factors, which in one word is called fundamental analysis.

Activity !
A)  What do the following stand for :
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Eli) Define the following terms :

a) Fundamental Analysis

-
-

b) Intrinsi? Value

€) List out the investment decision rules as per fundamental analysis approach:

6.5 ECONOMY.INDUSTRY-COMPANY ANALYSES:
A FRAMEWORK '

above is the main ingredient of fundamental approach. The analyst ke
into acoount all the three constituents which form different but crucia in
making investment decision. Theses can be looked at as diff ges in the
investment decision making process and are depicted graphi th three

concentric circles #s shown in Fig 6.1 below: : ?\

The analysis of economy, induétry and company fundamentals as m@g
oni

Fig 6.1 Investment Decision meking Process

Operationally, to base the investiient decision on various fundamentals, all the
three stages must be taken into account. In this Unit, we will concentrate on
economy and industry analyses while in the next Unit, we will focus on
company level analysis.

6.6 ECONOMY ANALYSIS

In actual pracﬁce, you must have noticed that investment decisions of individuals
and the institutions-are made in the economic set up of a particular country. It
becomes essential, therefore, to understand the state of the economy of that country

_ at macro level. The analysis of the state of the economy at macro level incorporates

Ecomomy and Industry Asalysis
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how the economy has performed in the past, how it is performing in the pruent and
how it is expected to perform in the future. Also relevant in this context is o know -
how various sectors of the economy are going to grow in the future and which of its

sectors are showing signs of stagnation and degradation in the conory. This, we
can begin by analysing historical performance of various sectors of the economy in
the past, their performance at present and then forming opnnon‘)i xpectations about
its performance in the future.It is through this systematic pr , one would be able
to identify various relevant investment opportunities whenever these arise. Sectoral
analysis, therefore, is very essential along with overall econom analysns as the rate
of growth in overall economy often differs from the rates-of growth i in various
segments/sectors, '

Rationale of the above type of analysis depends on economic considerations 100.

Thé way people in general earn their income and the way they spend these earnings .
would in ultimate analysis decide which industry or company would grow in the
future. Their spending affect corporate profits, dividends and prices of the shares at -
the market place. Research study conducted by King(1966) reinforced the need of
economic and industry analyses in this context. According to him on an average,
over half the variation in stock returns are attributed to a market influence that
affect all the market indices. Over and above this, industry specific factors account
for approximately 13 per cent of the variation of stock returns. Jl‘hus, taken together
two-third of the variation of stock prices/returns are atiributed tp market and ‘
industry refated factors. King’s study, despite the limitations in/terms of its period

of study and use of U.S. data emsilght the importance of omic and

industry analyses in making invegtmeny decisions. To neglect this analysis while

deciding where to invest would b e’s peril. .

It must be clear by this n a} analysis of historical performance ot' the economy
is a starting point; albeit, Mnisfportant step. But, for the analyst to decide where to
invest or not, expe ture performance of the overall economy along with its
various segments is Yost relevant, Thas, all efforts should be made to forecast the
direction ondmy so that the decision to invest or to disjnvest the securities

can be ma the most informed manner. Interestingly, this c:lills for using some of

the jaiators tat describe how the economy has shaped up in the past and how it is
lik shape in the future from the current state of affairs. A healthy and .

" positi '
‘climate in general and investment in financial securities in partjcular.

tlook about the economy goes a long way to boost the investment

6.7 ECONOMIC FORECASTING

Let it be properly understood at this stage that economic forec:tgng is a must for
making investment decision. As it has been mentioned earller too, the fortunes of

 specific industry and the firm depends upon how the economic| outlook looks like in

the future - short term and long term. Accordingly, forecastingtechniques can also
be divided into two categories: Short term and long term forecasting techniques. -

‘Time horizon in investment decision is a critical variable that glays a cruciai role.

Depending upon the duration, forecasting can be made for short term, intermediate
and long term . Before discussing the techniques in detaii, these terms should be
clearly understood in our context. Short term refers to a periodﬁlp to three years.
Sometimes, it can also refer to much shorter period, such as a uarter or a few
quarters. Intermediate period refers to a period of three to five years period. Long:
term forecast refers 1o the forecast made for more thah five yelirs This may mean a’
period of ten years or more. Iit this Unit and the next one, these terms would be
used as described above.

We shall discuss some short term forecasting techniques in the following: .

At the very outset, let it be mentioned that the central theme ofeconomic




foremslmg is to forecast national income with its various componems This is
because it summarizes the receipts and expenditures of all segments of the
economy, be the government, business or household. These macro economic
accounts describe the level of economic activities over a period of time. Not
surprisingly, therefore, all the techniques focus on forecasting the national income
and its various compozients; particularly, those components that have bearing on a
particular industry and the particular industry and the company to be analysed.

GNP is a measure to quantify national income and is the total valee of the final
output of goods and services produced in the economy. It is an important indicator
| of the level and the raie of growth in economic activities and is of central concern to
- analysts for forecasting overall as well as various components during a certain
' period. Following are some of the techniques of short ierm economic forecasting:

+ 6.7.1 Anticipatory Surveys

This is very simple method through which investors can form their
opinions/expectations with respect to the future state of the cconomy. As is
generally understood, this is the survey of expert opinions of those who are
prominent in the government, business, trade and industry. Generally, it
incorporates expert opinion with regard 1o construction activities, plant and
machinery expenditures, level of inventory etc. which have important bearing on’
the economic activities. Anticipatory surveys can also incorporate the opinion or®
future plan of consumers with regard to their spendings. So long as people‘plan and
budget théir expendlwres and implement their plans accordingly, such @
should provide valuable input as a starting point.

Despite the valuable inputs provided by this method, care must ised in-
using the information generated through this method. Precautionstgafeeded
because: '

1) Survey results can not be regarded as forecasis g se. A consensus of opinion,

may be used by the invester in forming his sts.
2) There is no guarantee that the intention, eyetbwould certainly materialise.
To this extent, the investors can not-r on these.

Despite the above limitations, surveys are very popular in praclice and used for
short term forecasting which, of course, requires continucus monitoring.

6.7.2 Barometric or Indicator Approéch

In this approach, various types of indicators are studied to find out how the
economy is likely 10 perform in the future. For meaningful interprctations, these
indicators are classified into: leading, roughly coincidental, and lagging indicators.

Leading Indicators: As the name suggests, these are indicators that lead the
economic activity in terms of their outcome. That is, these are those time series data
of the variables that reach their high points as well as their low poinis in advance of
the economic activity.

Roughly Coincidental Indicators: Thesc are the indicators that reach their peaks and
the troughs at approximately the same time as the economy,

Lagging Indicators: These are time series data of variables that lag behind in their
consequences vis-a-vis the economy. That is, these reach their turning points after
" economy has already reached its own. '

Indicators approach is quite useful in suggesting the direction of a change in the
aggregate economic activity. However, it tells nothing about the magnitude of
change. '

| In developed counlries, data relating to various indicators are published at short

Economy and Indusiry Malylsis
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Leading Indicators

intervals. For cxample, U.S. Department of Commerce publishes data regaxdmg
various indicators in each of the following ealegon&s

¢ Average weekly hours of nmnufactunng production workers

& Average week,ly initial unemployment claims - - ‘

¢ Cratracts and orders for plant and machinery
® Index of S&P 500 stock prices

e Money supply (M2)

® Change in sensitive material prices

~ ® Change in manufactures’s unfilled orders (dm‘able goods industries)

.,

¢ Index of consumer expeclauons _ -,

" Colncidental Indicators:

® Index of industrial produéﬁon . ‘
¢ Manufacturing and trade sales
¢ Employee on non-agricultural payrolls

‘& Personal income less transfer payments

Lagging indicators:
* Average duration of unempldygen R '_ ‘
e Ratio of manufacturingane tradéYaventories 1o sales |

® Average prime rate _ ' |

® Commercial andigdustnal loans cutstanding ‘
¢ Change in consurgér pice index for services _ .
The above, not éxhaustive. It is only itlustrative of vanouq indicators used by

invesiors. ANord of caution would not be out of place here as l}orecaslmg based
soladr g indicators is a hazardous Business. One should be quite careful in
usinfplfend In any case, there are practical difficulties in operationalising it as data
colle is not done well in advance. There is always a delay in it with the result
that interpretation even if correctly performied can not be fruitfully utilised. Further,
problems with regard 1o their interpretations as well exist. Various indicators under
broad category of leading indicators, its various measures may give conflicling
signals in terms of future direction of the economy it would thus not be of much
use to the mvestors :

To overcome this limitation, the use of diffusion index or composm mdex has been
suggested. This takes care of the problem by cembining several indicators into one
index in order to measure the sirength ar weaknesses in the movement of a
particular kind of indicators. Care has fo be exerc:‘md even in this case as diffusion :
indices are not without problems either. Apart from the fact that its computations
are difficult, it does not eliminate the irregular movements in the series. Despite
these limitations, indicator approach/diffusion index can be usefnl 100l in the hands
of a skillful forecaster. _ ‘

Mecney and Stock prices

It is widely recognised that money supply in the economy play | a crucial part in the
investment decision making. The rate of change in the money stpply in the
veonotmy affects the GNP, corporate profits, interest rates and stock prices.
Accordingly, monetarists argue that lotal money supply in the economy and its rate
of change play an important part in influencing the stock prices. Too much money
in the economy, it is argued, fuels the inflation. And as investment in the stocks is




mnmdered as & hedge against inflation, stock prices increases dunng mﬂauonary Econoeny znd Industry Apalysis
times. The rejevance of- economy analysis and some economic indicators is well
ittustrated in 8 news paper report as reproduced in the Box on page 14.

6.7.3 Econometric Model Building Approach =

“This is another approach in determining the precise relationship between the- _
dependent and the independent variables. In fact, econometrics is a discipline where
in appllcauon of mathematics and statistical techniques is made to economic theory.
It presupposes the precise and clear relationship between the dependentand
mdependent variables. The onus of such well defined relationship with its attendant
assumptions rest with the analyst. Thus by using econometrics, the anatyst is able to
forecast a variable more precisely than by any other approach. But forecasts thus

- derived would be as good as the data inpuls used and assumpt:onsmade

Opporm:nsuc Model Bmldmg or GNP Model Building or Sectoral Analys:s is
frequently used in practice and is most eclectic method: It borrows from the
methods discussed earlier. It uses national accounting framework in order to

" achieve short term forecasts. Various steps while using this approack are: -

1 Hypolhes:ze the totat demand in the ecanamy as measured by its total income
(GNP) based on hkcly scenarios in the countey like war, peace, polmcal
instability, economic changes level and rate of inflation efc. -

2) F(recast the GNP ﬁgureby mmalmg the fevels of i its variots componems fike

. Consumpnonexpendm_lre o _ o 0
& Grass private domestic investment ' .
¢ Government purchases of goods and services. _ O
.» Net exporis - :
3) After forecasting the mdmdual components of GNP, thmalyst then adds
- .them up and get a figure of the forecasted GNP, S '
4) The analyst compares total of GNP 50 arrivu%independeﬂtiy arrived at,
a priori, forecast of GNP and test, the oy, 11 fordeast for internal consistency.
“"This is done to'ensure that both his to st and subcmnponems forecast
~make sense and {it together in a reasona Anner.

Thus opponun:snc model bulldmg involves all the details descnbed above
“with a vast amcmnt of judgment and ineguity.

| Adivity2
&) Dlstmgmsh between leading and laggmg mdlcators

b) List outsix indicators which you consider useful to know the future dn'ecuon _
"~ of Indian economy. Also classify them mto leadmg, Commdemal \and lagging
mdwatms :

CUCTErrel AR RN PR f  F LAY

.......

............

129




130

Econemy Witnesses Bullish Tre_’nds

By MUDAR PATHERYA

After having been a devoul pessimist for the Jast two years, | must contess|that T am shedding my
ideology. I am murning a bull. The reasons for this metamorphosis are to be found more in the -
fundamental of the economy than in the stock market. Take the sales of automobiles in the firsi
guarter of the current financial year as a yardstick. Maruti Udyog has réported sales of 33680
vehicles in the domestic market in the first thres months of 1993.94 wheri compared with 21717
vehiclesales in the corresponding period of 1992-93_ "We are going at full stretch now," says R.C.
Babargava, managing director of Maruti Udyog. “We sold azound 1.28 lakh velicies in the last
financial year and our target of the current year is in excess of 1.50 lakh vehicles. After years of
plateaving oui, there is going ta be s sabstantiai jump in sales for the current financial year. The
demand for cars is a good indicator of the economy and by this index, I can say that the ECONOmY
has turned around. In fact, Maruti hardly hes apy inventory and even if the company has an
additional in built capacity of 20 per cent, we would have been able to cdean out cur inventory
without a problem. In fact, today we do not even need 1o push sales of ihe vehicles. The vehicles )
are moving by themselves™. '

-Maruli’s turmaround is 1ot an jsofated instance. Hindustan Motors is also tatking in terms of a
negligible inventory. A Calcutta based dealer said recently: “When the company announced thal
itwould be raisingits monthly target to 1900 vehicles in March, no one fook fite company seriously.
When the coimpany asnounced that it would be raising its output to 2100(for April, a number of
peopte took them sceplically. Teday, Hind Motors has o monthly outpit of 2600 vehicles, there is -

* 1o inventory with the compeny or the deslers, there is & prémium on the' cars and there is two-

month waiting list. In fact, we are having 1o go to the company with requests for an additional five
cars per month”, : ' c i :

BULLISH; If the turnaround was oni
tumaround could still have been de
industries are also turning strongly buM
months there has been a st ease in the off teke of fabric which, in turn, hies resufiad in
demand overtaking suppl #n. As 2 result of this imbalance, )&arry prices have been
strengthening consistently oWegdft last few months, the latest being a Rs 4 per kilo increase in
earty August. Not iingly. companies like Sanghi Polyesters, DCL Potyesters and Haryana
Feiro have become darlings of the stock market. - o

for example. For long writien off as a'leiaer indusiry due to the mounting.

automobiles, the theory of the country’s esonomic
er, what ishappening is that 2 number of unrelated
Take polyester yarn for exampie. Qver the last few

Ortake t f fib

losses sus it as well as thie poor capacity utilization levels, negligible edditional capacity
was created  country for menufacturing polyester staple fibres. Because of the increase in the
d g consumption and export of blended fabrics and blended yarm {paly viscose and poly

demand has balloored and even reached s stage when users are being told that there
will supplies for the next oouple of months. Suddenty, the ciish tumaround of companies ke
Orissa Synthetics and India Polyfibres has become 2 reality. -

Or lastly come to colour picture tubes. Szmted colout reported a loss of Rs. 8.9 Crore in 199293

(8 months) but faces the prospects of sharpiy revived 1993-94. The besis is a projected increase in

‘the consumption of colour picture tubes from 8.3 lakh numbers in 1992-93 to around 11 lakh

numbers in the current finapciai year. What is interesting is that this is indicative of the turnaround

in the electronics industry as a whole, teading to improved prospects l‘%‘: a number cf related

COMpARNIEs, ) !

What has acoounted For this suddenly-revived economy? One of the answess ig definitely the cutin
customs duties and a comesponding reduction in excise which has helped to reduce the cost struciire of
anumberof products. This has made a number of products cheaper in the domeslic market arid expanded

the demand bese for them in the process. : ' : I

' FUTURE SCENARIO: What of the futuze? The scenario could emterge stéongly builish if the cut

in import duty in the finished product is acoompanied by a cur in the import tarif¥ for the raw
matesials as well. Besides the excise component would have to be lowered as well, resilting in an
expansion of demand with in the country. Once this ranspires, more goods will be sold, the

" | . recession will be history and if installed capacities fzll short of meeting the demand, we could

even have a temporary shortage in certain areas on our hands. : ,
Given this scenario, only the stubborn would continte to-be bearish: It is theltimes perhaps to cover

- our shorts on the sensex and place all our big chips on the shares of polyester companies. Stock of

DCL polyester, Sanghi Polyester and Haryana Petro look cheap when viewed against projected
1993-94 carnings. With the festive season round the bend, the buoyancy in yarn prices is expected
to continue, giving investors a sharp turn around for the first half of ihe current financial year.

. . | .
Source: TO!, August 9, 1993.




68 INDUSTRY ANALYSIS

After conducting analysis of the éognomy and identifying the direction it is likely to
take in the short, intermediate and long term, the anatyst must look into various
sectors of the economy in terms of various industries. An industry is 2 homogenous
group of companties. That is, companies with the similar characteristic can be
grouped into one industrial group. There are many-a-basis on which grouping of
companies can be done. For example, traditional classification is generaily done

product wise like pharmaceutical, cotton textile, synthetic fibre industry, etc. Sucha

classification though useful does not help much in investment decision making.
Some of the more useful basis for classifying industries from the investment

~ decision point of view are as follows:

Growth industry: This is the industry whnch is expected to grow pers:stemly and
its growth is likely to exceed the average growth of the econoray.

Cyclical industry: In this category of the mdustry, the firms included are those that

move closely with the rate of industrial growth of the economy and fluctuate
cyclically as the economy fluctuates. -

‘Defensive industry: It is a grouping that includes firms which move steadily with
. the economy and decline less than the average decline of the economy in a cyclical

downturn.

Declining industry: “This is that category of firms which either géneral]y dec
absolutely or grow less than the average gmwth of the economy. .

Ancther useful criterion io classify industries is the various stagesHI they '
ent exhibit

development. Industries with different stages of their life cycle deve
different characteristic. In fact, each development stage is q?ﬁbque Groupmg

fitms with similar characteristic of development helps investdggO'roperly evaluate

different investment opportunities in the companies. gd on the stage in the life
cycle, industries may be classified as follows: '

Pioneering Stage: This is the first stage in 1 jal life cycle of a new industry.
Being the first stage, the technology and its p: are relatively new and have
not reached a stage of perfection. Experimentatioll is the order both in product and
technology. However, there is a demand for its products in the market, thereby, the -
profits opportunities are in plenty. This is a stage where the venture capitalists take
a lot of interest and enter the industry and sometimes organise the business. At this
stage the risk of many firms being out of the industry is also more; hence, mortality
rate is very high in the industry, with the result that if an industry withstands the
risk of being out of the market, the investors would reap the rewards substantially o1
else substantial risk of loss of investment exists. A very pertinent example of this

" stage of industry in India was leasing industrv which was trying 16 come-up during

mid eighties. There was a mushroom growth of companies in this period. Hundreds

" of companies came into existence. Initially, lease rental charged by them werse very

high. But as the competition grew among firms, lease rentals reduced and came
down to a level where it became difficult fora number of companies to survive.
This period saw many companies that could not servive the onslaught of.

‘competition, Only thoseé which could tolerate this onslaught of price war could

remain in the mdustry Leasing mdustrv today In India is much pruned comparcd 10
mid-gighties. .

" Fast growing stage: This is the second stage when the chadtic wmpclmon and
growth that were the hallmark of the first stage is more or less over, Firms that
-could not survive this onslaught have already died down. The surviving large firms
now dominate the industry. The demand of its product still grow faster in the
market Ieadmg 1o increasing amount of profits companies could reap. This is stage

" Economy and Industry Analysis.
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~ indusiries has a nomber of fmplicati

where companies grorw orderly and rapndly Thcse compmues pmv:de a good
investment opportunity to the investors. In fact, as the firms during this stage of
development grow faster, they sometimes break the records in various areas like
payments of dividends etc., thus becoming more and more auradwe for investment.

Maturily and sﬁab_illsalio_n stage: The third stage whcl_'e mdustr;les grow roughly at
the rate of the economy and are fully developed reach a stage of stabilisation.

~ Looked at differently, this is a stage where the ability of the indusiry to grow

appears 1o have mose or less lost. As compared to the competitive industries, rate of
growth in the industry is slower. Sales may still be rising, but at & lower rate. It is at
this stage that the industry is facing the probiem of what Grodinsky called “latemt
obsolescence” a term used to describe a situation where earliest igns of dechine
have emerged. Investors have to be very cautions to examine an:l interprel these

- signs before it is too late.

Relative Decline stage: The fourth stage of mduqmal life L.ycle development is 1he

relative decline stage. Indusiry at this stage has grown old. New 'produc?s new

technology have come in the market. Customers have changed ttieir habits, styles,
likings etc. its products are not much in demand as was in the eaclier stages. Still,
the industry can continue to exist for some more lime. Consequenily, the indusiry -
would grow less than the average growth of the economy during; the best of the
times of the economy. But as is expected, the industry would declmc rauch faster
than the declmc of the economy in the worst of times. |

ges of life cycle development of

for mveulmem decision. For example,
Pioneering stage is very 1i @ ge. And as yon know that risk and retums are
positively correlated, investgep#at this stage is quite rewarding. However, for an

The peculiar charactensl!c of di

he shouid in generyl bid investing at this siage. These are good for venture
capitalists. %@:is til] keen to mvest, he shouid try to divessify or disperse his

. investor looking fomlong term returns wiih risk aversion, it is suggested thai
!

investment 1 o -reduce the risk. It would be quite prudent dn his part to Jook
for cogppgnies that are in the second stage of development Le.; fast growth. This
pro lains the prevalent higher stock prices of the companies of this
indusf - o .

From the investment poini of view, selection of the industries at the third stage of

development is quite crucial as it is the future growth of the industry that is relevant
and not its past performance. There are a sumber of examples where the share

 prices of a comspany in declining industry have been antificially hiked up in the

market. This is justified on the basis of good record of its performance. But the fact
of the matler is that a company in a declining industry would sconer or later feel the
pinick of its features and an investor investing in companics at this stage would '

~ experience redvction in the value of his investmznt in due COUrse. -

Havmg discussed various investment implications, it may be pmpted out that <ue
should be careful while using this calssificaiion. This is because the above
discussion assumes that the investor would be able to ideatify various stages in the
industrial life cycle. In practice, it is a very difficult proposition {o detect which
stage of development an industry is at. Needless to say, it is only a general
framework that is presented above and he can use it for weaningful analysis with
suitable modifications. In order (o strenghien the analysis further, it is essentiai 1o

-study-the unique features of the industry in detail. Due o its unique charactristic,

unless the specific mduslry is studied properly and in depih with'regard 1o these, it
will be very. difficult 1o form an opinion for profitable investmen opporiuniiies.

" Given below are some of the features that could be considered for a detailed
investigation while selecting an industry for investment. These fcatures broadly

relate to the operational and structural aspects of the industry.



_:I)Shtechompeﬁﬂonintheindusm - \

Competition is a way of life that increases as bamiers to enter the mdustry are

" loosened/removed. 1t is an important input in investment decision making.

- Knowledge about the state of competition in a particular industry, therefore, is a
| must. Queslions most often asked in this context are: ' '

" #: Which firm in the indusury play a leadership role and how fm'ns oompete among
themseives?

- Howisthe oompemmn among domestic and foreign firms both in the domestic
and the foreign markets? How do the domesiic firms perform there?

. & Which type of products are manufactored in this lndusu‘y‘? ‘Are these
homogenous in nature or bighly differentiated? -

® What is the nature and prospect of demand for the industry? This may also’

" incorporate the analysis of classifying major markets of its products:

. custoraer-wise and geographical area-wise, identifying various determinanis of
_the demand of its products, and assessing the hkely demand scenarios in the
" short, intermediate and long Tun.

® Which t%pe of mdusu'y 1s it : growth, cychcal defenswe or relatwe declme

* 2) Cost conditions und pmnmbmy

" “The worth of a share depends on its refure which in tern depends on pmfitablhty of
. the company. Interesting part here is that growth is an essential variable but i -
presence does not guarantee profitability. Profitablity depends upon the SI%
competition prevalent in the industry, cost control measures adopted by its
constituent units and the growth in demand for its products. While {
analysis from the point of view of cost and profitability, some relev

mvesugated are:

® How is the cost allocatmu done among various heads' jke rs materials, wages
. and overheads?

Krowledge about the distribution of costs vnder v
as this gives an idea lo the investors about thyentrolldbility of costs, Some.
industries have overhezd costs muck highe ers. Likewise, labour cost is
another area that reguires close scrutiny. This use finally whether labour is
cheap or expansive depends oa the wage level and labour productivity. Labour
that apparently lock cheaper may turn out to be costlier when its productivity is
taken into account. .

® Price of the produci of l.he industry ‘
® Capacity of prodaction - installed, used, unused etc.

® Leve! of capital expenditure required to mairtain or increase the productive
efficiency of the mdustry :
Profitbhly is another area that calls t‘or a thorough analys:s on the part of investors.
' This requires.a thorough analysis on the part of investors. No industry can survive
in the long run if it is not making piofits. This requires a thorough investigation into
various aspects of profitability. However, such an amalysis can begin by having a
bird’s eye view of the situtaion. in this context ratio analysis has been found qullc
useful. Some of the mlporlam: rauos often used are: :

® Gross Profit Margin ratio.

* Operating Profit Margin ratio
® Rate of Return on Equity

® Rate of Retirn on Totat Capital

Ralms are not an end in themselves. But they do indicaie possible areas for further
mv&sugallon

Economy and Iadustry Analysis
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3 Technohgy and Research

Due to increasing competmon in generai technology and research play a crucial
part in the growth and survival of a particualr industry. However, techaology itsell

- is subject to change; somelimes, very fast, leading to obsolescnce. Thus only those

industries which are updating themselves in the field of technology could have a
competitive advantage over others in lerms of the quality, pm:mg of products etc.

The relevant questions io be probcd furiher by the analysl in this respect oould
include the foliowing:

& Whatis the nature and type of technology used i in the industry?

& Are there and; expected changes in the tcchnololgy in terms of oft’enng new
products in the market leading to increase in sales?

® What has been the relationship of capital expenditure and the sales over time?
Whether more capital expenditure has led to increase in sales or not?

. & What has been the amount of money spent i the research and development -

activities of the firm? Does the amount on the research and development in the |
- industry relate to its redundancy or otherwise? : |

® What is the assessment of this indusiry in tenns of its sales, and profnabnhty in
the short, intermediate and long tun? _

The impact of all these factors have to be fina!iy translated in (erms of two most
crucial numbers i.¢., sales and profitability - thelr level and expecwd rate of change

during short, mtermediale and long\gun, -~
6.8.1 Technigues of lndusﬁysis

Up till now, we have di @ about various factors that are to be taken into -
* account while conductindNgguStry analysis. Now we turn our attention o vartaus

techniques that hc?alua!e ihe factors mentioned above:

End Use 2 egregsion Analysis Itisthe procms whereby the analyst or investor

atiernpts the factor that determine the demand for the ouiput of the industry.
This is 2lso Khgwn as end-use or product- demand analysis. In this process, the investor
ho cover the factors that explain the demand. Some of the factors found to be
pow explaining the demand for the industry are: GNP, disposable income, per

capita consumplion, price elasticity of demand, per capita income. In order to identify -

- the factors which affect demand, statistical techniques like regression analysisand

correfation have been often used. These help idertify the imponant factors/variables.
However, one should be aware of their limitatioss. '

Input Output Apalysis: This analysis helps us understand demand analysns i
greater detail, Input cutput analysis is very useful iecknique thai reflects the flow of
goods and services through the economy, including intermediate steps in the
production process as the goods proceed from the raw matesial stage through final
consumption. This information is reflected in the inpul-output table that reflects the
patiern of consumption at all stages - not just at the final stage of conswmnption of
final goods. This is done io detect any changing patternsor trends that might -

iindicate the growih or decline of industries.

Activity 3

Tick the right answer: ) Ny

1) Cyclical mdustry is cychcal in dividend payout ' ‘True/False *
2) Defensive mdua.try is like au tomoblle industry.  True/Fals¢

_ 3) A proﬁlab!e imvestment oppo; lumty hes ina matured and stable mdusﬁry

' True/False |



I4) Competition exists in all waiks of life. avestment i is no exception, so why
bother about it.

True/False

5) Anticipatory surveys being simple i€chnique can be relied solely for
forecasting industry variables. :

True/False

8.9 SUMMARY

In this Unit, we have discusséd the mlevance of economy and industry analyses for
equity investment decision and introduced the economy-indusiry-company framework
of fundamental analysis. We have also noted the usefulness of fundameatal analysis in
efficient market set up. The logic for fundamental analysis, however, becomes crysile
_ clear onics we understand the chetaistry of earnings. It is hightighted in this Unit that
distributable eamings which is the difference between the sales and the cost of sales
and intezsst, depreciation, taxes and preference dividend, is influenced by diverse
company specific, industry level and macro-economic factors. Fundamentai analysis is
thus usefu] for equity investment decision. This Unit aiso explains the nature of '
~ economy analysis and discusses economic fotecasting techaiques viz. anticipatory
surveys, barometric or indicator approach and the econometric model building '
approach. As part of indusiry anzlysis, it is pointed out that more than product wise
 classification, life-cycle stage-wise classification of industries is more useful fogequity
investment decision making. This Unit copcludes by introducing teckniquegof intigstry
" analysis viz, end use or regression analysis and input-output analysis. How@l
company specific factors? That wili be the focus of the next Unit. (‘\

- 6.10 SELF-ASSESSMENT QUES’I‘]ONS&X&}C{SES

1) Define ‘Fundamental Analysis’. Bring out its relevangafor eqliity investment decision.

2) “Chemistry of camings provides ready made logic fi tal anatysis”, Commeni.
3} Briefly discuss the relevance of fundam alysts in efficient market set up.

4) ‘Economy-Industry-Company (EIC) fra k provides a useful approach to
equity investment decision’. Explain and iilustrate.

5) “Economic forecasting is the heart of economy analysis’. Comment and bneﬂy
" explain vatious techniques of economic forecasting..

6) Define ‘industry analysis’ and bring out its relevance for selecting equity
shares for investment. '

7y ‘Fuadamental analysis is applicable only in the hands of institutional investors.
Individual investors would find it too time takmg and costly to adopt’.
Comment.

8) Please read ‘Economy witnesses bullish trends® as given i this Unit and
‘answer the following questions:

a) What are the indicators of builish trends?
b} How would youl classify these indicators?
¢) Do you agree with the recommendations made by the author of this pier
9) Write short notes on the following:
"~ a) Economy Analysis
b) Industry Analysis

¢) Techniques of Economic Forecasting

d) Anticipatory Surveys

Ecoaomy and-Industry Analysls
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. €) Econometric Model Building Approach
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'UNIT7: COMPANY LEVEL ANALYSIS

Objectives

The objectives of this unit are to:

* high light the need for and importance of company analysis

® explain the process of estimation of equity price

* discuss and illustrate quantitative and qualitative methods to value equily
® discuss methods of forecasting earnings per share '

Structure

7.1 Need :For Company Analysis
7.2 Estimation of Future Price

7.3 Quantitative Analysis
7.3.1 Dividend Discounted Method
732 ?rioe-Earnings Approach
7.4 Forecasting Eamnings Per Share
7.5 Traditional Methods of Forecasting EPS
7.5.1 ROl Approach
7.5.2 Market Share Approach

. 7.5.3 Independent Estimates Approach
76 Modern Metheds of Forecasting EPS _

7.6.1 Regression and Correlation Analyses
7.6.2 Trend Analysis 4
. 763 Decision Tree Analysis : ]
7.7 Qualitative Analysis E .
7.8 Summary .
7.9 Seif-assessment Questions/Exercises

7.10 Further Readings
Appendlx -7.1 :

7.1 NEED FOR COMPANY ALYSIS

In the previous unit, we have discussed the relevance of economy and industry
analyses and how it can be conducted. In this unit, we will discuss the company
level anatysis. In order to provide a proper perspeciive of this analysis, let us begin
by discussing the way investor takes the investment decision given his goal of
return maximisation. For earning profits, investors apply a simple and common
sense decision rule. That is,

® Buy the share at a low price
e Sell the share at a high price

. The above decision rule is very simple to understand but difficult to apply in actual
practice. Despite this, efforts are generally made to operationalise it by using proper
formal and analytical framework. To begin with, the problems faced by the investor
are: how to find out whether the price of a company’s share is high or low? Which
benchmark te use to compare the price of the share? The first question becomes

* easier if some benchmark is agreed upon with which the prevailing market price
can be compared. Fundamental analysis in fact helps the investor in this respect by .
praviding a benchmark in terms of intrinsic value. This value is dependent upon
economy, industry and company fundamentals. Out of these three, company level
analysis provide a direct link between investor’s action and his investment goal in
operational terms. This is because an investor buys the equity share of company and
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not that of industry and economy. Industry and economy framework indeed prov..
him with proper background against which he buys ihe shares of a particular
company. This seting is nevertheless very imporiant, bui for action t iake place it
is the cornpany that provides him actual key setting. A careful examination of the
company with its quantitative and qualitative fundamentals is, therefore, very
essential, As Fischer and Jordan have apily put it, "A good economic analysis
inform the investor about the propriety of a current stock purchase, regardless of the
industry in which he might invest. If the cconomic outleok suggests purchase st this
time, the economic analysis along with the industry analysis will aid the investor in
selecting taeir proper industry in which to invest. Nonetheless, knowing when to
invest and in which industry is not enough. it is alse necessary io know which
companies in which industries should be selected”. '

7.2 ESTIMATION OF FUTURE PRICE

‘Before aitempting to discuss the approach that can be adopted for company level -

analysis, lel us be clear about the objective of tnvestor and how it can be quantified?

It is to reiterate the proposition that an investor looks for increasing his returns from

the investment . These returns are composed of capital gains and a stream of

income in the form of dividends, Assuming he wants to hold equity shares for a ‘
period of one year only (known as holding period), i.e. he sells it at the end of the

© yest, the total retums received by him would bz equal io uapllai gains plus

dividends rwewed at the end of thégess, i.e. : _
0;—1%1)4*91 ' -
- Wﬁere O’l = Price of the share at the ond of the year
= -1 - Price of‘ghﬂé‘iihare_ at the beginning of the yeay

_ Q Dt = Dividend received at the end of the year

R: = Retum for the holding period, ©.

jo calculate the return received by him on his original investment (i.c.
hdse rice), lotal returns shouid be divided by Pr— 1. These are expressed in
niige terms and known as holding period yieid (HPY). Thus,

LlI_Pt‘I +D!
HPY (%) = ~—— s — % 100

The above computation is quite simple so long as the value of the variables is
available. in actual practice, however, invesior would know the beginning price of
the share (called purchase price) as this is the price he has paid to buy the shares but
the price atthe end of the year (i.c. scliing price) as well as dividend income i be
reccived would bave to be estimaied. This is where the problem lies, How o
estimate the future price of the share as well as dividends? becomes the main
challenge. Time'series daiz relating to dividends paid by companies provide us
usefu! clues in estimating the dividends likeiy lo be declared by companies. There
is, it seems, a stable dividend policy followed iy most firms in general. Thus, an
investor would be able to estimate dividend receipts :i the end of the year with
reasonable degree of accuracy under normal circumsiances. 1t has been found that
company management is very conservative in incréasing the arount of dividend
paid to shareholders. Management does not increase the dividend uniess this
increase is sustainable in the long run. But the opposite is true in case of a dividead
cut. They seem to be liberal in case dividend cut is 10 be made. This is to avoid
further cuts if need arises. Amount of dividend, in actual practice, does not form a
large part of the total returns of the investor. cherthe]&%, it is an important
constituent, as indicated above.




Estimation of future pricé of the share that gontributes a major portion in the total

 returns of the investor is much more problematic and is discussed in detail in the fol-

lowing section.
In order to estimate future price of share, you may adopt two approaches,
namely, Quantitative analysis and Qualitative analysis. Let us elaborate cach of
the two approaches. : ;

7.3 QUANTITATIVE ANALYSIS

This approach helps us to provide a measure of future value of eqﬁily share based
on guantitative factors. The twe method commonly used under this approach are:

. Dividcnd discounted method, and
® Price-carnings ratio method

731 Dividend Discounted Metlmd

The dividend discounted method is based on the premise that the value of an

investment is the present value of its future returns. The present value (PV)is
calculated by discounting the future returns which are dividend receipts. The

forraula, thus, is - '

PV - Dr D2 SR Da | .
(i+k) (1+k) ek
Under the constant grth assumption, this boils down to -

PY - E[')il"g“ _ O
K = Discouni rate - _ - ?\ '
g = Growth rate <;53 :
Furlher. DPS » EPSx(1-b) '

Where  DPS = Dividend Per Share @
b = proportion of earnings retafied such -
: that (1 —b_)'is the dividend payout

Substitating the above in the formula, it becomes

Pv_EPS{l-b)
K-g2

Ox the busis of the above model, the following inferences can be drawn:

1) Higher the EPS, other things like bk,g remaining the same, higher would be
the value of the share. ' '

?) Higher the b, retention rate, or Tower the | — b i.e. dividend payout, higher
would be the value of share.

3) Higherthe k, i.e. discount rate, other things like EPS, b,g remaining the same,
tower would be the value of the equity. o

4y Higher the growth rale; g, other things like EPS,b.k remaining constani, higher
would be the value of the equity. '

These inferences clearly highlight the effect of various variables on the future price
‘of equity share.

While applying this approach, one has o be careful about using the discount réte, ko

. A higher vafue of discount rate would unnecessarily reduce the value of an equity
" while a lower value would unreasonably increase it, that will have implicatiors o -

Company Level Analysls
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P rity

invest/disinvest the shares. A dlscoum rate iz based on the risk free rate and risk
premium. That is,

Discount rate = risk free rate + risk premium

K=r+rp

" where rf = risk free rate of return,

fp = risk premium

Thus, h:gher the risk free inferest rate with Tp remaining the same would increase

the discount rate, which in turn would decrease the value of the equity. In the same
way, higher risk premium with fr remaining the same would increase the overail
discount rate and thus decrease the value of the equity. Like discount rate,
growth rate is equally ctitical variable in this method of share valuation. It may .
be pointed out that growth from internal sources depends on the amount of
earnings retained and return on equity. Thus, higher is the retention rate, higher

* would be the value of the firm, other things remaining consiant. Likewise,
Ihlgher Teturn on equity wouid lead to higher value of equity with other things .

remamlng constant,
7.3.2 Price-Earnings Approach

According to this method the futiig price of an equity is caleulated’lgy multiplying
the P/E ratio by the EPS. Thu . ' : :

® P = EPS x P/E ratio

The P/E ratio or%p]e is an important ratio frequently used by analyst in
determi ¢ value of a share. It is frequently reported in'the financial pressand

widely  the investment community. In India teo, you could verlfy its
looking at various financial magazines/newspapers.

Th roach seems qulle stralght and simple. There are, however, important
problems with respect to the calculation of both P/E ratio and EPS. Perlment

' quesuons often asked are:

® Howto calcula_le the P/E ratio?

_® What is the normal P/E ratio?

® What determines P/E ratio?"
¢ How to relate company P/E ratio to market P/E ratio?

The problems often confronted in calculanng this ratio are: which of the
earnings-past, present or future are 1o be taken into account in the denomiinator of
this ratio? Like wise, which price should be put in the numerator of this ratio?
These questions need to be answered while using this method.,

Indeed, both these methods are inter-related. In fact, if we divide the equation of
dividend discounited method uncler constant growth assumption by Eo (Eammgs per
shares), we get :

pu/Eo » D/E0(1+g)
_ o K-g
Here _ ~ Dg{l+g)=Di

Based on the above model, decision rules become:



_ DECISION RULES
*  Higher the P/E ratio, uther things remaining the same, higher would be the
value of an equity.-
* Lower the P/E catio, other things mmining the same, lower wou}d be the
value of an equity.

Locking at the above decision rules, it is not uncommon 1o find that investors prefer
shares of companies with higher F/E multinle.

You wll! apprecmte thai the usefulness of the above maodel lies in underslandmg the
various'factors that determine P/E ratio. P/E ratio is broadly determined by -

- ® Dividend payout
~ » Growth \
® Risk free rate
. ® Business risk
* & Financial risk _
Thus, other things remaining the same,

1) Higher would be the P/E ratio, if higher is the growth rate or dividend payout
or both. '

" 2) Lower would be P/E ratio, it higher is . |
a) Risk free rate,
.b) Business risk, . : 0
¢) Financialrisk. ' ' Q .
The foregoing presentation helps us provide a quantitativé thgasure > value of

an equity share. However, there still remains the problem of ing earning per
share which has been used in both the methods discusseggdlabov§ This is a key
number which is being quoted, reported and used ma @ en by company
management, investors, analysts, financial press etc. I(% this number.every body is
attempting 1o forecast. The starting point to fo ing$ per share, however, is to
. understand the chemistry of eamnings as descri previous unit, We shall
describe various approach to forecast earnings per s¥are in the following section :

Activity 1
A) Define *Company Analysis’.

............................

........................

......................................................................

B) Compare and coritrast ‘Dividend Discounted Method” and the ‘P/E Ratio
method * of estimating price of an eqmty share, _

..........................................

R T P T L EE T L LY

O L LR LR T LR R PR R T LY

.................................

7.4 FORECASTING EARNINGS PER SHARE

Eammgs is the most important number in the arsenal of the investor. The most
important and the principle source of getting information about the earnings of the
company is its financial statements. Analyst must be aware of-the fact that there is
more to the financial stalemems than what meets his eyes. Oul of the two
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- & ROJ approach :
. ® Market skare approach :

statements, itamely, Balance Sheet and Income Statement, it is the income.

“statement that is more often used in.order to assess the Meture stase of the firm

Rescarch studies have indicated the sigaificance of 1his number in influencing lln

- share prices and dividends. The rescarch stady conducied by Nicderhoffer and

Regan for example found that the share prices are strongly dependent on the
changes in the eamings, both absolute and refative Lo the analysts’ -estimates. The
above study and some others indicate the importance of the forecast of earnings s
the most important variable to work on i the investment decision making process,
The critical aspect of the eamings relatc to its level, tremd snd stabilily.

" There are various methods employed 1o assess e [ulore outlook of the revenuc,

expenses and the earnings of the firm given the cconemic and industry outlook.
These methods can be broadly classificd into twe categorics, 0 namely, traditional
and modern. Under the traditicaat approach, the forecaster obtains the estimate of

- single value of the variable. While in the case of madern approach, ke gets the

range of values with the probability of Lach occurrence. Lol us discuss these two
approaches in detail.

7.5 TRADITIONAL METHODS OF FORECASTING
EPS

Under the traditioral appreach the foilowing methods of Torecasiing are adople: -

Before stariing the digcussipn on the forecasting lechiques, i will not be out of

‘place to brieflymentioffie way the camings per share is measured from the -
financial swte%d'his will provide us an understanding of ils chianges. Broadly,

changes jmcarnifygs are affected by operating and financing devisions.

Both isions are, however, interdependent. But aticspls are generaily made
iggeparalythe two decisions so that the elfect of cach is studicd separately. This is
@ pdyy various companies by presenting the information in the income statement
i ?‘ ng bath types of decisions. Given huclow is the lormat which analysis usc W
calcitlate (he carnings pex shiare.

Income Statement for the year ended . ..
1} Sales Revenie

Y Less Operating Expenses
3y Earnings before interest and iux (EBIT)
4) Less Interest expenses
5} Earnings before tax (EBT)
| G} Less Taves
7} Earnings afier iax (EAT)
&y Nwmber of shares ouma.mafiug
9y EPS = EAT{ number of shiares emlsf&nding

Fat us sow explain the BOT approach to lorecasteamings per share,
751 BOE Anprosch

Unaler this approach, r.khf.':mpsﬂ zre made to relale the produciivity of assets with e
earmings, That 15, returns carned on the total iovestosent (esets) are calenlated and

Ly

esitaeies regarding eaings per share ave made, Simply seated,
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- Return on Assets = EBIT/Assets

Return n assets is a function of the two important vanahlw viz. tumovet of assels,
and margin of profit.

Return on Assets = Assets Tumnover * Profit Margin
ROA = (Sales/Assets) * (EBIT/Sales), where

Asset Turnover = Sales/Assels

Profit Margin = EBIT/Sales

ROA is thus a function of {1) number of times the asset base is utiliséd_ and converied
into sales (asset turnover) and (2) profits earned on the sales (profit margin).

This is a simple but crucial relationship. The two ratios mentioned above can he

used by the management in order 1o achieve a certain targeted ROA. 1t is possible

_ that two firms may earn the same ROA but have different strategies in terms of as-
. sets utilisation and productivity of sales. To illustrate, suppose two firmns, A and B,

have the foliowmg data:-
A : B
_ ®Rs) -. (Rs)
NetSales 008 BUTE
Profit (EBIT) 20 T o s
. . EBIT 20 100 L
Productivity of Saiw " Sales ™ 1600 100 } 2000 " s
. Sales 1000 - . 1 PR
_Asseisl’l"umover " Assels ~ 100 - 10 times ; SO0 TS
Refum on Assets ' - 20% = 0%
The above analysis indicates that two firms with the ROA may adopt diffcrent
strategies in terms of assets turrover and profifghajgin and still be equally
successful in terms of ROA. Such differences n gbend upon the nature of

market scgment served at different times. For, a high profile, rich market segment,
the asset turnover may be lower but profit margin can be higher. But the same may
not be true for a low income market segment.

Leverage is the use of borrowed funds in the enterprise with a fixed cost. More is
the use of such funds, higher is said to be the leverage. As borrowed funds arc ol a
fixed raie/cost and if the firm is caming profits, it is profitable to use fmorc of
borrowed funds. However, there is limit beyond which use of borrowed funds can
increase the earnings per share. It is often said that as borrowed funds increuse in

- relation to equity funds in the total financing mix, borrowing costs (1) increass:, and

- (2) increase more rapidly than the amounts borrowed. This happens because Lhe
seppliers of funds new perceive the business more risky when borrowed furds are
utitised beyond a certain point. Inseresting part of the increase in the cost of debt
financiag is its impact o the increase in the cost of equity financing. This happcas
-because the eamings available to equity sharcholders go down as more lcveragu is
used beyond a certain point. :

Thus
| Rate of Rewrn on Equity = R + (R ~1)L/E
where, R = Return on Assv;.ls
I = Effective interest rate

L/E = Total outside Iiabi!iﬁes/equily
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If we muitiply the above equation with equily capital, we can find out the earnings
" before taxes. '

Thus .
EBT = (R+{R-I}L/E)E ,and
Growth in EBIT = Retention rate (b) x ROA

As forecasting of earnings is the central theme/focus in the company level analysis,
it requires an understanding of the earnings formation process, The ROI approach
provides a framework for analysing the effects and interaction between the return a
firm earns on its assets and the manner it is financed. Once this return generating
power is understood by the analyst, he can forecast the Key variables in the model
and substitute the forecasted values into the model and forecast EAT.

Based on the chemisiry of earnings, the analyst can further usc the following
equations to calculate the earnings per share; . -

EPS =#(1-T){R+(R-1}L/E}E ] +[ Number of shares outstanding ]
likewise, the DPS can be calculated as |
DPS = (1-b){EPS)

The above imodel is quite simple but its importance will be realised if we keep the
variables in the functionz] forms Mshown below:

Earnings @1 and its chenges are a fonction of HE
1) Utiligation oasSet base :

2} .Prod ity of sates (Profit Margin) -
ive cost of borrowed funds (I) __ Tnterest expenses
{ effective rate of interest) Total outside liabilities
) Debt equity ratio ( L/E } = Total outside labilitie /equity

5) Equity base (£}
6) Effective tax rate (T} =~ Tax expenses/EET

7} Return on assets i.e. EBIT/Assets

The model can be used to forceast earnings in the future bolding period. Fou this
purpase, the analyst has to collect the information relating to the following variables:

Net sales

Other fncomes

Cost of Sales

EBIT

INT exp

Taxes

EAT

Average shiare cutstanding
BErs

DPs

F @ & @ 0 @ $ @ @&
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- Other relevant information with regard to the financial position is as follows:

® Total Assets

¢ Current Debt

® Long term Debt

® Equity shares

* Total Debt and Equity

After collecting the above information, it can be summarised and the following key
variables can be calculated and arranged in the tabular form for the purpose of
analysis. The following table gives the picture relating to the information as
required for the application of this model: -

Sﬁmm % Takle
Earning per Share
Return on Assets,
‘Profit Margin
Asset Tumover

Effective Interest Rate

Effective Rate of Interest .
Retention Rate { 1 - DPS) : o
7.5.2 Market Share Approach y ;

This approat_:h emanates from the industry analysis. Onciihe estimate about the

future prospects of the industry is completed, t would then look into the -

firms which are the leaders and paceseters in the '-n@‘ ry and would then find out
the market share of the firm to be analysed. The folfSwing steps can be adopted to
implement this method. : o

D Estimaté the industry’s total sales |

2) Estimate the firm’s share in the total sales in the industry i.¢. markel share ’
3) Estimate the profit margin . '

4) Multiply sales by profit margin to get total 'eamings

5) -Divide earninigs by number of shares outstanding to ge'll EPS.

6) Multiply EPSby P/E ratio. | '

' (P1—Po) + D1

'9) Holding period yield (HPY) = >

In order to estimate the profit margin under this approach, the analyst has to
understand the. mark up and behaviour of cost and prices during the relevant range
of activity. This calls for having an understanding of profit-volume relationship of
thie firm, The analyst should look into various component of costs like:

1) Fixed and variable cost, and _
'2) The level of sales volume the firm is likely to attain during the forecast period.

Total Equity / Outside Liabilities o : )
" Number of Shares Outstanding : . . '

Compnn)f Level Analysis
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Under this approach, each-and evéry item of- fevenue and expense is esumated
- separately and summed up to arrive at the future EPS, '

All the three approaches are tradmonally utilised by secunty analysls Howevcr,
these-are not mutivally exclusive approaches. ‘But one important and common . e
‘limitation of these approaches is that they indicate point csnmate of EPS and HP‘{ o
“and therefore, attach 100% probablllty of outcome. - -

_7.'6_ MODERN METHODS OF FORECASTING EPS

Under niodern approaches to forecastmg earnmgs of a.company, statistical
techniques are used The following techmques are genera]ly mcluded in lh1s
category .

. Use of regreésion and mnélatien analyses
e Use of trend analysis . O B
& ‘Decision tree analysis B
Letus brieﬂy discuss each of lheSe' '

161 Regrossion and Correlatmn Analyses

In order to find out the interrela nshlps of relevant vanables, the techmques of
' " regression and comelation a are used. When the interrelationship covers two
variables, simple regrgssign is 1%ed and for more than two variables, multiple _

- regression techniqueé ¥. Using this approach, security analysts may find out the

. interrelationship bet e variables belonging to the economy, industry and the -
" company. S I .

- Major ad% .lag in its apphcatlon relate to derwmg the forecasled value as well as
testin bility of the estimates. - ' :

@Trsndz&nalysis ' S o . . E
asing this technique, the relatlonshlp of only one vanable is tested over lime

* using the regression technique. In a way, it is the simple regression technique where

the interrelationship‘of a panicula'r variable is 1ested vis a vis time. That is why the
name trend analysis. It is quite useful to understand the historical bchawour of the '
varlable for the purposc of the security analysis. -

7 6.3 Decmion Tree Analysns |

The above two methods are con51clered supenor tothe tradmonal methods
employed to forecast the value of earnings per share. Howwer an imporiant

limitation remains. Both these methods provide enly point estimate of the forecast

* - value. In order to improve decision making process, 1nformat10n relating to the
. probability of occurrence of the forecast value is quite usefru! Thusarangeof =~ -

values of the variable with the probabilities of occurrence of each value will goa -
long way to improve decision by the investor, To overcome these lnmlatlons
dec131on tree and simulation techniques are used

Under the decision tree analysis the decision is a:,sumed to'be taken sequcnnally
with probability of each sequence. Thus, in order to find ot the probability of the -

. . final outcome, given various sequential decisions along 3 with probabilities, the
probabilities of each sequence is to be multiplied and summed up. In practice,
whenever security analyst attempts to use decision tree analysis in conducting -
analysis of the securities, he starts with estimating the sales. The application of the
decision tree analysis is illustrated below by taking a simple example:
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1) Sales
" (Rs. lakhs)
10.0
120
11.0
2) Expenses
6.0
8.0
) -3} P/Erativ -
10
20 .
.

Probability -

3
5
2
Probability
'6..
4

* Probability

4
3
3

4) - Number of shares outstanding is ope tuakh. .

A. Estimation of EPS by Decision Tre« . -proach

) .tllompany Level Analysis

Probability Sales Proba- Faxpenses - Estlmated

Shares— ‘Estimated

(lakh) bility Earnings outstanding EF§ (Rs)
- i) Qakl)  (akh)
& 6 30-36= 06+ 1= -
0 _ o O '
4 8 30-32= - 02 * . ) = -2
3 6 6 60-36= @Y +24
s 2. . % N o
4 8 6.0- 28+ 1= +28
2 6 6 22-36= - 14+ 1= -14
11
4 8 22-32s ~10+ 1= -10
' 20 ¢
B) Estimation of Share Price
Estimated P/E Ratio Prabability " Eastimated share price
EPS (Rs) ' {Rs)
10 ¥ 2x10x 4 = 8 .
’ 2 20 3 2xx3e= 12
25 3 2x25x3 . 15
' 35

The above approach provide us the information with a range of values with the
probabilities of their occurrence instead of a point estimate, This is quite helpful in
forming expectations with regard :o the likelihood of the events in order 1o better
the decision making process. : :
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A) List outtraditional methods of forecasting EPS.

B) Compare and Contrast traditional methods of farécﬁsling EPS with modern
methods.. L T

...................................................................................

e b L b P by F B e b b R e ERa b ne rn a0 mernsas rras

................................................................................................................................

7.7 QUALITATIVE ANALYSIS

As mentioned earlier, the quantitative approach helps us to provide a quantitative
measure of the value of an equity. Various methods/maodels discussed above are
quite useful. But caution is required to base one’s decision only on the figure

- derived by such analysis. Analygt is required to bear in mind qualitative/subjective
factors. An alert anal yst W@ble to gather such inf(jnnatioq from the

following sources:
_'0 C'ori:pany‘s finan ments
® Financial nagazines etc. -

® -Compagy’s officials _ N -
ation may relate io the following factors: _

ity of infrastruecture
tory-size, value, risk
der book position
® Productrisk S S
® Marketing & distribution - | |
*® Components of cost-fixed and variable
- * Availability of raw material inputs .
e Costof inputs .
® Quality of personnel -
* Quality of management.
‘e Fﬁ_ture plans

- With the qualitative factors in mind, an investor/~nalyst can judge whether the

. quanlitatively derived measure of vajue of an equity is reasonable or not and.
accordingly take informed risk while taking the decision to invest or disinvest
shares of a company.Of all the qualitative factors, quality of management is most
important. As one successful investor quipped ‘I don’t invest in products; I invest in

© management”; What he meant was that more than considering product, he analyses
management of the company. Needless 16 say, the assessment of quatityand . -
competence of management is perhaps most difficult. J.C. Francis (1983) suggested
a list of forty four questions to be probed and answered-in order 10 assess . o
management of a company. These questions have been given as appeadix 7.1,



On going through these questions, you will notice that ﬁndmg good answers 1o - Company Level Analysis
many.of these questions is fiot easy. The security analyst who tries to find good '

answers to these questions must do some ingenuous detective work, possess a high

degree of sensitivity and spend hours of hard research. We may however pointout

here some critical aspects of company management which every investor must

carefully probe. These are commitment and compeience, future orientalion, image

building, investor friendliness and government relation building.

As far as commitment is concerned, the investors must look up the past record of
management to particularly see that it did not indulge in premature diversion of
funds from one company to another. The competence of the management may be
viewed in terms of the-composition of the board, proféssional qualifications and
experience of the members of board and the chief executive.

The future orientation of a company management can be'gaﬁged through ré_sean:h '
‘and development expenditure, managerial development and Lraining expenses and
unexhausted fund-raising capacity of the company. '

Does it undertake sufficient image building acuwtles" This is lmporlanl to watch.
‘The image building activities of a management will reflect in its community
development activities and management of relations with the press and media.

_ The investor friendliness of the management can be assessed from ils dividend
policies i.e., payment of dividend in cash or kind and issue of bonus shares.
Management of shareholder grievances can give fair idea about the inves|
friendliness of company management. o

Another aspect of company management, which i is parllcularly igppogts
country like India, characterised by high degree of government fg fjon, is its
track record of managing relations with the government. How maWywefipacity
renewals/expansions could it win from the government? jnow much time?
The answers to these questions can be fairty insightfyl abowthe capability of the
company management to manage govermment re @ which holds very high
significance particularly in an economy characteris®{ by wide-spread government
regulation of business and industry. / o

We may conclude by stating that manageme yugh most difficult to evaluate,
bolds the real key to the quality of equity invesiment decision. As part of
fundamental analysis, company management musit be evaluated for its commitment,
competence and capacity to manage operalions of the company and shareholder,
‘community and government relations. Past track record of the managemenl in this
regard can come handy. The problem is particularly challenging where itis a new
management, without having past track record Sucha snualmn would perhaps
deenand venture capitalist skills. :

Activity 3

A) Take recent financial statements of any company and calculate the value of its
equity share using the dividend discounted method and P/E ratio approach.

B) ‘Compare the values calculated by the above methads with the market price of
its share? Are these the same ? If there is any differerice, give possible reasons.

7.8 SUMMARY

The analysis of a company is important as it is in the shares of a company thalan
investor invests. This requires forecasting both future price of the share as well as
dividends. Future price of the share can be calculated using two approaches:
discounted dividend model and P/E ratio approach. Earnings per share is the most.
important and widely used variable in valuing equity share. Forecasting EPS is very
crucial for investment decision making. There are lraditional as well as modern
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. rnethods' of forecasting EPS. Traditional methode are ROI approach, Market share

approach, and independent estimation approach These methods provide a point
estimate of the forecasted variable. Modern forecasting methods are: regression and

correlation analysis, trend analysis, decision tree analysis and simulation. Decision

tree and simulation methods provide a range of values with probability of their

outcomes. Such informations are quite useful in making investment decisions.
However this calls for gencrating information regarding probabiilities of occurrence

of various outcomes. The common limitation of these approachj_es'is that these are
quantitative in nature , Investor must try to find the reasonableness of the value of |

 the share by taking into account the qualitative factors, Company management

constitutes most difficult, yet most critical, «qualitative factor to:be analysed by the
investor or investment analyst. Past track record of the company management
would come handy here. However to analyse a new management, without havmg

' ~ past track reoord perhaps the skills: of the venture capltahst arel needed

1.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

2

Why do you think company analysrs is important for eqmty mvmtment decrsion’? '

‘Esumauon of equity pnoe is the main challenge in the entire process of equrty

* . investment decision’. Cemrnenl

} )
.4.)
5)

6)

What ase different methods of quanmalwe analysns used for equity investment -
decision? How do they differ from qualnatwe analysis? !

-What are different methods of. ccasting EPS? which one do you con*sder the

best and why"

Using imaginary dag€ » ain and il;lustralé deci'sion_ tree 'ajnalysis for
forecasting EPS. a T A g

‘Evaluation. gemenl is the main challenge in company analysrs
Comment, andg&plain how would you go about it. S

Wri : oles on the followmg?. .
DI 'endDiscount&lMethod o
-EarnmgsApproach S
<) _ROI Approach

| 'd) Market Share Approach

8)

¢) [ndependent Estimaies Approach
Three monthis afier learnmg of the death of his uncle, Mahesh got letter. from '

Drgpaul & Associates, auormes at law, that readin part:

..and therefore, you will receive from’ your uncle’s eslal.e the IoIlow:ng

o Securmes

200 shlppmg lndusl.ry Debentures
Par value: Rs 100 o
Coupon 11.5 percent, eompounded semlannua[!y
Mamnly December 31,1997 .
Current yield: 13.8

. _250 Ferros meml Indusl.ry bonds

" Par value Rs 100
3 Coupon: 12 percent, compounded scmlannually
.' Matumy June 30, 199%

- Curvent yield: 13 percent, .



Par value; Rs 10

3000 Shares, Ferros metal Preferred stock . ' . ' Compuny Level Analysis '
Indicated leldBl'ld 11 percenl

Current yield: 15 percent

These securities may be picked up by you or your representatwe at our office-atany
time after December 31, 1992. - :

Mahesh was very pleased to be remembered in his uncle’s w:II but was Jess than
pleased with a portfolio oonsnstmg of fixed income secunlles

Being a young man with famlly responsibilities, Mahesh dec1ded' that he was more
interested in capital growth than fixed income. He called Lal & Co., his broker, and

- Maturity: None
. asked for some advice. In response he received the following letter:

I am delighted to hear of your good fortune and of your desire to invest in high
quality securities. May I suggest that you investigate Maharashtra Cement and
Hind Petro, two fine companies with excellent prospects for their common
stocks. 1 enclose our recent writeups on each company. If you decide to invest in
common stock, let me know and 1 would be pleased to liquidate your fixed
income holdings. '

After looking over the prospects for the two companies, ‘Mahesh has decidédthat
either company would suit his needs, provided it offered 24 percent befage ta
return on his investment in the common stock. He has decided to liquidate

‘ @ priced, if
Requlred o ' ' . ?\
1) Whatis the current value of Mahesh's POHEOQQ .

st

2) Whatare the intrinsic values of the common of Maharashtra and Hind?
3) Which stock is the best buy? why?

current portfolio and invest in the firm whose stock is most reali
. the stock also offers a return of at least 24 peroem

Maharashtra Cement

_ Projected
1591 1992 1993 1994
Revenues ' 411 . 453 500 550
" Netincome : 73 ' g0 . 88. 97
Earnings pershare Rs.122 .  Rs.130 - Rs. 14.7 Rs. 16.2
Dividends pécshare_ Rs. 50 Rs. 55 Rs. 60  Rs. 65
Market peice . _ ' : ) '
Average for year Rs. 80 “Rs. .90 _
High for year - Rs. 130 Rs. 140 . =
Low for year. . ' .Rs. 60 Rs. 70

lﬂ-jéa_r growth rate:

1983.92 il percent annually

1993-2002 9 percent annually

Shares outstanding, September 30, 19'9_2: 6,150,000 shares

Market price, December 31, 1092: 85
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Hind Petro

Projected

1992 . 199 1994 1995

Revemses 897 S22 168 1330
 Net income o 204, - S 266
Bamingspershare  Rs.179  Rs.20.4 Rs. 233 Rs. 266
" Dividends per share Rs. 70 Rs. 80 - Rs %5 -  Rsll0
Market price ‘ -

Average for year Rs 18-0 o " Rs.210

i{igh for year Rs. 270 - Rs. 310

' _L;)\#foryear._ Rs. 110 Rs. 150
'lo-yea!'gromh rale: . . .

i983lgz . 12 percent annually -

1993.2202 10 percent annually o
Shares owtstanding, September 30, 1992: 10 million
Market price, December 31, 1992: Rs. 160

7.

10 FURTHER READINGS

- Francis, J.C., 198

Amling, F. 1984, .luv_est}nem - nidoduction to Analysis and m-anqgemnt, st

ed., PHI, New Delhi. . :
Fischer, D.E. and R.J. %991 Secumy Analys:s and Portfoho .

ed. ew Delhi.

gemeut of in vesrmen!

Management,

Appendlx <71

IC. Francgin his book, Managcment of Investment (1983) suggested the

“fo list of quesuons whlch may be used io evaluate the managemenl ofa

1)
2
3

4)

5)

6)

7,

8)

9

co
Is manageineﬁl'aggressive and growth oriented? -

Is mandgemenl lookmg ahead or reslmg on its part acc.ompllshment‘?
Does the firm plan ahead, or is. it managed by crisis?-

Does the firms executives appear to have energy and good leadership instincis?
O, are the executives tired, dull, educationally deficient unable to answer
_ questions sausflcahonly 100 young, too old or experienced?

Is the firm well diversified? _

Does one cuslomer provide most of the flrm sales‘?

Does one producl line provnde most of the firms’s sales?
Does the firm use only one marketing channel for its sales? |

Is the firm a timebomb that is about 10 explode like lockhead was in early
1969" (Wnnessmg sngnlflcant drop-in sale). :

10} Does the firm appear to have an adequate R & D program?

11} Isthe mduslry in which the firm is located experlencmg an increasing or

decreasing sales trend?

_ 12) If the trend is downward docs the firm have a producl that is becommg

: obsolelt.‘?



13) If this is the case, is the firm pouring all available funds into new product
_ development while also seckings growing firm with which to merge? -

14) Even if the company is profitable and is enjoying sales growih does it
nevertheless retain some of its current eamings for R & D expenditure? .

15) Does the firm properly utilses its board of directors?

16) Does the board have many of the firm"s own exccutives on it or does the board
largely consist of competent executives from outside the firm, as it should?

17) Doesthe board of directors have access to mformauon it needs 1o properly
oversee and direct the firm? :

18) Does management satisficatorily respond to v1gorous questioning by the board
" atregular intervals?

19) Does the firm have management depth?

20) Isita firm run by someone whose ego won’t permit other competent managers
to develop, or does the firm have an established chain of command? -

21) Are authority and responsibility delegated are decentralised?

22) Docs the firm have a good team of mlddle managers being groomed to take
over some day? .

23) Are Junior executives being developed properiy?

24) Is managemenl dynamic and flexible? .
25) Do the firm’s managers have the foresight and sell'-eonfldenee neededg '

26) Is the company profitable?
27y Is each product line profitable or at least potentially proﬁ%

28) Is cach of the firm subsidiaries making its falr contribution¥0 the parent
corporation? : '
29) ‘How high are th firm’s profits margins compared those of its competitors?

_-the decisions essential to earnings high rates of profit?- : _

30) How does the firm’s rate of return on equi re to the retwmns available
in equally risky industries?

31) Does the firm maintain or even augments its cash dividend payouts?
2 Is the firm keeping up with business development?
33} Are computers being used as they should be within the firm?

| 34) Isthe company cleaning up its own messes or might the Environment
Protection Agency sue the firm in order to force compliance with the poilution
laws? ' '

* 35) Does the firm hire fairly from among groups that have suffered the effects of
. discrimination?

36) Does the finm use inflation adjusted accounting statements?

- 37) Are the annual reports to shareholders informative or are they Just pretty
pictures and stories that flatter the firm’s management?

38) Are managers properly conipensated?

39) Do top executives have thier initiative stifled by fixed salaries or are bonuses,
stock options and other incentivés used to motivate top managers?

40) Does the managemeni team have enough experience?

41) Does the firm promote people too quickly or too slowly?

Company Level Analysis
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42) Are lod many or too few outsiders hired into (0p management slots?

43) Are executives fired so fréquemly as to make the rem'aining executives
nervous about their own job secunly‘? . :

44) At the other extreme are top management job used as retirement posil:ons l‘or
old and someumes incompetent executives?



UNIT 8 TECHNICAL ANALYSIS

Objectives
The objectives of this Unitareto:

. explain the meaning of technical analysis and distinguish it from funda_memal :

analysis

® discuss the origin and developrment of technical analysis

o pinpoint the Dow Theory and its basic tenets and explain and illustrate classical
ormations and the related rules S

® explain and illustrate techniques of modern technical analysis
® highlight market indicators, as different from individual stock indicators.

Structure

8.1 Introduction
8.2 Meaning of Technical Analysis
8.3 Fundamenta! Analysis vs. Technical Analysis

8.4 Origin and Development of Technical Analysis
8.4.1 Dow Theory and its Basic Tenets

8.4.2 Classical Technical Analysis o o«
8.4.3 Modem Technical Analysis :

8.5 Techniques of Technica! Analysis

8.6 Market Indicators _ _

8.7 Limitations of Technical Analysis ' : ' O
8.8 Summary _ R

8.9 Self-assessment Questions/Exercises ?\

8.10 Funther Readings ' Q~ .

8.1 INTRODUCTION %} |
We noted in the previous Unit that estimating the future price of stock is the central

concern of the equity investment decision and the fundamentalists makes a
judgment of the stock’s future price with a risk-retun framework based upon

economy, industry and company anatyses. The principal decision variables take the-
- form of earnings per share and dividend pay-outs. - -

In this Unit, we shall discuss an alternative approach 1o predicting stock price. This

approach is called technical analysis or chartist approach. What is the meaning of

technical analysis? How does it differ from fundamental analysis? What is its

“origin? What are its tools and techniques? What are their limitations? We shail take '
.up these questions one by one in this ‘Unit. Let us, first of all, understand its

meaning.

82 MEANING OF TECHNICAL ANALYSIS

Technical Analysis is concerned with a critical study of the daily or weekly price
and volume data of the Index comprising several shares, like Bombay Stock
Exchange Sensitive Index (SENSEX), or of a particular stock, like the Tata fron
and Steel Co. (TISCO). :
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' i
8.3 FUNDAMENTAL ANALYSIS VS TECHNICAL
" ANALYSIS = -

The price of most of the Indices and the stocks keep on varying in a seemingly

‘erratic fashion, so much so that the difference between the high and the low during

a year may exceed by a ratio of two or more, even though the fandamentals do not
change miuch. For instance, inspite of the daily variation of price, the eamings of the
company donot vary during the year; the book value, the loans, the profit margin,
the taxes and other charges, depreciation, etc, may not change from one annual

_ report Lo the other. Hence, the fundamentals dictate the price horizon of the shares

of a company, but are not able to say what the price at a particular point of time -

would be. Technical analysis incorporates techniques to deteirmine when an equity

is overbought, at which point of time it can be sold at a high price, or is oversold, at
|

which point of time it may be bought at a low price. i

According to a firm offering technical analysis services, the technical analyst or
technician believes that the price movements, whatever their cause, once in force
persist for some period of time and form patierns which can be detected. He further
believes that by critical study of these patters of price and volume of trading, he can

- predict whether prics are moving higher or lower and even by how much. In sum

and substance, technician believes that the forces of supply and demand, guided by
logical as well as emotional factors, reflect in the price and volume movements and.
by carefuily examining the pattern of these movements, futuTc price of stock can be
reliably predicted. And since theWhole process involves much less time and data
analysis, compared wilh fun®ment analysis, it facilitates timely decision.

Timing of Tfade is @ portant Thing

Expetts advise you to ifwesfin a fundamentally strong company, one which has
high reserves, {a fits, low debt, and pays high dividends. But, if you buy such
a share at the wrol time and then the price moves down, you lose, inspite of the
strong f @ entals, With technical analysis you®can avoid this pitfall, because it
tells youSe@'m0%t appropriate time to buy a share and the mo;m appropriate time to -

5€ € Samee. . : ) .
: \%Technicdl Analysis Superior to Fundamental Analysis?

Technical analysis analyses the buying and selling pressures which govem.the price
trend. It enables you to buy cheap and sell high regardless of 'Iihé type of company
you choose. An example of the pitfall of fundamental analysis is given below.

-In February 1991, the market (represented by BSE Sensitive index) started a long

climb as shown in Chart (1), Most shares were going up and those pertaining to the
steel industry were considered to be amongst the best, Fundamentalist
recommended shares of Nippon Denro Ispat at Rs. 37, becau%e this company had
reserves twice the equity, and a good earning per share of Rs. 4.23. The price of this
share had gone down to Rs, 29 (aloss of 21 percent), while the BSE index had risen
from Rs. 1000 to Rs. 1850 ( a gain of 85 per cent) in September 1991,

But had some body sclected, at that time, Bihar Sponge Iron i|nsteaid of Nippon

Denro Ispat, he could have doubled his money. Bihar sponge [ron was a
fundamentally weak company with negative reserves, and incurred a loss of Rs, -
5.19 crore last year. It s'earnings per share were minus Rs, 1.15. Technical analysis
told to pick up the share for Rs, 20 at that time. In-Septémber 1991, it was quoted at
Rs: 407 a gain of 100 per ceni). - :

‘The Insiders Versus the Crowd |

Surveys indicate that 85 per ceni of the investors lose money in the stock market,
The insiders; who comprise 15 per cent of the total , win. They play a game. They
spread rumours to mislead. They whisper to buy some shares because somebody




isbuying in huge Jots and massive price rise is emminent. Some are tempted. They - Techuical Analysis
_buy, only to lose ultimately and blame their kismet instead. '

CHART (1)-THE DOWN FALL OF NIPPON DENRO ISPAT AND RISE -
OF BIHAR SPONGE IRON VERSUS BSE INDEX
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You would notice that on the eve of a new public issue, relalivcly@vn

companies come into preeminence. Big public campaigns agg launched. Members
of public are bombarded with mail. Hawkers thrust inlo yo?« company

prospectus and application forms. Magazines and n plash the good news
in big bold letters. The shares of companies which unheard of for a long
time are traded actively on the stock market, at high s. Many such companies
go back into oblivion, after the pubhc issue @ and [eaves holes in many

pockets.

But the insiders know the real truth, They do exactly the opposite of what the crowd
does. They buy when the crowd sells and they sell when the crowd buys.

- This is why the insiders, the stock brokers, and the company directors become
. multi-millionaires. This is why the miembership of s Stock Exchange is coveled so
much that the cost of a seat is astronomical, between Rs. 30 to Rs. 80 lakh.

The Broker

The broker belongs 1o the insider club. He gets prior knowledge of the inside

working of a company. He knows why a company share are going up, and the

shares of anather company are going down. But, he may play against you in stock
" market. He makes tnoney at the expense of gullible investors. '

‘What does Technical Analysis do?

Price action of stock incorporates all the insider information. This includes
manipulations within a company, the performance of the management, the hopes
and the fears of the investors, the policies of the Government, the economic
conditions, etc. Technical Analysis make meaningful studies of this price action.

It brings order into a seeemingly disorderly movement of prices. It highlights the
hidden features in the price movements and lay bare the way the market is behaving
and might behave in future. You will see from the description given later on, that
the techmical indicators used in technical analysis are based on many different

~ components of the ptice movement.
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- surprise that the technical analysis

This analysis of internal structure unfolds the insider action and brings to the fore

“the true picture. The cobwebs of rumours, differing opinions, and interested

comments of the press are swept away. The investors are steered.away from tlie
crowd and are directed towards that strategy they should follow to win.

We thus note that technical analysis may be useful in timing a buy or sell order
while fundamental analysis may belp in identifying undervatued or overvalued

" stocks. It is perhaps for this reason that technical analysis is frequently used as a

supplement to fundamental analysis rather then as a substitute for it. The two

" approaches, however, differ in terms of their data bases and of focus analysis.

While fundamental analysis focuses on macro and micro.and qualitative and

_ quantitative analyses, technical analysis is focused on market and individual stocks

and uses quantitative analysis. The technician’s central problem is to distinguish -

' between reversals within a trend and real changes in the trend itself while

fundamentalist seeks to identify the impact of changes in the fundamental factors on -

~ the value of stock. Fundamentalist’s central problem is, thus, estimating the future

value of stock as influenced by diverse macro and micro factors. .

The technician views price changes and their patterns mainly through price and
volumn statistics. His bag of tools comprise charts and other indicators.
Fundamentalist analyst on the other hand uses detailed economy, industry and _
company data and information and makes use of accounting and statistical - . ‘
techniques.

We may here conclude by saying thaE’ndamemal analysis and technical analysis - ‘

are two alternative approaches to g stock price behaviour. It would be no

; d frequently does, confirm findings based -
on fundamental analysis. Affer 3, if fundamental analysis seeks to guide price ~ °
action, technical analysis @ analyse the price action. You might now like to

shall indicate in the f

know something abwngm and devejopment of technicai analysns, whichwe
g : : :

Aclivlty I

B) ' List out iwo points of dlfferenoe between fundamenlal analysis and technical ‘
analysis.

C) Why should teehmcal analysns confirm fi ndmgs based on fundamenlal
analysis? .

‘8.4 ORIGIN AND DEVELOPMENT OF TECHNICAL

ANALYSIS

Technical Analysis evolved in 1900-1902 when Charles H. Dow presented the
celebrated ‘Dow Theory” in a series of editorials in the Wall Street Journal in USA.




The Classical Technical Analysns evolved gradually in the early parl of this century,
and deals with a detailed study of price bar charts of the indices as well as the
individual stocks.

The Modern Techtucal Anaiysis was perfected in the later part of the oentury Il

~ went deeper into the internal structure of price movements, like the difference

_ between the high and the low of a day, weeks or hours of trading, double moving
. averages, eic. The latest trend, evolved recently, uses the Synergetic Principle.

* Synergy represents the integrated behaviour of nature’s systems. For example,

~ addition of small quantities of various elements in a metal increases its sirength
considerably. Recently an alloy of cobalt and aluminium was found to be stronger
than steel, and was also light in weight and was adopted [or the space mduslry

8.4.1 Dow Theory and its Basic Tenets

- To start with, the Dow’s Theory put forward six basic tenets as follows

1) THE AVERAGES DISCOUNT EVERYTHING: Daily prices wflecl the
' aggregate judgment and emotions of all stock market participants. This
process discounts (takes into account) everything known and predictable that
can affect the demand-supply relationship of the stocks. '

2) THE MARKET HAS THREE MOVEMENTS: Primary movements,
secondary reactions, and minor movements. The primary movement is the long
range cycle that carries the entire market up or down. The seoondarygeaclmns

act as a restraining force on the primary movement and tends to
deviations from it. Secondary reactions usually tast from several
several months in length. The minor movemenigare the da y
fluctuations in the market. Minor movements have little : @ alue because
- of lh_eu' short duration and variations in amplitude. - ' :
.3) PRICE BAR CHARTS INDICATE MOVEMENTS:
4) PRICE/VOLUME RELATIONSHIPS PRO BAGKGROUND. -
5) PRICE ACTION DETERMINES THE TREN

6) THE AVERAGES MUST CONFIRN ovement of two differcit market
indices must oonﬁnn each other to con e trend.

8.4.2 Classical Technical Analysis

' Charting represents a key activity for the techmcal analyst. The two oldest and most
widely used charting procedures are point-and-figure (P & F) charting and bar _
charting. The major features of P&F charting are that (1) it has no time dimension,

*(2) it disregards small changes in the stock price and (3) it requires a stock to
reverse direction a predetermined number of points before a change in direction is
recorded on the chart.

Bar Charts, on the other hand, contain measures on both axis - prloe on the verllcal
axis and time on the hor’zontal axis. On the bar charts, rather than just plotting a
point on the graph, *he analyst plots a vertical line to represent the range of prices of
the stock during the period. Generally, bar charts also show at the bottom volumn
information for the penod of which price mformanon is depicted.

Formstions and Rules

A substantial number of [ormatlons and corresponding rules have been developed
by chartists. Triple Top and the Congestion Area are two important fortnations
observed on P&F charts.

A triple top occuss wher a stock reaches its third consecutive high at the same pnoe
level. A buy signal is given when the stock surpasses the third high. The triple top
formation is depicted in Chart (2).

Technical Analysis
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Chart (2): Triple Top Formation |
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A congestion area is formed on the chart by the lateral movements by Xs. This

formation comes about by a series of brief rallies and reversals. Chart (3) depicts

the same. The width of the congestion area gives insight into the probable size and

direction of stock price, :
Chart (3:@«“011 Area Formation |
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Typical formations on the bar charts include head and shoulder| triangles, flags and
pennants, support and resistance and trend lines. -

Head and Shoeulders: This formation is encountered when a bar chart forms a

* hump foliowed by a peak, and then another hump. A line joiniﬂg the lowest points

of the humps and the peaks produces a resistance line which foresces a bearish _
market. A reversed head and shoulders formation is the _opposit!e of this, and depicts

an on coming bullish tendancy.

Triangles: These arc (ormed when the peak point of. descending tops fall on a line,
as well as the ascending bottoms f2it on a different line, and both the lines join up at
a point in the future. If the prices break out of this triangle upwards. it indicates
bullishness, and if the prices break out on the downside, it indicates bearishness. _
The odds are that the new move will proceed in the same direction as the one prior
to the iriangle’s formation. . '




Flags and Pcanants: These are forms when, ir the midst of a big bull run, the price Technical Analysis

chart indicates a halt and the boundaries of this consolidation form a flag (parallel
lines) or pennant (lines sloping down and up to mcet at a point in future). These are
formed almost exactly half-way between the bottom and the top, signaling bullish
conditions, o

' Support snd Resistance: Support occurs when the price bar charts trend
. downwards, but every time stop at a low price and bounce back. All these low
points can be connected by a horizontal line called a support line. If the stock prices
bounce back from a top, so that several tops can be joined together by horizontal
line, then this line is cailed the resistance line. If the stock breaks downwards from a
support line, it is very bearish. If it breaks upwards from a resistance line, it is very
bullish.

Trendlines: The low point of a bar chart in a continuous upward move if joined

" together by a straight line, indicates the long term trend of the stock. Conversely,
the high points of a bar chart in a continuous downward move if joined together,
indicates the long term trend of the stock. If the trendlines are broken, other patterns
should be closely studied to come to a conclusion about the nature of the market.

Some of the typical chart patterns used in technical analysis are shown in figures

8.1and 8.2
Fig. 8.1: Typical Price Bar chart Patirens
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Source: Sidney M. Robbins, Managing Securities (Boston: Houghton Mifflin, 1952}, p. 502.
" Reproduced in Fischer and Jordan, Security Analysis & Portfolio management, PHI, 1991.

. .8.43 Modern Technical Analysis -

There are many technical analysts who put great weight on these charts and
formations, but there are many others who do not. The modem technical analysis
deals with indicators, such as moving averages, exponential moving averages,
weighted moving averages, moving averages cross over, various types of bands
around the moving averages like the bands in terms of standard deviations,
Bollinger bands, etc., and the rate of change, etc. Several oscillators are also used,
like stochastic, relative strength index (RSI), strength relative to a market index,
moving average conversance divergence (MACD) technique.
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Fig.8.2: Five Standard Chart Patterns

Chart Patternj#
Stocks with vulnerable tlrenda andfor
Possible downside potantial. -
i
- Chart Pmarr'; #2

~ Slocks with less vulnerability that appear
to have reached possible lows, but need
consclidation.

Chart 'Paﬂen_'l #2

Stocks that have declined and experienced
. congolidation, and could do well in
favourable market, =~ -

. Chart Pattern|#4

Stocks that have performed relatively well
but are currently in "neutral* tends,.

N Chert Pattem #5
\ Stocks in established uptrends and/or
. with possible upsid«ﬂ potential.

1970), p.37. |

Seurce: Yale Hirsch, The 19 ock Trader’s Aimanac {(Old Tappan, NJ.': The Hirsch Organisalion,
Reproduced§ ischgnd Tordan, Security Analysis & Portfolic management, PHI, 1991

ent and confirm each other. The recent researches have found good results
y cdfbining the results of the indicators and the oscillators. For example,
combining the moving averages with MACD or combining RSI with rate of change
(ROC) can give useful signals.

ise trading systems, the trend following indicétorsi and oscillators
(NP
b

Activity 2 .
A. What do the following formations signify? |

-a) Triple Top

b) Head and Shoulder

¢) Flag and Pennants

i
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B. What do the following stand for?

8.5 TECHNIQUES OF TECHNICAL ANALYSIS

We give below. in lhe form of questions and answers, a simple and easily
: comprehenmble presentauon of the techniques employed by technical analysts:

What Is a chart?

A chart consists of a base linc (horizontal) on which dates are marked. A
perpendicular line at right angles to the base line is drawn and prices are matked on
-t ' '

What is a Price Bar Chlrl"

A Bar is formed by joining the hlghest price and the lowest price of a particular sate
by a vertical line. The closing pnce of the day is marked by a horizontal mark on
this vertical line. ‘

Ch;n (4) - Price Bar Chart
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What Is a Moving Average?

An average is the sum of prices of a share over some weekly periods divided by the

number of weeks. This point is market on the latest date for which a price bar has

been plotied, This process is repeated [or the previous dates. The points thus

obtained are connected together to give the Moving Average line.

An example of the calculation of a 5-week Moving Average is given in Table A.
Table A - CALCULATION OF FIVE-WEEK MOVING AVERAGE

Week ClosingPrice | Total of prices for five S-week
: weeks average = Total / 5

1 22

2 25

3 26

4 24

5 28.5 125.5 25.1

6 29 132.5 25

7 28 ' 135.5 27.1

8 26.5 136 272

9 215 1395 279 -
10 25 136 272

11 235 . 1305 26.1




Analysis for Equity Investxaent -

164

- the market is bearish.

The points calculated in the last columa of th above table are ;plolled in Chart (5).

Chart (5) - Mov_lng Average
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: Wiut is an Exponenlial Moving Average?

‘Inan Exponential Moving Average, more \_veight is given on the most recent data

and less weight is given to the older data.

What do the moﬂng avenges depict? !
Moving Averages smoothen oyt theWpparent erratic moirernenl of share prices and
highlight the underlymg trend. ’

Chart(§).- ChoRWsfi Internstional; Exponential Moviag Averages
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In Chan (6), The 10-week Exponential Movmg Average line f}eplcts the

 intermediate term trend and the 30-week Exponential Moving Average line depicts

the long term trend for Chokhani International.

When the 10-week moving average tine slopes up, the intermediate term trend is
rising. When the 30-week moving average line slopes up, the long term trend of the
market is positive, i.¢, the market is bullish. Similarly, wlen the 10-week moving

~ average line slopes down, the intermediate term is falling. Whﬂ the 30-week

moving average line slopes down, the long term trend of the market is negative, i.c.,




What is an Oscillator?

The values of the 10-week moving average are subtracted from the values of the _
2-week moving average. These differences are plotted on a horizontal zero line. As ©
an example, calculations for a 2-week, 10-week Oscillator are iliustrated in Table B.

The information of Table B is plotied in Chart (7).

Chart (7) - z-w_eek, 18-week Oscillator
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TASLE B - CALCULATION OF 2-WEEK, io-WEEKOSCl N

Week 2-week moving 10-weekmgdng |  Oscillator =
average & difference of the two

1 19.5 205 05

2 ' 24 @ 2

3 26.75 2 2.75
4 29 26 3
5 29.75 _ 27 215
6 205 28 15 '
7 215 29 -13

8 28 30 2 |
9 27 29 -2

10 ' 7 28 -1

11 . 2715 27 05

What belp does an Oscillator give?
An Oscillator is an exbellf;m indicator of ov_erboughtfoversold conditions.

Values above the zero line indicates that buying is in progress, while values below
the zero line indicates that selling is in progress. When the Oscillator moves from
negative to positive, it shows a possible buying opportunity. When the Oscillator
moves down from the positive towards the negative, it indicates thai selling may be
considered, :
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The Oscillator for Associated Cement Compames and its signals are depicted in
Chart (8) _ ‘

Chart 8) :ACC : Price and Oscillctor
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What Is Rate-of-Change (Momentum)? : ' '
It indicates the rate of change o@» as compared to the price a certain period

back. ,
To calculate a 7-week ange,today’s price is s_iivided by the price 7 weeks

Table C.

_ ago, and this ratio ﬁ subtratw’irom 1. An example of the calculations is given in

@ * | Closing Price Price Seven Ratio of the two |RCC = Ratio less
: weela ago prices _ 1

1 49 ’ .

2 50 ‘

3 52

4 54 ‘

5 55

6 56 :

7 56 - 49 [ R BT I 0.14

8 55 50 11 | 0.1

9 54 52 C1ee 0.04

10 48 54 : 0.89 ‘ ' 0.1

-How does Rate-of-Change (ROC) help ?

- ROC depicts the speed of upward or downward niovements of the pnce ahead of

the price movement, When the ROC line is above the zero line, the pnce is rising
and when it is below the zeio line, the price is Falling. i
Upside crossings (from below to above the zero line) indicate buymg opporlunities
and down side crossings warn you to sell. Rate-of-changﬂ curve of Bom: "ay Dyeing

is shown in Chart (9).




Chart (9) : Bombay Dyeing : Price and Rate of Change
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What is Relative Strength Index?

This index emphasizes market moves before they occur. :
When the.price of a stock advances, the closing price is higher than the ﬁ
price of the previous day. When the price of the stock declines, the glqging is
lower than the ciosing price of the previous day.

However, the rise or fall of a mar¥st is not smooth. During risi ase, the
price falls several times, while during the falling phase, the ises several times.

Relative Strength Index tells us whether the net diet een the closing
elgtive

prices is increasing of decreasing. The concept of R trength is illustrated in
Chart (10). ' & '
_ Chart (10) ; Relative S Dlustrated
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Duting the rising phase of the market, the prices move up [ast, and the differences
between the recent close and the previous close are Jarge. When the markel reaches
the top, these differences reduce. When the market declines, the difference again
become large.

- The formula for 14 - week Cutler’s Relative Strength Index (RS1) is given Below:

RSI = 100-{100/(1+RS)] -

average of 14 weeks’ up closing prices
- Average of 14 weeks’ down closing prices

where RS

This is powerful indicator and pinpoints buying and setling opportunities ahead of
the market. It ranges in value from to 0 to 100. Values above 70 are considered to
denote overbought conditions, and values below 30 are considered o denote
oversofd conditions.

Chart (11) - Hoechst India: Price and Relatlve Strength Index
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If the RS has crossed the 30 lines from below to above and is rising, a buying
opportunity is indicated. If it has crossed the 70 lines from above to below indicatés
a selling opportunity. Note these signals in Chart (11} which shows the Relative
Strength Index of Hoechst India.
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What is Moveing Average Convergence Divergence (MA';CD) Signal‘.’
This indicator gives advance warning of buying and selling of)portunities.

A firm line and a dotted line are plotied above or below a zero line. The firm line,
represents the difference between a 12-week exponential moviing average and a
6-week exponential moving average. The dotied line represents a 9-weeks
exponential moving average of the differential. If the lines are below the zero line
and the firm line crosses the dotted line from below 1o above, it indicates buying
opportunitics. If the lines are above the 2ero fine and the firm line crosses the doited
line from above 1¢: below, it indicales selling upportunities,

Chart (12) shows the MACD lincs for Kelvinator India. Note that buy signal was
given in Feb 1991 afier which the prices rose {rom Rs. 100 to Rs. 150. A sell signal
was given in late may 1991 when the price was Rs. 138,




Chert {12) - Kelvinator India: Price and M‘ACD.Sig'nnl
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8.6 MARKET INDICATORS | %»

After discussing various techniques of technical analysis under 8.5, Wg may make it

clear that technical indicators help not only to predict individuglgtock price
behaviour but also the trend of the market. Some important Pri me and other

indicators of market are highlighted below:

Price Advances vs. Declines: By Comparing number which advanced
and those declined during a certain period of tim e ma% know what the market
is really doing. The difference betwceen the adv d declines is called *breadth
of the market’. The technician is generally more 1 sted in changé in breadth

than in absoiute level, Further, breadth may be compared with a stock-market index.
Normally, breadth and the stock markel index will move in unison. However, when
they diverge, a key signal occurs. During a bull market if breadth declines to new
lows while the stock market index makes new highs a peak in the average is
suggested. The peak will be followed by major downturn in stock prices generally.

High-low Differential or lndex can be used s a supplemeniary measure 1o
“breadth.of the market” to predict market. In theory, a rising market will generally
be accompanied by an expanding number of stocks. attaining new highs and a -
dwindling number of new lows. The reverse will hold true for a bearish market.

“The volume of short selling which refers 1o selling shares that are not owned, can
be useful indicator of the market as well as for individual stocks. Short selling, or as
it is called short interest also, can be related to average daily volume. The short
interest for a period say 2 month, divided by average daily gives a ratio: This ratio
indicates tor many days of trading it would take 10 use up total short interesi.
Historically, on the New York Stock exchange (NYSE) and the American Stock
Exchange (AMEX), the ratio has varied between one-third of a day and four days.
In general when the ratio is less than 1.0, the market is considered weak or
weakening. It is common 10 say that the market is overbought. A decline should
follow sconer or later. The zone between 1.0 and 1.5 is considered a neutral
indicator, Values above 1.5 indicate bullish territory with 2.0 and above highly
favourable. This market is said to be ‘oversold’. A rise should follow sooner or later
as ‘oversold’ state will iead to buying pressure {to cover short position) in the
market, )

. Techniesl Analysis
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~ Odd-lot trad'ing,. which can be measured by coﬁstruc.ling an odd-lot index by

relating odd-lot purchases 1o odd-lot sales (Purchase + Sales), lcan indicate the
direction of the market, as technicians feel that the odd lotters are inclined to do the
wrong thing at critical turns in the market. Rising index indicales rising market and
falling index indicates falling market which, in &ffect, mean sefling proportionately .
fess at or near the market peak and selling proportionately more before a rise in the
market. ' '

- Mutual-funds Cash as a Percentage of Net Assets on a dailj orweekly or '

monthly basis has been a popular market indictor. The theory is that a low cash
ratio, say about 5% would indicate a reasonably fully invested position leaving:
negligible buying power indicating that the market is due.for climb down. High

cash ratio indicates possibilities of market climb up, - !

In the-U.S., two confidenice indicators have been quite popular with market

analysts. One is Barron’s ratio of higher-to lower grade bond yield. And the second
is Standard and Poor’s low priced and high grade common stocks. A risein™

"Barron's ratio indicates a narrowing of the spread between high and low grade

bonds which is considered indicative of the rising markets, A fall in the ratio would
indicaie declining markets. ' :

The 8&P confidence indicator rélates low-priced (speculative) stocks 1o the .
high-grade (quality) stocks. A rise in the ratio {low priced/high grade) indicates
rising market, while a fall in the ratjo is indicative of declining‘market.

" General Motors Theory is thatgs GeNgral Motors goes so goes the market.

nicians use to predict changes in the direction

- Indeed, the number of indiegtors ¢
of the overall markel is @ imitless. In the foregone discussion, we have tried
to capture the essence ofSqésuch indicators, -~ S

TA?G‘NS OF TECHNICAL ANALYSIS

eory scrves only asa siartcr 80 {ar as Indian mncliitio_ns are Qoncemed.. g
Let view ®ach of the basic tenets of Dow theory, one by oPc. '
TH RAGES DISCOUNT EVERYTHING: This is valid even in India. The -

most popular depictions of averages are simple moving a'ver'agf: (average of close,
high or low price of a given period) and exporlential moving averages (which

- extend the average over the entire record, assigning more weight tothe most recent

data). Moving averages of 30 days or 5 weeks depict short term trend and moving
averages of 200 days or 14 to 40 weeks depict long term trend. The crossovers of
two averages indicale that the trend is chan ging direction. For instance, if the
S-weeks moving average crosses the 14-week moving average from below to
above, it indicates beginning of bullish phase, and may define buying opportunities.
The teverse is true if crossing is from above to below.

THE MARKET HAS THREE MOVEMENTS: Primary, Secoiidary and Minor.

.Elliot Wave Theory is the most popular depiction of this principle. It states that the

markel moves up in five wavesi.e., five up or down, e.g.,-threé moves up and two
down,while it moves down in three to five waves. These Waves are primary,
secondary.and tertiary superposed on each othier, and'it takes experience to separate

the three movements. Fer instance, an upward movement of a primary wave

comprises five secondary waves, and so on. This applies well to stocks in U.S.A
where the market movement is free from all constraints, and the public takes part .-
{reely in invesiment as well as optians trading. However, in India the market suffers
frequent upheavals becawse of the frequent changes in the gaverament policy, as
well as speculative activity indulged in by brokers, and it is not unusual to see the
market gain by 25% post-budget; and the individual stocks may jump up or down




by 50% wuhm a few weeks due to speculauon Hence in India ths theory does not _

apply, though some analysts persist in trying to.fit the market movements to this
theory. . .

PRICE BAR CHARTS INDICATE MOVEMEN‘T: This is true, but movin.g
averages remove the daily or weekly fluctuations and bring out the trend more
-reliably. : : '

PRICE!VOLUME RELATIONSHIPS PROVIDE BACKGROUND
Unfortunately volume data are not reported in India, and the volume data of

* specified group shares, where in forward trading is allowed by the exchanges, is
published after delay of several weeks. Since forward trading is no indicator of the
actual market activity, these relationships are of little valve in India.

PRICE ACTION DETERMINES THE TREND: This is true in India as well.

" THE AVERAGES MUST CONFIRM: This is based on the premise that if one
group of activity, say manufacturing, does.not trend in the direction of another
group, say transportation, it indicates an oncoming changge of trend of the market. In
U.S.A. data about different activities is regularly published, for instance, utilities -
average and transportation average. In India, we only get data for all activities
grouped together in the published indices, e.g., BSE Sensitive Index, BSE National
Index, FE Index, DSE Index, etc. Hence such a comparison is not possible..

Further, in India the Stock Exchange Foundations in itself creales inaccuragies -
while publishing daily price movements on which the public at large base th

" investment decisions. This is not'so in U.S.A. as minute-by-minute cg erised
quotallons are available on the computer screens. In Indian stock ex brokers
indulgs _huge trading on their own account, using the customers’ moed, and
lhereb’}' Bcket profits to themselves. The Futures trading is ex unregulatcd

and the Badla charges are changed every few weeks withgut any§ationale. Also, the -

dates of settlement are frequently exiended for no app @ eason. This is not so in
U.S.A., where the option prices are pubhshed daily in th&pewspapers, and on
computers, and the public can freely take parl i utures trading, thus limiting -
the power of the brokers. : ) ’

The function of lechnic.al analyst, investment advisor, financial adviser, portfolio
manager, stock broker and stock exchange management are all vested with the
stock brokers in India. In reality no one can do more than one job Jisted abrwe at -

© one fime.

The stock brokers are grossly inadequate in number compared to the transactions

" involved and thus a seller’s market has envolved where in the public has io jostle in
order to get their orders executed. This gives the brokers a hand to cheat the public.
This shortage of brokers required to conduct the business of the day is compounded
by the shortest trading hours in the world (12.00 AM to 2.30 PM), coupled with
very frequent shut down of the Stock Exchanges, In U.S A, the Stock Exchanges
work from 9.00 Am to 4.00 PM, Monday to Friday,with only 5 holidays in a year.

Insider mampulauons are rampant in the Indian Stock Market. Such mampuhtmns
are encountered in U.S.A. also, but they are few in number and the culprits are
caught and punished. In the Indian Stock Market, it is not unusual to find thal the
price of a share doubled in one day, and fell back to its original value a few says
later. All these malpractice leave their mark on the prices of stocks. The charts do
not represent the true balance of the demand and the supply torces, as in NYSE, but
have superposed in them the manipulations, artificial pricing and the cover provided
by delayed transactions and settlement. Hence some of the technical analysis
techniques suitable for NYSE are not found suitable here and mdu,dlors evalved for
American COl‘ldllIOI‘lS may lead o erronecus conclusions.

Technical Analysis -
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and

Activity 4 _ _ _
A. List out three market indicators.

CEETETELTTS

B. List out two reasons for which all the techniques of technical analysis as .
developed and applicable in U.S.A. aré not applicable in India.
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.................................................................................................................................

8.8 SUMMARY

In this Unit, we have discussed the technical analysis appr'oach to predicting share
- price behaviour, This appreach differs from fundamental approach is as much as it
- is based on the analysis of movements of price and volume of stocks, while '

fundamental analyms is focus=d on economy, industry and company variables

affecting share price. The two approaches are, however, oomplementary 1o each
other rather than substitutes. In thig Unit, we have also explamed the origin and
development of technical analysi
Dow-The originator of techm
been discussed and cla
chart and classical for
triangle, flag and
iliustrated. The
moving average,

techniques viz. poinl and figure chart and bar
viz, triple top, congested area,head and- shoulder, B

In8ex (RSI) and Moving Average Convergence Divergence
es have been explained and illustrated. market indicators,as
diffgrept fromindividual stock indicators, have also been highlighted. The Unit
a brief description of the limitations of lechmcal analysns, as evolved
oped i in U.S.A, in our eondmons :

8.9 SELF -ASSESSMENT QUES’I'IONS/EXERCISES

_ 1)0 Define “Technical Analym and ‘Fundamemal Analysis’. Between the two o

which one do you consider supenor and why? '
20 Wme a bnef nole on the origin and developmenl of technical analysm

3) Compare and eonlrasl classical and modern technical analysea

4) Compare and contrast *Point-and-Figure-Charting” and the Bar— Chamng

- Which one do you consider superior and why?

5} “Technical analysis is useful for predicting mdiw:lual share prlce as will as the
- direction of the market as a whole’. Elaborate and illustraté.

6) ‘Technical analysis, as evolved and developed in U.S.A., requires various
modifications for useful application in India’. Comment, Bring out the -
rationale for and nature of modlflcatlons, if any,required.

- 7} Write short notes on the foliowing:

a) Technical Analysis
: by Dow Theory
c) Chartin'g-_ .



d) Classical formations and theis rules
€) Marketindicators. _
8) a) Whatis General Motors Theory? How valid is it in India?

b) Would you agree that the counter part of General Motors Theory in India
can be called the Reliance Theory? Why?

9y  Write a brief note on the techniques of modern technical Avmge.
10) -Distinguish between the following: '
a) Moving Average and Exponential Moving Average
b) Oscillator and Momentum

9) Relative Strength Index and Moving Average Convergence Divergence
Signal. '

8.19 FURTHER READINGS
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After reading this Unit, you should be ahle to:

UNIT9 EFFICIENT  MARKET I
~ HYPOTHESIS |

Ohjéctiv&s

® e¢xplain the conéepl of market efl‘icicncy

e d_ifferential_e various forms!degrces-nl‘ market ciliciency

* undertake various empirical tests of market cflicicncy.

" portfolio management,

© # pinpoint implications of efficient market hypothesis lor sceurity analysis and -

 Structure

|
9.1 Introduction ' - ) i
9.2 Definitions of Market Efficiency o
9.3 Forms of Market Efficiency - T - o

. 9.4 Empirical Tests of EMH

9.4.1 Tests of Weak Form
- 9.4.2 Tests of Semi-Strong  Form
9.4.3 Tests of Strong Form.

© 9.5 Anamoliés in EMH

-9.8  Implications of EM§
.9.9 Summary :

9.6 Indian Studies on Market B¥gicighcy
9.7 TImplications of EMM'S rity Analysis
@ Portfolic Management

9.10 Self-assessmy tions/Exercises o |
9.11 Funhezf adings - _ R .
N . - . ...

9.1 DUCTION k

Effi arket hypothesis, or Random walk Model as it is sometimes called, is
indeed a logical extension of the fundamental and the technical analyses approuches
to equity investment decision. You would recall from Units 6 aid 7 that
fundainental analysis involved analysing fundamental factors such as economic
influences, industry factors and company-specific variables viz) product demand,

- éamings, dividend and management, in order 1o cstimate the intrinsic value ol stock

and comparing it with the current market price of the stock 1o niake_bljyfsell
decision. The technician, in essence, expecied every other investor to undertake

. fundamental analysis and therefore found it a futile excreisc to be undestaken by

‘himt or her. Instead he concenirated on analysing historical movements of price and
volume of trading, the final outcome of the price action triggered by fundamental
analysis, to predict future price of stock, Efficient market h ypothesisg@EMH) took
the same logic a bit further. it said you can’t outpetform the market for the simple

- reason that there are numérous knowledgeable analysts and investods who would

not allow the market price to deviate from the intrinsle value due to their active.

-~ buying and selling, The current market price, therclore, reflects the intrinsic value at
all time and there is therefore no nced for fundanicatal amalysis or technical

analysis. Empirically-also market prices have been uhserved o move randomiy or

-independently, thougly technical analyst generated miuch evidence to the contrary. A

“net outcome of all this had been a'good deat of conlusion surroundings efficicnt

market model or random walk modei | I is perhaps (or the same reason that we still
talk of efficient market hypothesis and not efficient market approach to equily

.. investment decision. In this Unit, we shall discuss the concepts and forms ol market

efficiency, some empirical tests of EMH and anamolics in EMY; In this Unit, we

i
|
I
|
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shall also highlight the Indian works on market efficiency and the implizations of Efficient Market Hypothesis
EMH for security analysis and portfollo management Let us begin by listing some '
of its definitions.

9.2 DEFINITIONS OF MARKET EFFICIENCY

Rationale investors seek to maximise returns at a given level of risk. If a security is
underpriced, investors will quickly identify it and rush to pick it up. Competition for
the underpriced security drives the price up. Hence it would be difficult to
consistently achieve supérior performance. - '

Most securities are correctly priced and it should be possible to earn a normal return
by randomly choosing securities of a given risk level.

Notion of financial market efficiency is in fact akin to the concept of profitin a
perfectly competitive market. Abnormal or excess profits, in such a market are .
competed away. In an efficient market new information is discounted as it arrives.
Price instantaneously adjusts to a new and correct level.

An investor cannot consistently earn abnormal profits, by undertaking fundamental
analysis (1o identify undervalued/overvalued securities) or by studying the
behaviour of share prices with a view to discerning definite patterns. Isolated
instance of windfall gains from the stock market do not negate the theory that

markets are efficient. )

William Sharpe stated that ' .

A perfectly efficient market is one in which every security price_e. market
value at all times. _ \

Eugene Fama expressed that

An efficient capital market is a market that is effici rocessing information. -
The prices of securities observed at any time are base®n “correct” evaluation of
all information available at that time. In an effj¢fnt market, prices fuily refelect all
available information. :

Substantial evidence has been presented by empirical studies regarding the validity
of EMH. Conclusion of these studies is not that superior performance is impossible,
but that consistently superior performance for a given risk level is extremely rare.

Paradox of the efficient market is that it is efficient because of the organised and
systemati¢ efforts of thousands of analyst to evaluate intrinsic valies. It ceases to be
efficient the moment such efforts are abandoned by the investing community and
analyst firms. Market prices will promptly and fully reflect what is knowable about
the companies whose shares are traded only if investors seek superior returns and
analyse information promptly and perceptively. If the efforts were abandoned, the
_ efficiency of the market would diminish rapidly. In order for EMH to be irue, it is
necessary for many investors to disbelieve it. : .

93 FORMS OF MARKET EFFICIENCY

Eugene Fama gave three flavours to market efficiency and subsequently all |
empirical testing has proceeded on these lines, The three forms are: -

Wesk form: The weak form means that the current prices of stock already fully

" reflect all the information that is contained in the historical sequence of prices.
Hence abnormal profits cannot be a earned by studying the past behaviour of share
prices, By implication, technical analysis which relies on charts of prices, moving
averages and momentum and volume of tradmg is not a meaningful analysis for
making abnormal trading profits.
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- 9.4 EMPIRICAL TESTS OF EMH |

Semi-Strong Form strikes at the very heart of the analyst profession. Tests of
semi-sirong have dealt with the speed at which market pariicipanis react to
public releases of new information. Empirical evidence generally supports the -
contention that the public reacts quickly to information; but there is also some
evidence that the market does not always digest new information correctly.
Strong Form represents the extreme case of market efficiency. Under the strong
form it is argued that security prices reflect all mformauon mcludmg publicand
private (monopolistic) information.

To test the strong form three groups of investors having pottlntial access to
private information have been examined. These are: '

" a.  Corporate Insidérs
b. Stock Exchange Specialists

¢.  Mutual Funds
' |

What is the degres'of efﬁc:ency wunessod in the stock na:ket" Isit eff;cnent of the
weak form or semi- -strong form or strong form? In order to be dble to answer-these
questions, certain empirical tests have been devised. Let us d:scuss these tests in the

: followmg
941 -Tes_ts of Weak-Form

Thére have been empirica] tes -form markel efficiency for equities, bonds
and futures contracts. Rand pothesis suggests that even bond price
" changes should be ess'en@dom or unpredictable. -~ o

Two main approaches ha used %o test weak form EMH. - -

One approach loo tisticaliy significant patterns in secunty price changes.

. Another appgeach es for profitable short-term trading rulés. Serial :
~ independ, rules, run tests and distribution pattern test for weak form are
- described be - o , . '

' Ser pendence __ B .
. -Randomness in stock price movements can be tesled by calculating the correlation
- between price changes in one period and changes for the sami¢ stock in another

. period. If the autocorrelstions are close to zero, the price changes are said to be
serially independent. Famia, for instance, calculated the auto- correlations for the

period 1958-1962 for US stock prices. The autocorrelation was Found tobe
insignificant. . _ -

" Filter Rules -

Filters can be, prescribed for trading as follows: | !

A share is incfeasing in price and a 20 per cent filier has been set. Suppose it slar‘!s
declining and when it reaches a level 20 per cent below its peak, it is a sell signal,
S1mllarly, if the share is declining in price and it reverses its trend and level, then it -
is a buy signai. By using such buy and sell signals, using filters ranging from 1 to

- 50 per cent several studies _l'dund that it was not possible to earn abnormal returns.

RunTests IR " ' ;

" Price changm may be random most of l.he time, but occasionally become senally

correlated for varying periods of time. Further serial correlation coefficients can be
affected by extreme vaiues. To overcomie these problems, the ruh test is used.

Run tests 1gn0re the absolute valucs of the numbers in the series and observe only
the1r signs.-
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+F,mm——————— 0 *+, +, — has five runs

The actual number of uns observed is compared with, the number that are expected
froma series of randomly generated price changes. If no significant dlfferences are -
found, than price changes are random in character.

msu-lbumﬁ Patfern

The sum or the distribution of random occurrences will slausuenlly conform toa -
normal distribution. If proportionate price changes are randomly generaled events,
- then their dlst.nbunon should be approximately normal. | -

Fama has tested for normial distribution and found only slight differesice from the
normal. :

Studies have also been undertaken of technical trading strategies based on -

" information other that historical prices, such as odd-lot figures, volume of short

" sales, advance-decline ratios, chart patterns, etc. The general conclusion is that such
strategies have failed to outperform a naive buy-and-hold strategy.

Acitvity 1
A) List out three forms of market efficiency

- B) List out four test of weak form of market efﬁcl dml which of the
four are statistical in nature? - -

.................

9.4.2 - Tests of Semi-Strong Form

' Semi-Strong form contends that all public information is fully reflected in security
prices. Public information includes company financial statements, earnings and
dividends, bonus announcements and macro-economic data.

F@& Fisher, Jensen and Roll 'heire tested the speed of the market’s reaction to a
company’s announeemenis of a stock split-and with respecl to a change in dividend

P°h°)' ,
They mhmated the abnormal returns using “residual analysis".

Secarity returns were regressed against the retumns on a market index and lhe errof.
term in the following linear equation represented the residual or abnormal return.

hy=  aj+Birm + &t
where
fit = ‘realised return on security i in time period t
It = realised retumn for marked index in time period t

ai, Bi = regres'sion co-efficient

177 -
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‘inside informati

&t =  error term, or residual for time period t
eit = rit—{aj+Birm)
i.e. realised return - normal return.
Fama, Fisher, Jensen & Roll examined 940 Stock Sphts on lhe New York Stock

: 'Exchange from 1927 to 1959. Price of the Stocks was examined for a period of 29

months before the date of the split. and 29 months after the spllt The actual act of
splitting did not have any impact on the wealth of shareholders.

| L
Further, buying stocks after a stock split did not appear to produce abnormal

-returns. Ball and Brown did an analysis of the stock market’s ability to absorb the -

informational content of reported annual earnings per share. They found that those -
companies which reported "good" earnings experienced price increases and those
with “bad” earnings reports experienced price declines. Nearly 85 per cent of the -
informational content of the eamings announcements was reflected in stock price
movements, prior to the release of the actual earnings flgure

9.4.3 Tests ol'Strong-F(_er : R

Strong form argues that ali information is fully reflected in sgcurity prices. Top
management have access to corporate and financing strategies. Specialists have
access to the book limit orders for a share. Knowledge of the price and quantities of
the limit order represent private jnformation. Professional polrtfolio managers who
have large research database and 3ggess 1o top management may have private
information not disclosed to ic. Merchant banking flrms for example, may

have private informatiQ new company whlch has hot been disclosed to the

public. |

To disprove sty H, one has to find an insider who has profited from

forin

The siryy EMH is of two types:

a. _ Supclgtrong form which includes insiders and specmlnsts (who possess
opolistic information) :

b. r-strong form which 1ncluues private estimates developed by (who possess

information) financial analysts, portfolio managers. etc,

In USA, corporate managers or say one who owns more than 10 per cent of an issue

of securities are deemed to be " insiders" under the Securities and Exchange Acts of
1933 and 1944. Insiders are required to report their transactions within 10 days to
the Securities and Exchange Commission. Such insider trading information is
published in the SECs Offi¢ial Summary of Securities Transactions and ‘Holdings.

Nearly 2 months elapse before information on insider lransacuons becomes publicly
available. Several studies have found that insiders and specnahsls in USA use such -
monopolistic information to advantage and earn positive abrlormal returns. Hence

- the super-strong form EMH was by and large not valid.

In India, the Securities and Exchange Board of India has released a draft on insider
trading which defines an insider as a person who, during the preceding eight months
is connected with a company or deemed fo have been connected with a company,
and who may reasonably be expected to have an access to unpublr;hed price
sensitive information in respect of securities of that company or any other company
and includes any other person who has received or has-an access lo such

" -unpubfished price sensitive information. |

. The draft regulation has given an illustrative list of information which may be

construed upon as price sensitive information. It includes financial results (both half

~ yearly and annual), declaration of dividends (both half yearly and annual), issue of

shares by way of publlc, rights or bonus, any major expansion of execulion of new
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_projects, amalgamauon, mergers and take-overs, taxation charges extra- ordmary

events like strikes, etc.

Further the regulation say that a person guilty of insider trading based on reports

~ submitted by the inspector of SEBI is liable tobe punished with a civic penalty not

exceeding three times of the profit gained or loss avoided as a result of dealing,
subject to a minimum of Rs. 5,00,000 or punishable with rigorous imprisonment not
exceeding two years, or a fine not exceeding Rs. 5 lakhs or both as the court may
decide.

With the implementation of the regulation to curb insider trading, it is hoped that
stock market would become more efficient and devoid of malpractices.

Even studies in USA which rejected the supcrstron g form EMH did not report .
exceedingly large returns. Insiders have been able to earn abnormal returns of the
order of 45 per cent over a period of 8 months before transaction cosis.

‘Between 1968 and 1977, the performance of more than 83 pef cent of all mutual

funds in USA was worse than 8§ & P 500 index. .

The fact that mutual funds did not oulpcrform randomly selected portfolio probably
means that mutual fund managers compele in an efficient market with other
portfolio managers of equal competence.

. N

While Ball and Brown analysed annual earmngs Joy, Litzenberger nad all

tested the impact of quarterty earnings announcemeni on stock prlce Lhey d
that favourable information published in quarterly reports are not i ajeously

reflected in stock prices.

S. Basu in a well researched article tested for the information nt of the price
earnings mulliple. His study inquired into whether low paice edgnings muitiple
sended to outperform stocks with high P/E ratios, Hi i dicates that low P/E

portiolio experienced superior retums relative to the magket. Over 20 different

studies of market reaction to earnings announ reported post-announcement .

€XCESS returms.

" One of the studics found that the size of the firm is highly correlated with stock

returns. Larger the market value of the company, lower the rate of return and vice
versa. Small firm portfolios outperforms large firm portfolioby 19.8 per cent..

Emplncal study has also established that over one-half of the small firm effect
oceurs in January and most of the abnormal return associated with J anuary takes
place during the {irst 5 days of trading.” '

Another interesting study by French examined the returns generated by the
Standard and Poor 500 index for each day of the week, over the time period
1953-1977. Monday returns were not only less than other days of the week bat
actually negative. This came to be known as the Weekend Effect. By purchasmg on
Monday and selling on Friday, one could earn abnormal return.

9.6 INDIAN STUDIES ON MARKET EFFICIENCY

" Studies by Rao and Mukherjee (1971) Sharma and Kenncdy (1977) S K Barua

{1980), O P Gupta (1985) and Y B.Yalawar (1985) have all validated the
weak-form EMH in India. '

J Ramachandran has studied the impact of bonus issues on share prices and found '
the market to be efficient in semi-strong form.

Other Indian Studies by Desal M (1965), 0] haPR( 1976), Prasanna Chandra

Efficient Market Hypothesis
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_ (19‘?5) and Ramachandran G (1989) showed the dmdencb Iﬂa've a positive influénce

on share price behavloui

There has been no empirical study Va]idatil'lg th_e's_lrong form EMH in India.

9.7 IMPLICATIONS OF EMH FOR. SECURITY
ANALYSIS

There are three reasons why security analys:s remains releva'nt even in a generally

efficient market.

In an efficient but Iess than perfect market, there is a _time lag between the arrival
of information and its subsequent reflection in price. During the interval, security

_ analysis provides an opportunity to adjust portfolios profitably. Such rewards are
captured by institutional investors that have the capacity to process large
amounts of data quickly and efflclently

Competition of information which ensures s market effi iciency, litnits the
opportunity to earn above average return. The legitiinate function of secumy
analysis is to discover information before competitors gel‘lt ’

- Security analysis is critical to the investment process even in the case of
instantaneous price response. Cotrect pricing of assets in an efficient market {(but
less than perfect) does not imply investor indifference to the choice of assels held
in a portfolio. As price of secugity responds to new mfomJ_ahon reflecting
change in risk and returns portfylio adjustment takes place., Security analysis and

- portfolio management are entary to an efficient capital market,

98 IMPLICARIONS OF EMH FOR PORTFOLIO
MANAGEMENT

Two impgetapt imlications'of EMH for portfolio selection are: |
1) Eve?nmp'?c random selection leads to'portfolio which a|pprox1mates the

ery closely when 15-20 stocks are held. -
. @x Funds are an ontgrowth of the i increasing awarcness and

cknowledgement of market efficiency.

Managed portfolios involve tailoring portfolios to meet the rilsk and return - _
preference of clients and does not attempt to "beat the market". Unless the portfolio

Manager has superior skills, much is to be said for passwny The tasks of such
portfolio manager would be to:

1) Determine appropriate levet of risk

2) Achievement of the desired level

3) Periodic review of the appropriate level of risk
4) Minimisation of transaction costs

Studies have established that even a relatively minor skill to Ibrecast security
returns can be utilized to form portfolios which generate more return than a passive
strategy for the same level of risk,

Activity 2

~ A) Isthe Indian stock marke! efficient? Why?

...................................................

...........




B) List out three 1mpl1can0ns of EMH [or securlty analysns and portfolio
managemeit in India.

..........................

ndtangatsarenr
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9.9 SUMMARY

In this Unit, we have discussed various dlmensmns of the hypothesxs that the stock.
markets are efficient. We have highlighted the.concept and forms of market
efficiency viz. weak form, semi-strong form, strong form and described various

* empirical tests of EMH. Indian studies on market efficiency are briefly indicated
and the anamolies in EMH are pointed out. The Unit closes by highlighting the
implications of EMH for security analysis and portfolioc management. ‘Investmg by
~ dart’ can still not be recommended as superior equity investment strategy in the
context of most of the stock markets of the world. Most of the world stock markets
are still less than efficient and hold scope for abnormal returns by following active
security analysis and portfolio management strategies.

9.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

1) Define marketefficiency.' _ : _ 0

2) Describe the differences in various forms of market efficiencyy
3) Describe the different tests of the weak form of EMH. - b
4) Whatare the implications of EMH for technical analy
5) What factors can actas signalling devices for sto r&osvemeﬁm? Explain,
how these factors would affect market efficie '
'6) Distinguish between active and passive pg folio ar agement slrategies.
Why did Index funds became popu]éu‘ i ..? |
7) What are some of the anamolies in efficient'market hypothesis?

8) What are the implications of EMH for security analysis and portfolio
management? :
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CASE: TATA TEA LIMITED

Rohit Handa, Senior Manager of Liberty Finance Limited (LFL), a financial
subsidiary of a nationalised commercial bank, was on the iclephone at his office in
South Bombay. A prospective client was on line and was inquiring about the portfolio
management services olfered by the LFL. He wanted'to #ppoint the LFL as his
portfolio manager for his portfolio valied at the current market price of about Rs. 18
lakhs. At present, he was tocing with an idea to purchasc some shares of Tata Tea
Limited (TTL) and wanted Handa’s advice. He said, * Mr. Handa, since Russia has

* become a strong buyer of Indian Tea once again after rupee-rouble agreement; rupes is

now fully convertible, and the Finance Minister Dr. Manmohan Singh has announced
the abolition of cxcise duty on le= and coffee, I think investment in the TTL is going to
be rewarding investmeni. What is you view? Would you recommend it?" The call
eded with an appointment for the next day.

After concluding the call, Mr. Handa asked his subordmalea lo prepare a note on the

* economic environment of the country from the view peint of invesiment on the

stock market. He said “ The note must include profile of tea industry, financial

- performance of TTL alongwith selected good companies in the indusiry, the stock

market price movement charts etc. for the purpose of discussion with the client.”

BACKGROUND OF THE COMPANY:

LFLis subsidiary of a reputed nationalised commercial bank. The éompany is
catering to various financial services like merchant banking, lead bank to the issues,

underwriting services, foreign ex®fange risk management services etc, It has
recently started portfolio m emelt services. The porlfollo division is headcd by

Mr. Handa. The organisatjon str e of the division is as shown below:”

?s SENIOR MANAGER

FINANCIAL TECHNICAL
ANALYST ANALYST

Mr. Lakdawala is a research assistant looking after analysis of industry and economy,
He is a postgraduate in economics from Delhi School of Economics with a 10 years of -
research experience in The Economic Times Group of Publications. Mr. Sonawala,
financial analyst, is a fresh Chartered Financial Analyst and Mrs. Gahan is an M.B.A.
with finance. She graduated in science with computer specialisation.

Mr. Lakdawala prepared a brief review note on Indian economy and the profile of
the tea industry. See EXHIBIT: [ and EXHIBIT: IL. Mr. Sonawala prepared a brief
note on TTL's performance whereas Mrs. Gahan prepared the stock market price
movement charts which are represented in EXHIBIT: 11 and [V, respectively.

Alter studying the details prepared by his subordinates, Mr. Handz was in dilemma as
to what to recommend 10 his client since stock market index was continuously falling.

Cast propared by Lir. Bt Prajapall Resder in Finance Area, G.H. Patoi lnstitute of Business Management, Sardar
Patci Universiiy, V'allak.y Vidyanagar - 388 120. Case malerial kas been prepared 1o serve as a basis for class
discussion. Case 1 1. i designed o present illustrations of either correct or incormect handling ol managerizl
problems.




- EXHIBIT: 1
INDIAN ECONOMY: A BRIEF REVIEW.

CAPITAL MARKET SCENARIO:

In the late seventies, the first alarm bell for the sleeping Indian capital market
coincided with the FERA dilution. The waking up process of the market was spread
over the entire decade of eighties. The decade witnessed emergence of companies

in new fields like - leasing, hire purchase, housing, venture capital, mutual funds,
consumer credit etc. Several new instruments found their place in the market,
namely zero coupon bonds, cumulative convertible prefercnce shares, warrants,
certificates of deposits, commercial paper, etc. Various new institutions were
established to develop, monitor and control capital market operations like- Discount
and Finance House of India, Over The Counter Exchange of India, credit raling
agencies - CRISIL and IICRA, Securities and Exchange Board of India, etc.

In 1991, the interest rates were deregulated which paved the way for {ree economy.
The ceiling limit of 10% interest rate on catl money market was removed. The
short-term bank lending rate to non-priority sector was linked to perceived credit
risk of the client. The Statement on Industrial Policy announced on July 24, 1991
made the libralisation move speedier by removing the licensing requirements and
dereserving the industries which were exclusively for Central Government. In
1991-92 budget, it was proposed to deregulate the interest rates on long-term

corporate securities also. _ 0
BUDGET PROPOSALS- 1992-93 AND 1993-94 |

The 1992-93 and 1993-94 budgel brought about many more 51gnlicy
ofeesfn the

changes, thus opening the gates further wider for the free market f
capital market. The illustrative list is as follows:

‘@ Abolition of Govt. control on capital issues
# Free pricing of issues

e Full convertibility of rupee ' %
¢ Comprehensive changes in foreign exchange RQulations

¢ _Allowing Indian companies to float securities in foreign markets
& Abolition of wealth tax on productive investments

® Treatment of capital gains tax ihdexe_d with inflation

¢ Reduction of custom duties, and many more.

EIGHTH FIVE YEAR PLAN:

The macro parameters for the Eighth Five Year Plan: 1992- 97 has fixed the target
growth rate of 5.6% per annum for the GDP. The details are as follows:

Tata Tea Limited -

RATES/RATIOS SEVENTH PLAN SEVEN YEARS EIGHTH PLAN
1985-90 1985-1992 1992-97

1) Rate of growth in GDP

{ % per annum } .80 5.30 5.60
2) Domestic Savings

(% of GDP) 20,40 _ 20.70 21.60

'3) Investment { % of GDP ) 22.70 23.00 23.20

4) Current Account Deficit :

{ % of GDP) 2.40 ' 240 .. 160

. 5) .Growth rate in: . _ _
- Export of goods (% p.a.) 8.10 ' 850 13.60
- Import of goods { % pa. } 10.00 7.50 8.40

SOURCE: CMIE, Ecoiomic Intelligence Service, Eighth Five Year Plan - Executive Summary.




Analysis for Equity Investment

184

“The major issues covered in the policy were: |

- ® Lending limits against shares _eméd _ i

- whether all these changes adopted by the Government has beeh in the.right |

1965 w1993 28 - 15
1970 1 1993 _ 0_23 - T
1980 1 1093 O B o =
1985 0 1993 _ [ st
1990 o 1993 ?\ 03 o | 31
1970 o 1 ' ' 16
- 1980 m-Q‘_ 10 | 23
18 900 ' 05 B Y
1970 /1980 : 10 S os
1980 to 1985 = 05 " 15

RBI CREDIT POLICY: . . o .
On April 7, 1993, the RBI came out with much awaited credit policy for the season.

® Reductionin SLRand CRR = |
® No change in interest structure

® Redefinition of Maximum Permissible Bank Finance :

¢ Lending categories reduced to three from four ]

IMPACT OF THE CHANGES - AN EVALUATION:
Prof. V. Raghunathan of Indian Institute of Manageme!, Ahmedabad has evaluated

direction or not from the view point of return to the investors. He has studied anaual
retums over different time periods. The return has been calculated using’ET
Ordinary Share Price Indices, computing over the mid-year averages as shown

below: ;

PERIOD  TIME(YEARS) . INDEX RETURN (%)

SOURCE: Paper presenied at the Semiror on Capital Markel - Changing Scenario, organised by G.H.
- Patel Institite of Business Management, Sardar Patel University, ianlabh vidyanagar, on
241t Apri, 1993, / o

|
_ EXHIBIT: I .
PROFILE OF TEA INDUSTRY |

“Tea - the cup that cheers, occupies a prominent place in the Indian plantation

industry. India produces 0.7 million tonnes of tea in the world total production of
2.5 million tonnes, topping the world production. It confributes about Rs. 3000

‘crores to the country’s GNP. Fhe other major tea producing countries are Sri Lanka,

Indonesia, Kenya and other Eastern African countries.

o I
‘The industry is spread over a number of States mostly in Eastern and Southern

India. The State wise production of tea and percentage share to all India production
is given in Table: I. With 96% of the tea gardens falling in the organised ector, the
industry is predominantly organised and privately owned. ! : '



“The industry has registered a phenomenal growth in the past decade with = Tota Tea Limted
production in 1580 at 569,19 million kg. to 700 million kg. in 1992. Till the ' :

seventies, the industry was on uneven ground due to both internal market pmsures

and international market fluctuations. The eighties proved to be a decade of

consolidation largely due to introduction of modern techniques in implanting and

processing alongwith professional management. The details regarding production,

average consumption and export of tea are presented in Table: 2. According 1o

CMIE’s most likely projections the production will touch the figure of 745 million

kgs durmg the ycar 1991-92,

OPERATIONAL SET-UF:

Tea Board set up by the Mlms!ry of Commerce is the apex body involved in l.he
target setting for production, exports, regulating the auction systems, providing
‘various incentives and inpuits for the industry. The tea planters are organised into - -
- various associations of which Indian Tea Association (ITA) and Tea Association of
India (TAI) are prominent. Unifed Planters Association of Southern India, apart
from tea, represents coffee, rubbér and cardamom planters. These associations
represent to the government on matters like taxation, additional land availability and
other industry matters. : '

MARKETING IN INDIA:

The Indian tea is sold in three categories - orthodox, CTC and dust. Orthogox
has small share. The premium CT'C (Crush, Tear and Curl) leaf tea and

tea forms the largest share. Nearly 74% of the tea sold in India is in Jeesg form
while the rest is in packed form. The market share of top six compdp gi
Table: 3. The economics of tea marketing is peculiar, On the one hatthyl
price determines the material cost, while on the other hand, b! unt for the
value addition, based on flavor and strengths blends are glassifi€d as premium,
popular and economy. Premium blends are high pri strong flavor generally
preferred by high income groups while the economy blépds are low priced with
high strength popular among lower income g & he marketing costs are higher
for premiurn tea than the economy blends. Tea @ through auction centers of
Calcutia, Gauhati, Siliguri, Amritsar, Coonoor, Co¢hin and Coimbtore. Table: 4
covers data regarding financial performance of selected tea processing companies.

EXPORT PERFORMANCE:

Gone are the days when India had about one-half of the international market of tea.
Over the years, the country’s share in the world trade has dwindled from as high as
45 per cent in 1951 to a meager 18 per cent by 1991, Today it has lost its -
preeminent position of being the largest exporung couniry to Sri Lanka. At present
India is exporting tea to around 80 countries in the world. A substantial quantity of
tea has started entering the markets of Iran, Poland, Germany, Saudi Arabia besides
the traditional markets in UK. and U.S.A. About 45 per cent of Pakistan’s
requirement is met by India although the quantum of off-take is not so high. See
Table: 5 for the major exports to the different countries with the percentage of

export.

The chairman of the Tea Board, Mr. P.K. Bora, feels that tea exports to Russia _
could get 2 boost following the recent agreement between India and Russia signed
on rupee-rouble exchange rate. Excerpts from the interview given to The Economic
Times published on March 4, 1993 are reproduced here. '

*The size of the tea-market in Russia is estimated at around 130 million Kgs.
Since the tea growing areas in erstwhile USSR have not fallen in the region of
the Russian federation, it will have to totatly depend on imports. As a corollary to
the recent Indo-Russian agreement on ruppe-rouble exchange rate, the RBI and

i85°
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the Central bank of Russian Federation will allow Russian exporters, their banks:
.and importers to maintain the existing special accounts and to open special -
accounts in US dollar with commercial banks in India. Tlus is expected to give
fillip to boost Indian tea exports to Russia.

The other major tea markets in the CiS {Commonwealth o[ Independent Statcs)
are Ukraine, Kazakistan and Uzbekistan. During 1992, exports ofteato

~ Uzbekistan was practically nil and to Ukraine, it was negligible. The size of the
tea matkets in Ukraine is around 45 million kgs., Kazakistan 15 million Kgs., .

' Tazikistan around 4 million Kgs. and Uzbekistan 15 million Kgs. With all these

republics, India has entered separate trade agreements. It is expected that .
particularly Ukraine and Uzbekistan will purchase tea from India. Exports to
Kazakistan in 1992 was around 7 mllllcm kgs. which is expected not to come
down in 1993."

|

The government of late has been encouraging diversification of tea exports by
sponsoring tea industry delegations to various countries. Trade protocols have beea
entered into with some of the CIS couniries including Russia for the purpose. Other
tea importing countries are being persuaded to buy higher quantities of Indian Tea.

- As a major siep, the Tea Board has prepared a perspective plan to increase the

production of tea to 1000 million Kgs. by 2000 AD so as to obtain exportable
surplus of 260 million Kgs. perspective plan includes - short-term
measures such as optimisati@pms and improved cultural practices,
medium, term measures such gation and drainage, and long term measures
like replanting and exg€fiSign planting. During the Eighth I Plan period it has been
proposed to bring 17.250 héctares of additional areas under tea in the country. -
Out of this 14, ¥S would be in traditional area and 2,500 hectares in
non-traditional '

The Fi inister has exemptod tez and coffee from excise duty, while
presentinygbudget for 1993-94. As a result of this announcement, the plantations
i onthe whole will get a duty relief of Rs. 74 Crore.

Th out put has increased overthe years despite stagnauon of cultivable area
under tea. In comparison to top ten tea yielding countries the yield in India per
hectare is very low. This can be seen in TABLE: 6. The main reason being most of
the India’s tea bushes are over 50 years old and this aging m!ay ultimately lead to a
saturation point in productivity inspite of perceptible improvements in the yield per

hectare. Hence, there is an increasing need for more land unfler tea, with an

" increased emphasise on Research and Development in orderi to increase productlon
‘and producuvuy

EXHIBIT: III |
TATA TEA LIMITED |

TTL is one of the blue chip companies managed by Tata Group and chaired by
Darbari Seth. The company was set up in technical and financial collaboration with

- James Finlay &. Co. Lud. of Glasgow, U.K. in 1962. The collaboration agreement
-expired in 1971. The company is engaged in the cultivation of tea, coffee,

cardamom etc. It is also involved in implantations and manufacturing, selling and
exporting instant tea and blended-and packeted tea. The details regarding tea estates

‘owned by the company in different states with hectarage, yleld per hectare etc. are

given in TABLE: 7. During, 1983, consequent to changes in the shareholding of the
company, the name of the company was changed from Tata} -Finley L4d. to Tata Tea
Lid. During 1985, the world’s largest te » factory was set up at Chundavurrai tea estate’

in Kerala by the.company. The factory < ocess 4510 5 mllllon Kgs. of black tea
~ per annum. The company has acquired a 52% stake in'conisolidated Coffee Ltd, the




fargest coffee grower in Asia in 1990. The other subsidiaries of the company are
Bombino Investment & Trading Co. Pvt. Ltd. and Tata Tea Inco., 3 100%
subsidiary established by acquiring the instant tea processmg facilities of Tritea
Incorporated, Florida, U.S5.A, . .

Almost 60% of the company’s export were to rupee payment areas and the balance
‘to the general currency areas. The company is selling packaged tea in polypacks
which accounts for 25% of its sales. During the year 1991-92, a new blend under
the name of "PRESTIGE" was launched. A new brand of polypacks :
"BRAHMAPUTRA" was also launched containing a blend of Assam teas. These
were well received in the market. The company has launched a new premium dust
"CHAKRA GOLD" during the year 1992. The company has also completed major
expansion project in the Kellyden Polypack Centre, Assam reflecting a high degree
of automation with the state of art electronic machinery. The financial performance’
of the company for the years 1982 to 1992 is given in the TABLE: 8.

The company in order 1o pre-empt any reduction of sales due to withdrawl of the
Russian from the auction blocks, has tied up with a Russian Firm. It has set upon
Indo-Russian joint venture. The company named Tata Krasnodar Industries Ltd.
with 50% equity stake from Tata Tea and Krasnodar Tea co, is intended to sell
package tea in Russia under a combined name. Similar agreements with the other
CIS states area are also being planned. The company also tied up with Tetly Inc,
U.S.A. to sell instant Indian tea in the US under the “TATA TETLY" brand.
purposes to establish a wholly owned subsidiary Tata Tea Intemational i
Jersey, Channel Islands, United Kingdom which will set up joint venture ¢ €s
for managing tea and rubber estates in Sri Lanka.

The company has four laboratories - two in Munnar, one in Bangal one in

Assam. The company set up a pitot project at Munnar for the' ction of Button
Mushrooms and commenced test marketing the product,_Base n ¢ experiments

of R & D, Spice Processing Centre in Cochin and M, al
Processing Centre in Munnar, were being set up.

omanc Plant

The company has recently been chosen for th Al Corporate Performance
Award - 1992. The award is given from 101 gi d 150 mini-giant companies in
India by the Economic times and Harvard Business Association of India.

Share of the company is included in the specified category of the Bombay Stock
Exchange. The daily movement of BSE SENSEX and price of Tata Tea during
March - 1992 to April - 1993 is given in Table: 9 and in Charts: A and B in
Exhibit: TV. '

Tata Tea Limfted
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Aualysis for Equity Investment TABLE 1 _
' STATEWISE PRODUCTION OF TEA

(InMillonKge.) . . N
STATES I % 081 % %09 %
CASSAM 2120 507 - 3007 528  3MB 832
BHAR 16 04 08 o1 28 04
KARNATAKA = - 28 07 34 . 06 38 .05

~ KERALA 08 02 536 , 94 640 . 90 |
TAMILNADU 556 133 M0 130 1026 - 144
TRIPURA - 25 - 06 37 | 06 48 06
WESTBENGAL 012 242 182 B4 1572 20
ALLINDIA 85 100 696 100 7147 100 -
Source: CMIE l?;epotta | | I ) .

TABLE 2 |

TEA PRODUCTION, ACERAGE, RETENTION AND EXPORT

YEAR PRODUCTION TOTALAREA YIELDRATE RETENTION EXPORT
(MilllonKgs)  (Heclgres)  (Kgheo : (MlllionKgn) _ (Milllon Kgs).

1980 569.19 : 9 L 34551 22403
1981 56042 S 45 31918 24125
1982 56065 O«m 142 37063 . 18983
1983 . .- 396066 1468 ' 37300 . 20848
1984 398453 1605 azfz . 21704
1985 99920 1641 4234 2@
1986 411613 . 1508 . 41765 203.15
& 67436 . 414282 1605 . 47241 201.89
: 19 70100 416468 1683 & - 800.13 20096
1989 68414 412140 1652 47947 204.67
1990 . 71467 418625 107 5465 210m
1991 14172 Qun - 1l 4880 0 2:%
1992 T 70390 o D — S e 182.00

Source: The Economic Times, March - 4,1993, p- 17,

TABLE3 S
THE LARGEST GROWERS AND THE BEST SELLERS
AREA & YIELD DETAILS (1991.92) '~ MARKETSHARE
COMPANY = HECTARES Kgs/Hect.. = COMPANY 199091
McNeil & Magorgrowp 29100 211  Brooke Bond 137
TataTea _ 24179 2403 " Tata Tea . ' 1L
Harrison Malyalem ' 6009 . ‘2_1_%1_ " LiptonIndia 66
Rossell Indugtries 4588 . 2184 - Duncans Agro .31
Tea Estates S 412 e - . Goodricks Group 2.0
PeriaKasmalsi . 1537 . - 3 _ Assam Co. 19

Source: Company Annual Reports and CMIE’s Market & Market Shiares
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SELECTED DATA OF SOME TEA PRODUCING C

TABLE 4

OMPANIES

. . (Rs. In Crores) -

COMPANY YEAR SALES GP. INT. NP. EQUITY EPS. DIV. P/ERATIO

ENDED : (Rs) (Rs) (20-4-1993)
ASSAM 9203 3380 262 443 145 193 751 48 16.95
BROOKE 9103 2745 420 206 265 193 . 1373 . 40
ASSAM 9203 8078 2636 038 1571 1400 1122 55 15.40
COMAPNY 9103 7799 3042 008 1417 1400 1012 55
GOODRICKE 9203 8281 2313 038 843 2160 390 80 19.40
GROUP - 9103 79.58 3020 026 1359 1080 1258 6§ :
JAYSHREE 9203 1370 2606 5% 902 615 1467 325 3220
TEA 9103 1316 2975 6.04 1392 615 2263 325 '
McLEOD 9203 7947 1840 326 798 1000 789 45 20.05
- RUSSEL 9103 8441 2191 311 1084 1000 1084 45 :
ROSSELL 9203 5207 1074 082 521 1012 515 45
IND. 9103 5412 2129 005 951 1000 951 60
TEA 9112 4388 1906 205 1006 1320 762 60 4830
ESTATE 9012 4353 2237 177 1175 1320 89 60 _
WARREN 9203 6604 1951 198 932 78 1195 - 50 1200
TEA 9103 6115 2292 18 1037 780 1329 80 '

&

Source: The Economic Times, March 4, 1993, p - 18 and Apiil - 21, 1993

TABLE S

. COUNTRYWISE TEA EXPORTS
{ Rs. IN LA

N

O

COUNTRY 1990-91 % OF TOTAL APRIL - JANUARY
' . 990-91 1991-92
USSR 60025 ,‘55.85% 55168 47041
UK 11352 10.56 11267 12870
IRAN . 6178 5.75 6099 8023
GERMANY (W) 4336 40 4173 5449
POLAND 4054 377 - 3437 3098
EGYPT 3200 2.98 2435 - 2628
UAE 3010 2.80 2267 3905
SAUDI ARABIA 2780 2.59 2630 2120
JAPAN 2370 221 2170 1712
Usa 1309 1.22 1146 1447 .
NETHERLAND 1104 1.03 1060 1912
~ JRELAND 991 0.92 974 1490
YUGOSLAVIA 910 0.85 910 60
MOROCCO 764 071 764 325
| LIBYA 701 0.65 335 1364
| OTHERS 4398 409 37129 5621
‘ TOTAL 107482 100 98521 99974

Source: The $tock Exchange Official Directory, Vol - 16, No. 34()p-3

. Tata Tes Limited
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Amslysis for Equity Investment - : TABLE 6

PER HECTARE YIELD OF TEA IN TOP TEN COUL RY
RANK  COUNTRY " YIELD PER HECTARE (Kg)
197981 1988
1. Zimabawe ’ o 2,205 4,052
2. Cameroon - 2,027 . 2,400
3, Malaysia ' : 1,33¢ . 2,400-
4. Bolivia ' : T 2483 2,222
5. Brazil . | 2011 2,200
6. N. Guinea : 2,203 2,195
7 Kenya ' 1,458 1,953
8 - Mal.!ritiuis 1,208 1,878
9. Madagascar 1,773 1,793 -
10 Malawi . 1 _30@ _ 1,750
12. INDIA ) 1,487 2
WORLD AVERAGE 797 . 040
Source: Industriat Survey, The Bombay Exchange Directory, Vol: 16,p - 4
ABLE 7 o
TEA s OWNED BY TATA TEA LIMITED
| STATE : NO MECTARE  CROP(Kg) VIELD/HECTARE
1991.92 . (Ke)
Kerala 2% 9662.55 22880872 2380
Tamilnadu 4 158743 5068452 3232
Assam 1 11212.66 2478216, 2080
W i 3 170184 3334045 2007

Sou Stock Exchange official Directory, Vol: 16, No. 34(iv)




TABLE:$

' TATA TEA LIMSTED ,
INCOME STATEMENT FOR THE YEAR ENDING
- (Rs,InCrore) _
PARTICULARS 31282 [ 311288 [ 31.12.84 | 311288 | 31,1286 | 311287 314389, 310350 | 310331 | 31.0352
NET SALES 7825| 13694] 195.70] 17423 15421 173.80| 234.60| 27232| 3169 36138
COSTOFGOODSSOLD " | 6224] 9805 12879 13871 12123 129.04| 18232 17106 195.27| 24236
- STOCKS CONSUMED 618] 000] o000o| ‘000l 0M] 00| 696 000} 00| 234
WAGES & SALARIES 804 1979| 2642 2849] 2992 3159|  4268| 4193| 4833 5649
DIRECT MFG. EXP. 4802| 7826| toz37] 11022| 9z11] 9745 132.68| 129.13| 14694 183.53
GENERAL EXPENSES 7277 isas| 1283 '13_.'19 1191 1499| 224] 2472 ‘3064 3946
GROSS PROFIT 824| 2074 5417] 2233|. 2107 2977 2913} 7654 $100| 7956
INTEREST 368| 249|280 s23| 839 722 1044 1I0) 1416 2035
PROFIT BEFORE DEP. 460 1825| s5128] 1710 1268 2255| 1869| 6484 7684| 5821
DEPRECIATION 260 359|676 4sz| S5e0| 052 S04 502|541 643
NON. OP, Sur./Def./Adj. 264| 166 527 5% 703|  680| 2953| 1193 1514] - 3059
PROFIT BEFORE TAX 4s4| - 1632] 49790 1270 1381 1883] 4318) TLIS| 8657| 8337
PROV. FOR TAXES 169|  64s| 3245 610 555 817 3025 3500] 3050
NET PROFIT 295| - 983| 1734] 1160] 826| 1066 segf 050, 5157 5287
EQUITY DIVIDEND' 000 280 4.00 2.40 21| TN 781 1025 - ome2p 1927
| RETAINED PROFIT 205| - 703| . 1334] o] sae{ \gss[) 2887| 312s| 3365 3360/
_ BALANCE SHEET : '
[TOTAL ASSETS 5606 7800[ 112383 15236| 203.2] 272m| 35028| 41972
| CURRENT ASSETS 3215| 4878| BN 80.19| 128.68| 183.44| 23441| 27641
" CASH & BANK __ 0.88 115 237 1581 . 254| 417 504 638
" SUNDRY DEBTORS 9.53| 1527] 14 1799] 1891] 3979 4603| 7349
INVENTORY - 2063 3096 4200 63l 2824| 3878|2664 3247 3L10| 5259
MISC, Cur. Asscis 111 140| 1503| 3499| 3577| 2184 8059 10701 13222 14394
FIXED ASSETS (NET) 2396] 2920| 37.78| 4786 4BS8| 4572 7336 8801 101.38) - 11986
INV. TN SUBSIDIARIES 000 ooo| .07 o020f o020{ o052 o0s2| 052 2255 2255
MISC. ASSETS - C0as|  oe2| o3| oz| o] 2593 066 071 091 050
INTANGIBLE ASSETS ow| ooo| ooo| o000| ooo| o] ooo] o003] oos] ooof
CURRENT LIABILITIES . 29.14] 4325 63.17| 57.50{ 4764| 6519| 89.72| 11890 15818 185.7¢+|
LOANS & ADVANCES 1419F 1504] 514 1871] 1819] 2750 5977 5669 79.06| 9260
SUNDRY CREDITORS 903| 377 22| 21200 2124 2428 2660 3321 3534| 5354
PROV. FOR TAX 2321 1L61 28.54 15.61 . 4.45 7.14 _ 4.62 2031 . 2339 14.11
MIS. CUR.LIA & PROV. 270 283 6271 198 376 627; 673 869| 2039 2545
DEFERRED 11ABILITIES 9401 1023|1036 “3240| 2730] 1924] 1762] 26710 3833 3?.67
" DEBENTURES ' 250|  250| 250] 1334| 1893 1252] 1157] 1089| 2542] 2494
LONG TERM LOANS s90| 7731 =885 1906 837 672| 605 1582] 1291 1271
TOTAL LIABILITIES . 3854| 53.48] 7453 8990 7494| 8443 107.34| 14561 19651| 22337
SHARE CAPITAL T 800| soo| 800[ see] 10| 1220 1709 1708 1908 19.08
| RESERVES & SURPLUS 952) 1652 2985) 3001| 4d68| 482 7879 11002 14369| 17727
NET WORTH 17.52] 2452| 3785| 4701] 5520| 67.02| 9588 127.40| 162.77| 19635
TOTAL LIABILITIES 5606(  78.00] 11238 13691( 130.4| 15145 203.22) 27271 359.28] 41972
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TABLE:9 _
Price Movement of BSE Sensitive Index (1978-79 = 10) Dally Price Movement of TATA Tea LTD.
From March - 1992 to Aptil - 20, 1993 From March-1992 to April-20, 1993
MONTH DATE | OPENING HIGR IDW CLOSING MONTH DATE | OPENING | HIGH LOW | CLOSING
MARCH#2 (2 32747 | 333325|37ma7] 33335 MARGHS2[2 46000 | 46500] 44000 . 46250
3 P60 | 347933| 331453|  MTLT 3 45500 | 47000| 45000]  467.50
10 348074 | 348074]326100] 331603 10 47000 | 44500] 42000] 44500
11 313795 | 3173.19|306900] 316368 U | 42000 | 43280] 41500] 43000
B 12 3178.14 330617 | 3178.14 324197 iz 430,00 45500 | 427.50 43250 .
13 339974 | 334626| 325936] 325936 13 44250 | 45250| 43250 43250
16 330562 | 338599 204970 325070 16 44500 | 45250 47250 42250
17| 329641 | 329641319751 319878 17 43500 | 40000] 40000) 40000
18 321266 | 3212.66312645) 312801 18 40500 | 38750| 38500] 38750
0 313585 | 324353] 313588 320353 A 38700 | 41000| 40750  407.50
% 352125 | 368853[352125) 366958 24 46000 | 50500 4sso0| 48500
= 265500 | 380764] 365500] 380217 25 48000 | 50250] 49750 49750
7 3672.99 320083 | 365512 3118 x 48500 510,00 480006 51000
2 411223 | 415953 | 409143] 409143 0 N 60000| 55750 57500
31 417221 | 431895 417221| 428500 3 % 605.00| 60000 60000
APRILS2 |2 450658 | 454658|438786| 438786 |APRIL9Z {2 m'fs.oo 100000| 85000! 90000
3 412045 | 424107( 402677 423825 3 N /B30000 | 85000 75000 85000
6 415074 | 415074] 206257 406257 §0000 | 85000 75000 80000
7 398828 | 4023.11|393064] 402311 17 80000 | €2500] 75000| 82500
2 406231 | 434127 062.31| - 433357 8 | 77500 | 85000] 85000 82500
10 432863 4338,75| 4266.26 4 10 77500 Bs0.00 | 75000 &00.00
B 226668 | 430721 416302] 41682 13 B0000 | 75000 72500]  750.00
= 410981 | 411278 389690] 389690 3 75000° | 70000 70000 70000
) 372718 | 375007 361111] 367441 i 75000 | T0000] 65000,  70000|
£ 363717 | 3887.72| 363602 38871M2 3 67500. | 70000| 62500] 67500
MAYS2 |6 353121 | 357987(346060| 356072 |MAY92 |6 £25.00 65000 s8s500! 62500
_ 7- | 36510t | 371086365101 365800 17 62500 | 660.00] 60000 62500
1 355694 | 356607 340754] 342005 1 62500 | 60000) 57500] 60000
12 32BE2 | 3307.71] 308043 308637 2 60000 | S3000| 50579) 63000
13 328316 | 349347 328316| 343113 13 60000 | 63000 58500  600.00]
14 340785 | 340785] 3335.48] 339448 14 S0000 | 60000] S7500| 57500
18 347512 | 352721]3454.13] 345616 18 60000 | 65000] 62500 62500
19 310091 | 357492| 38182 356867 19 62500 | 66500 65000| . 650.00
2 349927 | 356236] 349529 355928 2 61000 | 65000, 625000 64000
| 33788 | 34265|337%612) 343507 z 60000 | 62500| 57500| 62500
s M43 | 343243[ 339992 340629 > 50000 | 62500 60000]  600.00
% | 33941 | 335243|327113) 329674 % 57500 | 60000| 60000) 60000
27 330702 3307.02 3_111‘07 3144.79 n S65.00 5?5,@ 530.00 550.00
B | 300242 | 307248| 296349  3072.48| - B 52000 | S4000] 51000 54000
P 305019 | 307060 298769| 300608 | » 56000 | 52500, 52500 'szs.ng
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Analysis for Equity lnvestment

- | NESz

29839

1 300383 202610| '300124] |JUNES2 |1 540,00 51000 54000
2. | 01407 | 314720] 301420 313383( | 12 50750 | 1S5000] 55000)  sse00
3 | 312037 | 319245| 309245] 310066 I3 D500 | STS00| 52500 52500
4 | 301683 | 301864 299368 300492 4 5500 | 54000 50000( 50000
5 | »mz| 308699 208322 308574 5 471500 | Iss000| 55000 - ss000
8 |30632 [ 31366 306322| 310066 'y S5000 | '65%000| S25001 62500
9 | 312757 ) 319877 312757| 315423 iL 0000 | 72000] 66000[ 68500
10 | 313994 | 319317 313046| 314087 10 8500 | 69500 66500 67000
JULY$2 |15 | 7296 | 27296| M1292| M1292] [JULYS2 |15 | 60000 | 62500] s2s00|  62500|
16 | 289075 | 289181) 276792 280969 16 61250 | i62500] 61000 61000
17 | 2531 | 28079 | 276145| 280631 - 60500, | l63000| 60000| 63000
D | 29495 | 2640S| 209442 285543 .| 60500 | 64000] 62500 62500
21 | 283097 | BWOSH| 8707 B0 2 61500 | 64000| 62500 62500
D | 285701 | 288194 281426] 281812 2 63500 | '65000 60000 61000
B | 27404 | 28404 267707| 267 BE: 60000 | 62500| S$7500| 9000
Z | 2074 | moral| 273765| 28041 |z 60000 . | 64000| 62500)° 62500
B | mw2s | B w2u mes| [N\ B 65000 | 64000| 62500 . 62500
» | 2m653 | 280599| 275294| TsS2S \‘) 1@ 63000 | p000| 61000 62500
30 273385 | 273386] 268069] 2699m8 ) 61500 | 62500 61000 - 62500
|3t [ s | 2mres| 2mess| 3l 63000 | 64000 62500 62500
AUGRZ |3 | 2mi | zmom:| asvigel 2maes| |Avesz |3 6500 | $5000| 62500 62500
4 [ 269945 | 20026] 2676 49 4 62500 | ‘52500 eono0| 62500
5 | 2675 [ 2681, 20 26303 5 | 60w | 62500 P000| 60000
6 | 250445 | 29537 50| 252059 8 58000 | 50000{ 80000 600.00
7 | 256881 256881| 250068 7 57500 | 60000 60900|  600.00
10 (2577 @ © 2597.50| 266825 10. 53000 | 60000 60000  600.00
1| 270646 | 273234] 268699 269342 1 5000 { 60000( 57500| 60000
12 | 263805 | 267935 .263805| 267883 2 60000 - | B0BO0| 57500 60000
[ | 2053 | 2msis] 23| zwsis| 4| 62500 | 60000 60000 60000
17 | 283007 | 289268 283007| 2889.08 Y 60000 | 63000 62000 62000
118 | ssr | 202153| 286941 M2.53| 18 61000 | 63000] 63000(. 63000
19 | 29786 | 30745| 296475 296260 # 62500 | 64000| 60000 62500
M| 301820 | WS92( 299525| 299525 {2 | 600 | 3000 59000 - 5000
2| 2897 | 33494 295897| 8494 2 57500 | 60000] 56500) 60000
2 305128 | 307152 304139] 308312 [ Se006 | 60000] 57000  600.00
3| 30082 | 302159 2941 2954 5 5000 | 56000 53000] 56000
% [ 2047156 | 204756 28479| 200932 > so0 | ssw| 000|500
77| o199 | 299857| 289199 209698 E3 9000 | s5000| 55000 55000
B | 301354 | 303365( 300077| 303163 = 5000 | Ss00) s2s00 52500
SEFF92 |1 | 30807 | “309940| 307049| 307040 [sepTHz |1 5000 | s5000] S2500]  s2500
120 303538 | 304617| 301704 304057 2 52500 | s5000] $5000) 55000
3 1306260 | 309966| 304840| 3079.53 3 54060 séao.oo S6000] 56000
4 308040 | 316610] 307872] 3166.10 4 5000, | 9000] 8000 58000
Cod7 o (s | 02| sl 3ss: 7 | 000 | 61000 61000 61000
8 320532 | 320532| 318747| 320146 8 600.00 58000 59000




Tata Ten Limited

9 | 319242 | 320025| 3178.81| 3198.69 9 580,00 | 600.00[ 560.00| 580.00
11 | 320282 | 3220.18] 3193.09] 321592 11| 58000 | - $90.00] 570.00| 580.00
14 | 320867 | 3274.85] 3205.67| 327485 T4 | s9500 | 61000 580.00| 610.00|
15 | 336596 | 3415.99| 3365.96| 3410.29! 15 | 63000 | 680.00] 660.00] 660.00
16 | 346314 | 3463.14] 3404.96( 3404.96 16 | 65000 | 70000 650.00/ 650.00
17 | 335609 | 3386.75| 3354.20| 3378.18 17 | 65000 | 690.00, 625.00| 670.00
18 | 338536 | 3385.38] 3340.76| 3383.62 18 | 47000 | 71000 71000 710.00
21 | 334004 | 334160 3263.64| 3274.74 21 | 67500 | 72000| 670.00) 670.00
22 | 324279 | 3305.43] 3242790 3298.75 22 665.00 | 700.00| 700.00| 700.00]
24 | 328670 | 3286.70| 3236.07 3246.96 24 | 68000 | 69000 660.00| 675.00
28 | 325218 | 3258.60( 3231.74( 3239.98 28 | 66000 | 735.00| 700.00] 700.00
29 | 319296 | 3224.16| 317965) 3195.75] 29 | 690.00 | 72000 680.00| 720.00
130 | 222608 | 3297.32) 3226.08| 3294.42 30 | 72000 | 780.00[ 750.00| .760.00
ocTS2 |1 330393 | 3329.80| 3301.76| 3315.72]  |ocT92 [1 71000 | 760.00 740.00{ 760.00
6 123431 | 3273.53] 3245.67] 3247.76 6 75000 | 730.00| 725.00| 730.00
8 1219.19 | 3223.20| 3201.49| 3211.55 8 72500 | 73000 69500] 71500
9 330025 | 3304.71) 3275.24| 327557 9 52509 | 540.00] 500.00] 505.00
12 | 322315 | 3223.15) 315829 316652 12 |- %go0 ¥ 480.00{ 450.00] 480.00|
12 | 312744 | 3190.28 3127.44| 3187.76 1 470. - 295.00|" 460.00{ 45000
14 | 316650 | 3168.90| 310553 3105.63 14 I ;65.00 485.00, 480.00 480.00
15 | 308137 | 3100.89| 2053.04 3086.45 15 147000 | 485.00] 460.00| 480.00
20 307466 | 3078.41| 3045.78] 3050.9¢ 2 460.00 490.00| * 480.00| 480.00}
21 | 297371 | 2987.57} 2932.18| 2934.66 %21 | 47000 | 46000 440.00 460.00
22 | 298299 | 3002.16] 2968.45| 2987.29 22 | 47000 | 480.00) 46500 470.00
25 | 303308 | 303308 2987.21 35 | 48000 | 490.00| 465.00{ 480.00
28 | 296328 | 2963.28| 2876.70 % 286 | 46500 | 480.00( 460.00{ 47000
29 | 287365 | 2890.63| 2862:15( 2862.15 29 | 47000 | 470.00{ 450.00] 470.00
30 | 289239 | 2896.62| 282558| 2833.34 30 | 47500 | 4s0.00 440.00| 450.00
NOV-92(3 | 286757 | 202889! 2867.57) 2928.89| |[NOV-92|3 450.00 | 470.00| 450.00| 460.00
Tla | 295302 | 2982.90| 2917.56] 2926.18 4 47000 | 460.00] 450,00 460.00
5 287059 | 2886.69| 2794.83| 2794.83 5 45500 | 46000| 44000 45000
16 2760.12 | 2760.12{ 2732.71} 2756.19 6 435.00 | 445.00| 4d0.00] 440.00
o 275846 | 2758.46| 2682.84 2685.39 9 43500 | 44000 41500 42000
11 | 266331 | 2663.31] 2555.53| 2596.53 11 | 41500 | 400.00| 380.00| '440.00
12 | 264574 | 2679.25] 2635.71] 2641.81 12 | 40000 425.00] 410.00] 410.00]
13 | 260644 | 2606.44] 2574.74| 2586.68 13| 42000 | 42000, 410.00] 42000
|8 | 255198 | 2551.98| 250177} 252471 18 | 38750 | 400.00| 385.00] 39000
19 | 250652 | 2506.52 2413.62| 2423.26 19 | 40000 | 380.00| 380.00{ 380.00|
20 | 242287 | 2479.56] 2418.52| 2479.56 20 | 3s000 | 400.00 _37_5.bo 20000
23 | 246892 | 2545.33] 2468.92( 2530.47 33 | 39600 | 39750, 397.50 397.50
24 | 252327 | 2560.71] 2522.48| 2546.86 24 | 375.00 | 390.G0] 380.00| 380.00
25 | 259397 | 2609.35| 255546 2556.56 25 | 38500 | 410.00| 400.00] 400.00
26 | 2526109 | 2526.08| 2487.09] 2487.11 26 | 39000 | 38500 375.00 383500
27 | 246291 | 2486.83] 2460.80| 2486.41 27 | 37500 | 380.00 38000 380.00
30 | 251141 | 2542.55| 2511.41] 2518.10 10 | 38000 | 385.00 37000 385.00
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X
198

2547.69

39500

DEC92 (1 |.252207 | 255181 252207 DEC92 |1 00| 380.00 _
2 | 259056 | 2614.04| 2586.4] 259362 2 | 3000 | 41000] 40000 400.00
3 | 257486 | 262793| 255932| 2619.90 |3 | 3s000 | 41500] 41000| 41000
4 | 269614 | 270862 2664.49| 269686 4 | 42500 | 46500 42000 46500
10 | 260931 | 260931) 255022| 2550.22 10 | 43000 | 43000| 43000 43000
11 | 256634 | 257500 2534.22| 253687 11| 41500 | 42750] 41000| 41000
14 | 2537.72 | 2537.98| 2468.58] 2469.45 14 | 41000 [ 42000 40000 40000
15 | 242688 | 2477.27| 243035| 2477270 15 | 38000 | 38000] 365.00] 380.00
16 | 242587 | 242587 237472 237472 116, | 38000 | 39000| -370.00] 380.00
17 | 236601 | 2400:68| 2359.34| 240016 17 | 37000 || 38500| 38500] 38500
18 | 2447.54 | 2500.43( 2447.54] 2476.89 18 | 39000 | 40000] 40000 40000
2t | 252379 | 255048] 2523.79| 2542.10 21 | 41600 | 43000| 42000] 420.00
2 | 258775 | 2592.08| 2559.71( 2562.10 |22 | 43000 | 44500 42000] 43000
23 | 253592 | 2571.72| 2523.80] 257136 23 | 41500 | 42500| 40000] 42500
|24 | 260483 | 262693 2604.36| 261637 2% | a3000 | 43500] 42000] 43500
[JANO3 14 | 261778 | 2617.78| 2539.67| 253967 [JANS3 [4 | 44000 | 46000 43000| 44000
"5 | 251945 | 2520.51] 2488.98] 250152 & |5 | 42000 | aaw000| 43500] 43500
6 | 247393 | 247393| 244138| 204750 4 ) 6 | 41000 | 43000] 43000 43000
7 | 241071 | 2411.71] 2389.80| 2305 _ 7| 41500 | 43000| 40500] 430.00
8 | 242123 | 242629] 2418.79] 242067 |8 1 43080 | 43000 41500 43000
14 | 242599 | 245967] 242599 2459 T | w000 [ 46500] 460.00] 460:00
15 | 250361 | 2527.89| 2494.58 15 | 45500 | d4800G] 450.00| 47500
|18 | 257951 | 258805 8| 2§86.05 |18 | 48000 | 49000 475.00( 485.00
18 | 2597.40 | 2597.40 254512 18 | 49500 | 47500] 47500) 47500
0 | 252525 | 259M1] 2508.69| 253155 20 | 48000 | 47500 46500 47500,
21 | 253834 253303 2544.23 21 | 47500 | 51000] 49500] 49500].
2 | 252027 | 254265 2519.33| 254229 2 | 50500 | 53000| 525.00| 525.00
25 | 2570.73 | 2588.50| 2555.21| 255585 25 | 53000 | 54000{ 53500{ 53500
21, | 257487 | 2595.13] 257487 2595.13 27 ] s4000 | sss00] ssoo0| sso00
2 | 261125 | 2654.25| 2611.25| 2654.25 28 | 54000 | 55500 55500 555.00 -
| | 266375 | 2709.71 2662.84] 2680.79 29 | $6000 | 53500 53000 53500
FEB93 |1 | 266738 | 2667.38| 261544/ 263443| ~ {FEB93 |1 | 54000 | 53000 52500 530.00|-
2 | 260601 | 2663.09| 260502] 2663.00 2 | 52000 | 53500 53500 53500
3 | 266031 | 2676.34] 2660.31( 2660.75 3 | 53000 | 54000] 53500 53500
14| 263220 | 2650.78) 2631.73] 2638.54 14 1 5250 | 53000 53000 53000
5 | 261739 | 2662.05| 2616.99| 264889 5 | 52750 | sasso| sz2000| s37so|
8 | 270203 | 272160| 2698.26| 2712.56] 8 | 56000 [ 58000| 576.25| 57625
9 | 278877 | 277260 2758.77| 277168 ]9 | 57500 | s8spo| s70e| 57500)
10 | 279872 | 2814.08] 2789.66] 2812.12 10 | 58500 | 57750 570.00] 577.50
11 | 279397 | 2803.63] 2784.20 278583 11| 57500 | 56750| 56500] 56750
12 | 277160 | 277160 2725.06] 274548 12 | 56550 | 57000 56000 565.00
15 | 269431 | 2694.70( 2634.05] 2640.40 15 | 55250 | S56500] 54750 55000
16 | 264436 | 2648.19| 2607.51] 2607.51 16 | 55000 | 55750 540.00] - 540.00
17 | 261487 | 2643.86] 2624.87| 2638.85 17. | 54500 | 56000] 55500 55500
18 | 265099 | 2978.11] 2650 99| 2671.37 18 | .55250 | 56500{ 560.00| 560.00
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2712.15 | 272525| 2708.34| 2708.34| _ 22 58000 | 585 | §73.75| 575.00

22

23 | 2714.12 | 2746.69] 2711.90| 2741.38 23 §70.00 | 610.00| 607.50| 607.50
24 | 2753.01]2782.50 27153.01| 2753.67 24 615.00 | 622.50| 610.00 612.50
25 | 2768.56 | 2804.99| 2768.66| 2799.35 23 615.00 | 620.00| 605.00| 615.00
26 | 2832.84 | 2842.33] 2811.39] 2813.15 26 620,00 | 625.00] 612.50) 615.00
27+ §2817.31.(2818.22| 2778.56| 278358 |27+ | 610.00 | 615.00| 600.00| 605.00
27++| 2835.39 | 2893.13| 2615.15( 2652.40 CO12744 | 620.00 | 670.00f 550.00] 60C.00

MARCH-93 2550125 | 2550.25] 2494.50} 2543.32 |MARCH-93 580.00 | 585.00] 550.00] 585.00
2578.64 | 2579.98] 2561.75( 256532 590.00 | 590.00)- 570.00 580.00

2 2
3 3
4 2533.27 [2536.54| 2524.21| 2532677 | 4 ! 570001 575.00| 560.00] 570.00
5 5
9 i

253598 [ 253598 2459.50| 2471.74) 570,00 | 540.00) 537,50{ 540.00
2451.20 | 2451.20] 2318.36| 233696 54000 | 545.00| S05.00| 315.00
2326.20 | 2326.20 22?_9.74 2287.15 _ 10 510.00 | 520.00; 480.00{ 510.00
2337.66 | 2337.66| 2308.09| 2330.09 ¢ 540.00 | 525.00| 510,00 525.00
2468.71 | 2477.37(2454.30] 2459.85 OIG 545,001 565.00] 555.00| 555.00

10

i1

16

18 | 241794 (2420.98(2393.58( 2393.58 _ 18 530.00 { 3537.50| 520.00( 530.00
19 | 2380.53 [ 2384.71] 2371.96{ 2376.76 19 520.00 | 530.00| 515.00( 525.00
22 | 2405.48 | 2405.48| 2388.99( 2402.02 v 22 520.00 | 537.50f 520.00| 537.50
23

26
30

2

8

2385.77 | 2388.74| 2377.43| 237 : 23 | 52250 | $30.00{ 522.50] 530.00
2352.60 | 2357.97} 2339.07|_2341.4% 26 | 51000} 525.00| 510.00] 525.00

2230.70 | 2230.70( 2184. 08 o 30 | 50000 | 510.00 4R0.00 510.00|.

APRIL-93 2294.41 | 2311.44 228457 1.44| |APRIL-93 {2 530.00 | 520.00] 503.00| 520.00
2347.29 1 2347.49] 231091 231091 _ 8 52500 530.00| 515.00( 530.00

12 | 2229.54 | 2249.08( 2222.48( 2222.69 12 | 500.00 | 515.00| 492.50| 510.00

{13 12179.01 | 223521 2178.84] 2226.84 ' 13 149000 | 525.00] 490.00] 490.00

16 | 2262.44 |2299.78]2259.71| 2299.78| 16 | 430.00 | 545.00| 525.00{ 540.00

19 1228171 |2281.71| 2262.82| 2268.15| |19 |525.807 535.00] 525.00{ 535.00

+ Before Budget Anncuncements

++ After Budget Announcements _
SOURCE: The Stock Exchange Review, different issues and the Eco. Times

|
20 | 222099 [2220.49|2193.48| 220491 - 20 520.00 | 530.00} 510.00| 530.00(
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Amlysbster Epsity lovestmeat A gsignment Questions
. ' Should Mr. Handa_ :ecpmmend TTL to his client? Why?
‘Discussion Questions _
Is the .éc'onnmic outldok favourable?
Is the industry profile alright?
Is the company performance and plans fine? ‘
" Whatis the intrinsic value of 'I'TLeqmty share? S : - |

What do the charts indicate?
* What doés the moving average analysis of TTL share price movement suggest?
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Possible Recommendatlon.
THE COMPANY IS A GOOD LONG-TERM BUY.. '
MAJOR POINTS:

ECONOMY-

" Developing ata fast rate
Improving balance of payment position

* Savings available for productive purpose (ratio high)
Internationalisation of Indian economy -
Focus on fundanientals
Expected to do well except under vagaries of monsoon, pohtncal mstab:hty
Ultimately survival of the fi ttest rule will work
Favourable R.B.1. credit policy
Deregulation of expansion, diversification etc.

INDUSTRY: .
Expected to do well _ ) _ E
Abolition of Excise Duty ' : S h
Govt. attitude favourable - - 0
‘Russia once again strong buyer of Indiantea 7" _
Rapid Expansion stage in the life cycle ' O '

Developmental measures proposed in the Perspective Pla? o
No threat of product obsolescence A~ R
Permanent industry < 2-.. :

Labour conditions not a problem

compaxt IR Y

World’s largest tea factory

' Profe;monally_ managed company
Reputed businiess house Tata group company
Record EPS of Rs. 27.70 for the year $1-92
Record dividend at 101% for the last two years

Debt equity ratio is too low (0.19) resulting into long term fmancml stability and -

excellent solvency,

‘Company related risk which can be easily dwersrﬁed away
Always exploring new growth opportunities

Well diversified with strong R & D,

Intrinsic value eciual to current market price is acceptable
Clear signal of Buy and Hold as per moving a\_rerége method.

Tta Tea Limaited
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BLOCK 4 PORTFOLIO THEORY

This block Compnse,s four Units. It is almed to discuss the theory and practice of
portfolio management. Unit 10: Portfolio Analysis, explains and illustrates the
concepts and measures of return and risk as they apply to individal assets as well as
portfolio of assefs. This Unit also highlights the process of diversification of risk
and introduces the portfolio selection problem and process. Unit 11: Portfolio
Seleciion, explains and illustrates Markowitz’s approach and the Sharpe’s
Single-Index Model for selecting optimal portfolio of assets. This Unit also
highlights limitation of these models and point‘out some alternative models Viz.
Multi-Index Model or Goal-Programming approach to portfolio selection. Unit 12:
Capital Markct Theory, is aimed to introduce general theory of Pricing the capital
assets. It discusses in detail the Capital Assets Pricing Model (CAPM), pointing out
its basic tenets, azsumptions, rationale and mathematics. This Unit also explains
Capital Market Line (CML) and the Security Market Line (SML). It also discusses
Beta measure of risk and its implications for portfolio selection. This Unit
]nghhgh!s the limination of CAPM and introduces the alternative appraach to
pricing the capital assets, namely, Arbitrage Pricing Theory (APT).

Unit 13; Portfolio Revision, constitutes the fourth and lhe last Unit of this block.
This Unit points out the meaning and need for portfolio revision. It contrasts
‘active’ and *passive’ portfolio revision strategies. It also highlights constrain¥g in
portfolio revision and explains and illustrates formula plans for ponlfdlia%,
namely - Constant Dollar-Value Plan, Constrant-Ratio Plan and Varigble-R
- Plan. In one word, this block introduces il the aspects of portfolio % ment,
: .

namely, portfolio analysis, portfolio selection, portfolio timing and







UNIT 10 PORTFOLIO ANALYSIS
Ohjectives | | | |

The Objectives of this Unit are (o:

e explain and illustrate the concepts _and measures of retﬁrﬁ and risk as they apply
to individual assets as well as portfolio of assets K

» highlight the concept of diversification of risk _

e discuss the portfolio selection problem and the process .

Structure _

10.1  Introduction

10.2 Inputsto Portfolio Analysis .
10.2.1 Return and Risk Character’stics of Individual Assets:
10.2.2 Expected Retusit and Risk of a Portfolio
10.2.3 Diversification of Risk

10.3 Portfolio Analysis and Selection
10.3.1 Portfolio Selection Probiém
10.3.2 Selection of Dpiimal Poitfolio

10.4 Summary S
10.5 Key Words _ T

10.6 Self-assessment Questions/Exercises - . .
10.7 Further Readings ' : O

Appendix-10 A ' ?\ .

101 INTRODUCTION _

To most of us a ‘portfolio’ means a collecti
securities) such as shares, debentures and gove:

unusual to define a portfolio in such terms since the institutional portfolios
(insurance companies, pension funds, mutual funds, banks, etc.) do, in fact, consist
of such assets. However, in a mote general sense the term ‘portfolio” may be used
synonymously with the expression *collection of assets’, which can even include
physical assets (gold, silver, real estate, eic.). What is to be bome in mind is that, in

 the portfolio context, assets are held for “invesiment’ purposes,and not for
*‘consumplion’ purposes. - ' .

With these remarks, we intend to present in this unit a basic framework for portfolio
- selection. We will begin with the analysis of return-risk characteristics of individual
. assets, and then proceed to examine how individual assets combine into a portfolio
1o determine its return and risk atiributes. Having done so, our next logical step
* would be to consider the question: how can an investor make a choice when facing
. an infinite number of possible portfolios? Or, more precisely, how can the investor
decide which assets to hold and how much to invest in each? Quite obviously, the -
ultimate choice of-a portfolio will hinge on the investor’s attitude towards risk and -
retom. '

10.2 INPUTS TO PORTFOLIO ANALYSIS

Portfolio analysis builds on the estimates of future return and risk of holding
" various combinations of assets. As we know, individual assets have risk return o
. characteristics of their own. Portfolios, on the-other hand, may or may not take on : . T
o | S | 205
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| _ the aggregate characterlsucs of their mdmdual parts. In this section we will reﬂect

on the assessment of return-risk attributes of 1nd1v1dual assets and portfollus
10.21 Return afd Risk Characteristics of Individual Assets

For Individual assets, the returns are measured ii an intuitively logical way over the
predetermined investment horizon (or holding period). For instance, the returns -
from investment in equity share are measured over a single holding petiod (t) as
follows:

Dividen'dsn + ( Market Price; — Market Pricet 1)

Total Returnt =
Market Pricet -1

Within a multi- perlod framework, one may.even apply discounting model to
estimate returns, What an investment analyst essenually endeavours to obtr’n is the

. forecasts of retarn.

It is axiomatic that return predictions are seldom 'acclirale So investment analyst
also aims at measuring ‘upside’ potential and *downside” danger - that is, the
potential that actual retums may exceed the estimate and the danger that the returns '

" may be less than that. In mveslment parlance, this is known as measuring -

‘investment risk’.

 Usually, an analyst obtains, for a given périod of time in the future, a series of . - |
~ possible rates of return with some probability of occuirence for each return-

summary stalistics, namely (or mean) rate of return” and the ‘variance (or
equivalently; its square root, (o ndard deviation) of return distributions’. The
latter, which measures adth of the distribution of expected returns from an
investment, is conside & tasure of the investment risk. .

A question with ?ce as a measure of risk is: why count ‘happy’ surprlses (those

estimate. Based on the distributiz: of these return estiinates, hé computes two

~above the expecte@feturn) at all in a measure of risk? Why not just consider the

expected return (i.e. the downside danger)? Measures that do
Yecommend them. But if a distribution is symmetric, such as the .
ution, the result wiil be the same. Because, left side of a symmetric
nisa mlrror lmagc of the nghl Sldc Al[huugh dlstrlbutlons of forecasted

' analysns.

In Bleck 1 of this course, we had dlscussed how 0 r.,ompute mean and vanance (or
standard deviation), so we needTiot reiterate the procedure ‘here. You may,
however, look up appendix 10-A, to quickly revise the concepts of portfolio return

‘and risk. We may now refer to Exhibit 10-1 that depicts the distribution of returns -

that might be expected for two'investments, A and B.

_ Exhibit 10-1 :
Posslhle Outcome.s of M [ndependent lnmls

T 50% -~

25% =

Probability of Qutcome -

| 1 T
0 . 10% W% 30% | 40%
' : Expected Rate of Rétumn




- The mean or expected réturmn, at the vertical dotted lme, isthesame forboth -~ .  Portfolio Analysls -

investments. But, investment B is more risky. With investment A, the distribution
of returns (or possible-cutcomes) is more closely grouped about the mean value; in

: olher words, the variance is smaller than that of investment B. Consequenl]y, jtcan
‘be said with greater degree of accuracy that our forecast will be close 10 the actual

return from investment A.

" When we move from evaluating a single asset in isolation tﬁ evaluaiing a portfolio,
" “our return-risk analysis changes. Return is still the expected return, but for a

‘portfolio the return will be the average return from all the assels held in the -

portfolio. Risk is still the variance (or standard dcwauon) of the expected returns
from the portfolio. The investor is still concerned with upside potential and -
downside danger. However, the risk of a combination of assets is very different
from 4'simple.average of the risk of individual assets. Most dramatically, the

. variance of a portfolio of two assets may be less than the variance of either of the

assets-themselves. We will examine all these aspects in the discussion that follows.

0.2.2- Expected Return- and’ Risk of a Portfolio -

The tetura on a portfolio of assets is sunply a weighted average of lhe return on the
individuat assets, The weight applied to each retum is the fraction of the ponfollo
mvested in that asset. Thus,

n- . . . .
CEE T 3 010.1)
i=1 -,
Where ' ' O :
' - Tp = the expected return of the portfblio; ' ?\ :
xi = the proportion of the portfolio’s jiMal fur invested in asset i
T -:‘ the expected return of assel i; an
n = the number of assets in ﬂiu@b. '

To illustrate the application of the above formula, let us consider a ponfblid of two

-equity shares A and B. The expected return on A is, say, 15 per cent and thaton B

is 20 per cent. Further assume that we have invested 40 per cent of our fund in share
A and the remaining in B. Then; the expected portfoho return will be

40 % 15 + .60 x 20 = 18 per cent.

It may be noted here that portfolio weight can be cither positive or negatwe In case
of securities, the weight will be negative when investor enters into ‘short sales’.
Usually, investors buy securities first and sell them later. But with a ‘short sale’ this
'process is reversed; the invéstors sell first the securities that they do not possess,
and buy them later to cover the sales. Since institutional investars in our country do
not enter into such short sales, we will ignore the situation of short sales in the
present discussion as well as in our dealing with the subject matter in subsequmt

. unus

Having discussed the computanon of expected portfolio return, we now turn to the

" measurement of portfolic’s return variance. As. mentioned earlier, assets when

combined may have a greater or lesser risk than the sum of their component risks:

* This fact arises from the degree to which the returns of individual assets move

togethér or interact. It is vital, therefore, to consider covariance of returns in
estimating portfolio variance,

Teo illustrate the point let us consider a portfoho of real life asscts over a historical
period. The assets include, for example, three equity shares with the following
return-risk gharacteristics:

— s .

| 201




Portfolio Theory : Monihly Average Standard Deviatlon I’m[;orﬂorl Invested

Return { &:J (%)
. {%)
ACC '8.89 19.55 ' .33
Century Textiles . 5.12 799 ' 33
Hindustan Lever 342 618 34

‘Monthly returns here represent average appreciation of share prices estimated on
the basis of price movements over 26 monthly intervais during the period 1989 o
February 1991. A weighted average of standard deviation of each share retirns
works out to { .33 x 19.55 + .33 % 7.99 + .34 x 6.18 } 11.18 per cent. However, a
"direct estimation of standard deviation of historical portiolio returns yield a figure
of 9.61 per cent. Thus, the portfolio risk, as measured by standard deviation, is less
than the sum of component risks. The lower portfolio risk in this case is due to the fact
that the returns of the select scrips have not exhibited greater tendency 10 move
together. In facy, the corrrelation co-efficicnts of returns (we will discuss aboul
covariance and cotrelation co-uiticient after a while) between ACC and Hindustan
Lever and that between ACC and Century Textiles were found to be low (3 and .4
respectively) during the périod under consideration.

The computation of the portfolio variance in the above exaniple is based on the
foilowing formula:

D En“ O . (10.2)

i=1

goe of refurns between asset | and asset j. An
S now in order.

where oy denotes the ¢
explanation ot theformu

We start ofl with tR¢most important clement of this formula, namely, covariance. It
is a slatisty easite of how lwo random variables, such as the returns on asset i
and j, ‘mowgflogether’. A positive value for covariance indicates that the assets”™
et tend Y go together. For example, a better-than-expected return for one is

li cur along with a better-than- expected return for the other, A negative
covariyfce indicates a tendency for the returns 10 offset one another. For example, a
better-than-expected return. for one asset is likely to occur along with a worse-than
-expected retum Lor the other. A relatively smail or zero value for the covariance
indicates that there is littlé or no relationship betweer the returns for two assets.

Closely related Lo covariance is the statistical measure known #s correlation. The
relationship is given by

Gij = Pij G Gj

‘where pij denotes the correlation coefticient between the return og asset i and that
on j. The coirelation coefficient simply rescales the covariance to facilitate
comparison with corresponding values for other pairs of 1random variables. The
coefficient ranges from -1 (perfect negative correlation) to + 1 (perfect positive’
'correlatwn) A co- cfflcwnl af 0 indicates, in our context, that returns are totally
unre]aled

Given an understanding of covariance and correlation, next logical step is to know
how the double summation of equation (10.2) is performed. Perhaps a more
intuitive way to do this is to start with the first summation and to set i at its initiat
value to i. Then the second summation is performed for j going from'i to n. At this,
point, i in the first summation is set equal to 2. Again, the second summation is
performed by lelting j go from i to n. The process is repeated till i is set equal to its
upper limit . For a portfolio of three assets, following the process of our double
‘summation (or even otherwise), we will have
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2x1x,m1+2xzx,crz,+2xsx,031
=1 C k=1 o=

= [ *1X1 011 + X1 X2 O12 + X1 X3 O13 + X2 X1 02}
+X2X2 022 + X2 X3 023 + X3 X1 031 + X3 %2 032 + X3X3.033 ]

Another convemenl way to obtam the above resulis will be to. [|rst selup the
fol]owmg ‘variance-covariance’ mamx

. Weight Xt Xz X3
Assets 1 2 3

- X P 011. o o13
X2 2 o1 © om . on
Xa ) 3 o1 o 03

The entries along the digonal (i.e., 011, 022 and 033 ) from the exterme north-west
corner to the exireme south-east corner, denote covariance between each asset and |
itself, In other words, they represent the variances for the individual assets. There

|
are other interesting features of the above variance- -covariance matrix that ve
mention. First, such matrices are square and thereby the total number of n

‘assets equals nZ. Second, the matrix is symmetric, i.., the elements ipthe ¢
above the diagonal also appear in the eorrespondmg cells below lnal

Consequently, therc are { nZ = n )/2 terms of covariance.

Once the vatiance-covariance matrix is constructed, compu% portfolio

variance is comparatively a simple operation. We o quireMo take cach of the
entries in the matrix and multiply it by the portfolio t the top of the column

and then again by the portfolio weight at the ide olMhe row, For example, in
the case of a1 we will compute the produd%‘om When we add up such
products for all the variance-covariance terms. e maltrix, the resulting sum is the

 variance of the portfolio returms. ' :

- As an example, consider the following variasice-covariance matrix- for the equity
shares of ACC, Century Tex.ules and Hindustan Lever: -

Weight - 33 M
ACC Century. Hind Lever
33 - ACC 382.09 68.73 39.87
33 Century ' 68.73 © 6382 68.87

34 Hind Lever .. 3987 68.87 38.25

Following the approach just mentioned, we can calculate the portfolio variance as
follows: ' '

oF = (33x 33x382.09)+(33x 33x6873)
+(.34%.33x39.87) +(.33x 33x68.73)
+(33%x.33%x63.82)+(.3d4x 33x6887)

+(.33x.34.x3987 ) + (.33 x"34x 68.87 ) + (.34 x 34 x 38.25 )3

= 9235

or op = 961%
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' Thls is the ﬁgure we mentmncd earhcr

To this point we have only concentrated on del.ennmmg the expecteﬂ rate of rétarn

© and variance of a pom'olao based on the retum-risk characleristics of the assests we -

put in the portfolio. We will now focus on the issue of dwmlﬁauon of risk that

-canbe achlevo:d ﬂn‘ough portfollo investment. -

10.2.3 Diversil’icatlon of Risk

Effoﬂs to spread and minimize porlfoho risk take the foml of d:vemfimudn Most '
investors prefer to hold several assets rather then putting all their eggs into one '
basket, with the hope that if one goes bad, the others will pwvlde some protection

. from exireme loss. Surely enough, t there is merit in this approachi; although-some

investors hold a contrary view point that recommends pumng all eggs intoone

' basket and then keeping a sharp eye.on the basket. -

"That the overall pon.folm risk can be reduoed by addmg more assets in the poﬂ.l'ollo
is not difficult to understand. Let us recall equation (10.2) for the portfolio variance.
Pumng sepsralely thevamnoeandwvanmlams,thsequaﬂonmbemhﬁmas_

0|2: Ex. .,+E Ex'quj (10'3)

jehjei

(vanancn_:) ovariance}

For convenince and withoyfJoss Ohgénerality, lét us assume that equsl amounts are
being invested in an ahove equation now becomes . S

o - %/n)ij-l-x E(I/n)(l/ll)Oij
inl ' ;

i=l j= 1.]!!

Facto? 2 bu 1-from the f1rst summatlon and{(8-1)4 fmm the second, we have

-(I/n)}: .,.(n 1_] E 2 m(n—l)

|-1 j=l jeljmi

or, - of,-(lfn)aia-(n—l)/noij ' -
- n "
-~ where - Gji = b0
. ) n
im]l

= average variance of the assests in lhei pdrlfolio; and-
no n

_35;-2' 201/n{n~1)
el jml,jei .

- aver'age cdvatianc'e for individual assest with every other asset

As n increases the f1rst term approaches to zero, and the seconeL;erm converges {0

the average covariance, Oj i j. Thus, individual risk of assesls as-fneasured by their
variance { oii ) can be diversified away with the increase in size (n) of the portioliv. -
But, the individual asset’s contribution to the total risk asimeasured by its average
covariance 0jj can not be diversified away. In fact, the latter puis a limit 10 the
dwe;sut‘xcauon that can be achieved lhrough portfoho mvc;slmems This i is being.

1]lustrated in Exhibit 10, 2




 Exhibit 102
Risk % Diversification of Risk -
100 o

Diversifiable Risk -

S
. .

20—
Non-_Diversiﬁ_able Risk .

' : T T . .: 1 . - 1 w\
0 . 10 _ 20 30
. Number of shal_'es . :

It inay be noted that beyond certain portfolio size, there is nircal gain from
addition of further asscts to the portlolio; the red @ bin risk is marginal and

insignificant. -

We will discuss more about diversifiable a@iveréi'ﬁablc risk in Unit 12. A
word of caution may, however, be urged hereNgife above discussion would appear
to suggest that the overall portfolio tisk can be reducéd by only increasing number
of assests in the portfolio. This is not true. Several empirical studies have indicated
that a portfolio comprising a few asstts selected carefully for their risk-diversilying
characteristics (i.¢. nature and degree of variance and covariance), would be less
risky than a porifolio of considerably greater size with assels being selected without
regard to risk. Thus, what matters in diversification is not the number of asscts per
se, but the right kinds. : o

Activity 1
.a) - Define the following tcrms.

i) ‘Optimal porlfolin

ii) Variance-Covariance Matrix

2m
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b) - What is the major point illustrated trough Exhibit 10.2,

...............................................................

103 PORTFOLIO ANALYSIS AND SELECTION

Now that we have reviewed all the atiributes of combination of assets (namely,.
return, risk and diversification), we are in a position to examine.the portfolio
selection process. For the purpose of our analysis, we will assume that rational
investors are risk averse and prefer more reiumn to fess. With l.his'_assumptim, letus
first state the portfolio selection problem. : T

10.3.1° Portfolio Selection Problem L

What is the opportunity set of investments or porifolios from which an investor _
mustfnake a choice? A quick reflection on equations (10.1) and (10.2) would reveal

that there are infinilc number of possibilities 10 combirie n ass | into a portfolio,
provided an investor can hold a fraction of &n asset if he or she 30 desires. Each one

-of these portfolios available for invesiment corresponds to 4 set of portfolio weights

(i.¢., the proportions of fund that investors may allocate to different assets), and is
characterised by an expected rate ofigeturn and variance {or standard deviation).

; portfolivs of *feasible set” to determine his
fiunately, the answer to this guestion is *no’
hine only 4 subset of feasible setlot portfolios.”

Does an investlor need'to evalua
or her "best” or “optimal” porlf
The invesior is required Ig

TS need to look al only a subset of the available-
xhibit 10-3.

, EXHIBIT 10-3 -
SET AND SELECTION OF OPTIMAL PORTFOLIO

To understand why
porilolios, let us co




All the points covered by the shaded area in risk-return space represénl the feasible - Portlollo Aualysls .
set of investment vpportunities or portfolios. The investors would, however, prefer
some of them to others. Since the investors are assumed to be risk averse and prefer
mote feturn to less, their choice of portfolios.will be bounded by the foliowing two
crilesia: ' . '
1. Given two portfolios with the same expected return, prefer the_ one with the
least risk exposure. _ ' o '
2 ‘Givea two portfolios with the same risk exposures, prefer the one with the.
Not all the portfolios will conformn to these criteria. And, hence, an investor's
choice set will be reduced from an infinite possible combinations of assets to the set of
portfolios meeting the criteria. This set of portfoliod is termed 25 ‘efficieat se1’ or
‘efficient frontier’, : .

T

In Exhibit 10-3, such portfolios are lying on the north-west boundary between -
points E and S. The portfolios lying o the right of this boundary do not meet the
twin criteria of efficient set. For example, there is no portfolio offering less risk
than that of portfolio E. In fact, this is the "global minimum variance’ portfelio. The -
porifolios on the boundary between E and G are not efficient because there are
other portfolios on the upper portion of the frontier (E 1o S) that offer more

* expected rates of return for the same varying leveis-of risk. Similarly, no portfolios
to the right of § (incleding those on the boundary between S and H) are worth N\
considering as there are portfolios on the boundary baving minimum risk fdgthe
same varying levels of expected return. The portfoliio at S promises XIMY

© return.

In view of the foregone discussion, the portfolio selection pwm facéll by an

investor can now be restated as that of delineating efficient and then
selecting the best option from the set. All other feasiblgperifoligs, which are
inefficient, can safely be ignored in the analysis. Q _ .

10.3.2 Selection of Optimal Portfo

The actual computational procedure for locating ient frontier is much more *
complex than what it might appear to be from our geometric interpretations. We
need Lo employ some optimization technique, and this we will discuss in the next
unil. Meanwhile, let us search for an optimal portfolio from the efficient set.

Once the location and composition of the efficient set have been determined, the
selection of optimal portfolio by an investor will depend on his or her "risk
tolerance’ or “trade-offs between risk and expected return’. Fordnstance, a
risk-averse investor, such as a person nearing retirement, may prefer an efficient-
portfolic with low risk (as measured by standard deviation or vari-:ice), whereas a
risk taker may prefer a porifolio with greater risk and commenstraicly higher -
relugns. :

We can graphically plot any investor’s trade-offs between risk and return through a
series of curves as shown in Exhibit 10-3.'Each of the curves ( I, Iz, I3 ) represents
- different combinations of risk and return but all equally satisfactory for this
investor. Such curves are known as “utility’ or “indifference’ curves. An important
characteristic of an investor’s indifference curves is that each siccessive curve '
‘moving upward 1o the left represents a higher levels of satisfaction (or utility)
" Thus, the investor’s goal would be to find a portfolio that brings the greatest
-satisfaction. In pursuing this goal, the invesior would like to select a portfolio that
lies on the curve that is highest and farthest to the left. This portfolio will

correspond 1o the point 0° where indifference curve I2 is just tangent to the efficient

‘set (see Extiibit 10-3). Accordingly, the porifolio composition 0° will be the
213
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.dealing with in

investor’s choice of optimal portfolio. At this point. # question may arise whether or

not there will exist a tangency poinit 0°. The answer Lo this question is generally
*yes". This is because of two factors. First, the indillererice curves are convex, i.g.

- moving upward 10 thie left. The convexity, in essence, refleets our assumptions that

rational invesiors are risk averse and prefer more return to less. Second, as long as
correlation coefficient between returns on any two assets (comprising the portloiio)
is less than +1 but greater thai — 1, the-efficient frontier will be concavein =~
risk-return space, So, in most cases one would find a point of tangency that
defermines an investor’s optimal portfolio. '

In retrospecl. portfolio s:-.:leciion process entails four basic steps:
Step 1 i}jcnlil’ying the assels to be cginsidcrcd for portfolioc construction.
Step 2:  Generating the necessary input data 1o portfolio selection; this involves

zslimating the t.xpen,led returns, varisnces and u}\rarlances for all the -
_ assels cansidercd. : :

Step X: Delmeatmg the effecient portiolio.

Stepd: Given an investor’s risk tolerance level, sclicting the optimh] portfolio m
* terms of: (a) the assets to be held; and (b) lht. proporhon of avallable
[unds tobe allocaled to each.

rlbecl above is not sornething new; the model
briefly in 1952 and later.in a complete book
fficient Diversification of Investments (1959). One
important concept Lha pkowitz emphasised for the first time was that some
measuie of ris%ol just the expected rate of-retirn, should be consjdered when

The pbrtfoho selection pr:
was presefited by Harr:

nt decision. Markowilz’s approach to ponfoho analysis and
acte® a number of academicians and practitioners, who subsequently
he basic framework so that priactical application could be more
idered. Another interesting thing happened. Following the presentation-
1odel, there had been g wide spread realisation of how computers could be
in investment du.lstur} making. Markowitz's own solution to portfolio

. selection problem necessitites, as we will sce in the next unit, application of -

computers. As i final refnfirk; we may mention that Markowitz’s work marks the
beginnings of what is today known as modern portfolio theery.

Activity 2

4) Listoul four basic sleps of ponl'n]i_q selection process.

b)  Whose work marked the beginaing of mu.dcr_n purtlolio theory?



10-4 SUMMARY | -- \ _ _. - _ Portlolio Analysis

This unit describes the basic components of portfolio selection process. Beginning
with the estimation of a portfolio’s expected return and risk, which in turn involves

 estimation of such input data as €xpected return, variance and covariance for cach
of the assets contained in the portfolic, we have explained why an investor should
‘consider only the ‘efficient'sei’ out of the feasible set of portlolios. Once the
efficient portfolios are delineated, the investor will next “select the *optimal”
portfolio depending upon his or her ‘rade-offs’ betweun return and risk. la terms of
graphical analysis, such optimal portfolio will be located at the point where
indifference curve that summarizes the investors’s risk-return trade-otls, is tangent
o the efficient set. In this kind of approach to portfolio selection, it is assumed that
rational investors are risk averse and prefer more return to less. Finally, the
portfolio selection approach presented here epitomizes the Markowitz” model
developed in early 1950s, '

10.5 KEY WORDS

Portfolio refers to collection of assets (financial or physical or both),

Portfolio welght refers 1o the fraction of available fund that is being invested in g
_particular asset in the portfolio.

Expected rate of return is the return on an asset (or portfolio) over a holdi

period that an investor anlicipates to receive.: .
Standard deviation is a measure of the dispersion of poés’s'iblc pulcqu nd the

expected outcome of a random variable. _

Variance is the squared value of the standard deviation. e ; \
Covariance is a statistical measure of the relationship wo riundom
variables. ' : '

Correlation coefficient is .4 stasistical measure s to covariance in ihat i

measures the degree of mutual variation between two random variables. The -
correlation coefficient rescales covariance 1o facilitate comparison among pairs of
random variables. The correlation coelticient is bounded by the values — 1 and +1.

Variance-covariance matrix is a table which symmetrically arrays the coyariance
between a number of random variables. Variances of the random variables lic on
the diagonal of the matrix, while covariance between the random variables lic above
or below the diagonal..

Diversification means the spreading of investments over more than one assel with a
view 1o reduce the partloliv’s risk {i.c., the variability of expected portlolio returns).
Feasible set (or opportunity set) respresets the set ol all portlolios that can be
formed by an investors, given a population of assets.

Efticient set (Efficient frontier) is the sct of portivlios ol a given population ol
asscls which ofter the maximum possible expected return for a given level of risk.

~ Global minimum variance portfolie is the Jowest-vatiance portfolio achicvible,
given a papulation of assets. ' : :

Risk tolerance reflects the trade-ofl between risk and expected return demanded
by an inveslor.

IndifTerence curve is the locus of portiolios, considered in terms of expected
returns and risk, that provide an investor with an equal amount of satislaction,
' 215
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Optimal portfolio means the feasible portfolio that offers an investor the maximum

“level of satisfaction, given his or her own preference for return and risk.  This

portfolio is located at the point of tangency between the efflclent set and an
mdlfference curve uf the m\!estor :

) 10 6 SELF-ASSESSMENT QUESTiONS/EXERCISES

_ 1) “The followmg forecasts have been made for investments A and B -

lnvslmentA. : " Investment3
Return (%) Probabillly . Return(%) - . Probablility
10 s 2 T
15 ' 2 .12 a5
20 N N .2 40
. 25 - T
' R o, T 05

Calculate the expected rate of return and standard dLVlclllOIl Whlch investment
has more upside potential and downside dunger?

. 2) Ifa porlfoho s f'xpecled relum is dlways equal {o the welghled average of the

expected return of the componenl assels, why is not portfolio risk always equal
to the weighted average of the component assels” variances? Explain.

id§d you with the following estimates in respec)
xli_lcs, Escorts and Hoechst:

3)  Suppose an analysts has
of equity shares of ury

' . -  Century Escorts - Hoechst.
Expected Monthly s 4 . 9
Return{% i - A :

Standard ' - 87 : 17
D un(%) o i

(& n coellicients of Rclurnb Benvccn

Century anl Escorts . . B

Century and Hocehst : . ) 6

" Escorts and Iiocchst I 3

Assuming that cqual amounts of the aviilable fend wilk be invested in the three -
scrips, estimale the portfolio’s mean relurn and standard deviation, -

4)  Consider two securities with the following characieristics:

A - : ' B

Exp.t‘l..‘todl.{efum('r},} o ' 12 : N {7
Standard Deviatiation (g ) : 08 . L 11

Assuming no correlation between the retlurns on two suurmes, calculale expected -
relum and sland.lrd dewauon for each of the following portlolios:

- _ l’mtl’nllu.w;-lghls(x.a)
Security A - © 10 CTs s 25 0.0

Plot these portfolios, with expected portfolio réturns on x-axis and standard
deviation on'y-axis. Locate lhu., cff:cmnl fronlu.r dl'ld the porlfollo with l:.dsl risk o
standard deviation.

Can you precisely clelermine_ XA corresponding to the portfolio with rﬁi'n-ilhum _



standard deviation? (Hmt Obtain the equation for op with zero correlation between .
returns on two securities. To find xa for which op is minimum, set the first order
derivative of ap, with respect to xA equal to zero, and then solve for XA.)
5) Explain the following in your own words and using graphs:

a) . diversification of risk

b) indifference curves

¢} selection of optimal portfolio

6) For a portfolio with the following characterlsucs, calculate the rate of return
and the standard deviation of the rate of return ( rt and op %

* Security Price Decrease/  Dividend ai
(Proportlon). Begioning It crease per share in
of 1990 in price during 1990

1990
A ‘35I Rs. 25/ share Rs. 3/ sﬁare Rs. 1.5 ) 05
B 25 Rs.63/share  —Rs. 4/ share o 01
C 40 Rs.38/share  Rs. 5/share Rs.3 10
Correlation matrix
' A B C

A 1.0 +.01 -2 _
B +01 .10 +7 '
C =2 +7 1.0

7} Consider the data given below: ' O
Security R o ?\

A 20% 5
B 5% 5%
[o ' 35%
Correlation Matrix _ _

' A : B T C
A _ 1.0 + .01 -2
B +.01 o 1.0 ' +.7
C -2 - +.7 : 1.0

a) Form all possible portfolios consisting of two securities each and
calculate the rate of return and standard deviation of rate of retura for
each one of these 'portfolios_. You may assume that each portfolio has
equal proportions of the two securities constituting it. :

b) Out of the set of portfolios formed in Q. 7a, identify the efficient portfoliv
(s) : ' :

'8). Refer to the following observations for sécuritics X and 17

TIME PERIOD . OBSERVED RETURNS
- B Y

1 10 02

2 © .14 )

3 12 ' 08

4 08 ' 17

" a) Compute the sample mean returns for X and Y.

Porifolio Analysls
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'10.7_FURTHER READINGS

'b) Compute sample standard deviations for X and Y\‘
¢} Compute covariance between returns for X & Y.

d) Compute the sample correlation co-efficient between the returns ori X &

Elton, Edwin J. and Gruver, Martin J., 1987 Modern Porgromr Theory and
Inw:smsenmna{ysm, John Wiley & Sons.

Alexander, Gordon J. and Sharpe, William F., 1989 Furdamenials of Investments,
Prentice-Hall, Inc. - :

. ANSWERS o - ‘ |

Self-assessment questions

6 no=1313% ' o ‘

- Op = L77%
7a) 1AB = 12.5%

OAB =~ ;63% ' _ | |
TAC = 27.5% 0 : _
OAC = .06% ' ‘

. i-gc- - 26% O | | ‘ _

 OBC ~ .62? : -
7b) Pmt@ﬂ ed by securities A and Cbecause 1t has the highest rate of -

retu loweststandard deviation,

8 A1, Ty = 0625 . ' . ‘

= 0258 ,0Y » 826
c)oxy = - 0017
d)pxy ~ -.798




. Appendix-10A . S " Portfolio Analysis
" Rate of retwrn of a portfolio _ o - '
The rate of return from a portfoelio is computed as:

N
T 2 Xi Tit
im1

‘where
. Tpi = Tale of returm of portfollo during period t
o= propomon in terms of value , of security i in the porlfollo
rit = rate of return of security i during period t
No number of securities comprising the portfolio '
Tit , the e of retum dsemmyi wing pmodtls in turn computed as -
follows:'

it @ ( Pit+1—Pic+ Iit /Py
| where _
' Pits++ = market price of security i at beginning of period 1 + 1 {or
alternatively atthe end of period t) _
Pit = market price of security i at beginning of period t - 0
Ii = income in the form of dividends/interest etc.
received from holding security i during peri

To illustrate the concept, let us take an example of a portfdlio QRQDTiSIN _hréc '
securities A, B and C. The relavent data is given below: L@‘

Security Price . No.held % ¥ Dividend -
- : beg. 1999 “beg, 1990 recd, 1990
A Rs. 25/ share S0 Rs. 289 share Rs. 2/ share
"B Rs. 50/ share 30 @ 49/ share Rs. 4.5/ shate

C Rs. 60/ share, 100 ' Rs.65/share ~ Re. 1/share

Now from the above data, we can compute XA, XB, and Xc as follows:
| qu(zsx100)/((25x190)+(50x30)+(60x-100))
= 2500/( 2500 + 1500 + 6000 )
} = 2500/10000
=25
(50 x 30 )/{ (-25 x 100 ) + (50 x 30 ) + { 60 x 100 ) )
1500/( 2500 + 1500 + 6000 )
1500/10000
= 15 : ) . }
Kc = (60x 100)/( (25 %100 ) + (50 % 30 ) + { 60% 100 )
| = 6000/( 2500 + 1500 + 6000) '

XB

= 6000/10000
-..6

Smularly,ﬂm computer ,r ,r . asfollows:
AL990 B1990 C1990
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T L (28-2542)/25

Al1990
- 5/25
~ 2(20%)

T o= (48-50+4.5)/50
-25/50 -
- 05(5%)

I .

C1000 = (65 -60+1)/60
- 6/60
= 1(10%)

Now we can compute the rate of refurn from the portfolio as follows:

)+ (15%x.05) +(6x.1)
Sk 0075 + .06

Y = 1175 (11.75% ) S S
From thg/Mbpve illosiration w’é can see that the rate of returti from a pertfoliois a

~ Tuncti tes of returns from individual securities comprising the portfolio.

a Portfolio

The most commonly uSed measure of variability of returns froma porlfolio 5 lh_e
standard deviation of the returns of the portfolio and this is computed as follows:

) N N-1 N ' v
: UP-EX?O?#ZE_E Xi Xj pij G O
' im1 S TS
“where
op = standard deviation of refurns of the the portfolio -

Xi = proportion ( in terms of value ) of security i in the portfolio. -

Xj.= proportion ( in ierms of value ) of security j in the portt‘o]io: :
i = standard deviation of returns from securjty i '
Oj = standard deviation of returns from security j

pij = coefficient of correlation-between the rates
of return of securities i and j
"N = _l.he number of securities in the portfolio

To illustrate the concept, let us take the exﬂmplg considered in the earlier section,
with some additional data provided as follows: : )



Securlty _ X; E o;

(as computed above}  (standurd devlation)
A o 235 S
B .15 1

- C ; 60 2

The correlation matrix (between the rates of return of securities A, B and C) is-
given below:

A B c

A 10 +1 +8
B ol 1.0 -6
c +.8 -6 : 10

(It should be noted that the above matrix will have diagonal entrics ‘= 1 because
© pAA = 1,pBB = 1,pCC = 1 and that it is symmetric because '
PAB = PBA, PAC = PCA,PBC = pCB):

~ (Giventhis data op is computed as:
op = (252 +( 1) + (5P + (1P +( 6P +(2)

+2x.2_5x.15x.1x.lx.1+2x.25x.6x.8x.l'x.2
+2x . 15x6x(-6)x.1x.2

000625 + 000225 + 0145 + 0075 + 00007 48
= 025465 ' o

= 2.5% _
From the above formula it is apparent that the risk rll'ci’o which has a high
degree of correlation between the returas from its tséeurities would be
higher than the risk of a portfolio which has a Jogw degige of correlation between the
returns Lrom its constituént securities. Herei ¢ crux ol portfelio management
-in urdr,r to reduce the risk of a portfolio, & o manager would have o pick
and Lhuusc a diversified basket of securities such that the degree of cocmovement
‘between their returns is very low. :

Though the standard deviation of returns i$ a well aceepted measure of the riskness
associated with a securily, modern purtlolio theories belicve that a better index of

riskiness would be the “beta” value of a security. While the standard deviation
measures the total variability in returns from the security, the beta value is an index
of that portion of the variation which can be attributed to market-level factors which
arc nod unique to the firm, Modern porlfoho theorists argue that that risk whu,h
ariscs from factors unigue to the firm are not that important hecause they can be

" eliminated through diversification. The beta value of a portfolio indicates the degree
of seniitivity of returns from the porilolio to chan ges in the returns from the market
as a whole and is computed as {follows

E X, i

=1
where Bp = beta of the porifolio _
X; = propotiion {in l¢m13 of \'ralue)'of security i in the portfolio,
ﬁ, = beta value for security i

. N =number of securities comprising the portfolio.

Portfatio Analysls
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" Returns on these securities are as under:

' The beta value of individual securities (which indicates the degree of sensitivity of

returns from the security to changes in the returns from the market as a whole) is in

lurn got as foflows:
cov {15, #m ) ' '
Bi = —— 2
var (rm)
Where
B: = betavalue of securily i

Cov{rirm) = covariance between the retumns from security i and reiurns from
the market '

Var (rm ) = variance of retarns from the market

From the above discussion on the beta value of a portfolio it becomes clear that if
we usc the beta value as an indicator of the riskiness associated with the returns
{rom 4 portfolio, and if we wish to mirimise this risk, we would have to pick and
choose securities which have very low beta values. In other words, in order to
reduce the risk of a’portfolio we have to choose securities who_sei retuns are fairly
insensitive to changes in the returns from the market as a whole,

|
! P
To illustrate the concept of co-variance, suppose we have iwo securities A and B.

o MONTH |
' 1 2 3 4 Mean
Security A 04 ~Y 08 i o4 .03
Security B 02 -4 06 08 03

oo - § Lon
i=1 |

4-.03)(0.02‘-.03)+(-.04-.03)(-0.0i4;.03)
3 .

.

@ + (08 —03)(.06-.03) +{.04~.03)( .03 - 03)

- (—.00{}1)+(.0049'}+(—.O{}15)+(.0005} R

3 3 w0013
paB ( Co-relation Co-efficientaR ) = — 20—
OA . OB
o013
= Doseg T 47

where (0A }and (0B ) = standard deviation for A and B regpectively

I

T -7y

and {oa) = iiﬁ_—f—-—

Co-variance is a small .0013: This is due to the fact that securities are moving in

the same direction in one period and in the-oppusite direction in the other period,

On the other hand, if the co-variance is a large siegative value, then we can say that
X

securities are consistently moving in cpposile directicn. -

Co-relation coefficient of 217 depicts that securities are ncit[lur}l)cr_[gclly
tegatively correlated nor perfectly positively correlated. They are lowly positivety
vorrelated, i



UNIT 11 PORTFOLIO SELECTION

Objectives

The objectives of this unit ate to :

e explain and illustrate the ‘\'/larkowilz’s approach to delineating efficient set.

¢ discuss the basic tenets of Sharpe’s single-index model and how the model’
simplifies sefection process

*  describe other portfolio selection models

Structure

11.1 introduction

11.2 Finding the Efficient Set
' 11.2.1 Consirained Minimisation Problem
11.2.2 Lag range Mubtipliers Te@uque
11.2.3 Tracing the Efficient Frontier
11.2.4 Limitations of Markowilz Approach

11.3 Single-Index Model

11.3,1 The Assumptions apd the Model
11.3.2 Systematic Risk, Diversifi able (or Residual} Risk and C ovariance of Retuy

11.3.3 Variance of Portfolio Relurns

11.3.4 Estimating Beta and the Diversifiable Risk Component '
"11.4  Other Portfolio Selection Models - O
11.5 Sumimary ' .
116 Key Words ' ' ?\ .
11.7  Self-assessment Questions/Exercises 2
11.8  Furiher Readings ' Q~
i1.1_INTRODUCTION Q;)

In the previous unit, we noted that an investor’s opportunity set of investments or
portfolios will be defined by the “eflicient set”, Bul we lefi the question of actualy
. finding the etficient set unanswered. This unit will first provide a logical approach
to delineating clticient set. We will then discuss sonie of the practical problems of
implementing this approach, and present another model; known as “single-index
model’, that simplifics the porifolio selection process to a great extent. Finally, we
will indicate some other portfolio selection techniques.

11.2 FINDING THE EFFICIENT SET

We may recall that an efficient set is a continuous curve (sec¢ Exhibit 10-3.in Unit
10) which, in turn, means that there are infinite number of efficient portfolios. This
poses a typical problem to the investors. How cani one determine the composition
(i.e., combination of assets and portfolio weights) of each of an infinite number of .
efficient portfelios? Markowitz did contemplate this problem and, in a major
breakthrough, presented a sclution algorithm based on *quadratic programming®
technique. While a complete description of the algorithm, which is referred to as
Markawitz’s ‘critical line methed’, is beyond the scope of this unit, we may give
youaough idea of what is being accomplished by it. :

11.2.1 Cons'traim}d Minimisation -Problem

As we know, an-efficient set can be deterntined by minimising portfolio risk (i.¢.,
return variance) for any level of expected return. If we specify the return at some
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level and minimise risk, we have one point (i.e. a portfolio) on the efficient frontier.
Thus, we ned to solve the following constrained minimisaticn problem:

Mmumsevanance(o%) - 2 2 Xi x,oi, '
©oim] jel

Subjed to the constraints: '

1) Expected return ( Tp } is equal to some predetermined level Tp# ) .

). The sum of the portfolio weights for all assets in the portfolio must be equal
lol;(z Xi=1).

im]

~3) The porllnlm weight assigned to any assel should be positive.

{xiz0,i=1,..,n) In olher words, shon sales are not allowed

This is a quadratic prograrnmmg problem becausc of the presencc of terms llke
xf and x; Xj in the objective funcuon

.11.2.2 -Lag_runge Muitipliers Technigue

The above kind of non-linear minfigisation problem can be w]ved by applying
'Lagrange Multipliers Techniqeg. ilt explain the procedure wuh a three-assels
d

case and using the follewing exahg)€ data: _ _ }
‘Equily Shares - * > Monthly Expected Standard Deviation.
T : ' " Rewrn(%) : {56} '
Ashok Leyland : 35 ' o
ACC ?‘ ' X R 20
i 45 12
ance Matrix -

AshokLeyland  ACC ' Grsim

012 3 o w7
ACC 009 B _ o1a
Grasim 807 e s o

Letus suppose that X1, x2 and X3 are the portielio weights correapondlng tothe

equity shares of Ashok Leyland, ACC and Grasim respectively. The portfolic
welghts mustaddupto1,ie.,

x1+x2+x3 = _1

Let us further assume that our targel expected rate of retuen ( rp ) iss per cent. With,
l.hese assumpuons, we have .

a) expected rate of return equation (i.c., the rewurn consﬁ_fa_im)_:
| 05 = 035x1+.09%x2+.045 (1 —xy—x2)
which on simplification yields
Ul.x1 045 X2+ 005 - .0

b) returns- variarice of the portfolm

02 - 012,x%+ O4x§+ 014(1—x1—x2) +2x.009x) X2
+2x 007 x1:(1- x1—x2)+2x 014x2(1—x1 x2)




. which on simplification can-be wrilten as .-

Of = 012xf + 026 x% — O1dx1 +.004 x1 32 + Ola
Following the Lagrange Milltiplier method, we flow vrrite the objective
" function as

Minimise Z = oﬁﬂ[?,;'-?,,]

or Minimise Z = 012x{ + ozgxi 014 x1
+.004 X1 x2+ 014+ A [.01 x1 — 045 x2 +.005 ]

where Ais kmown as the ’Lag{a‘nglan multiplier’: The expression within the bracket
" _ensures that the retum oonstmmt will be always satlsﬁed while minimising the
variance.

'Ihevalumofn, x2 and l[awhlanwillbcmmmmn,mnbe oblained by setting the
mmaldeﬂvaﬁvesequalbmmmmsdvmgtheeqmummulmusly This is
shown below:.

o | 024x) + .004x2 + 01A. - 014 = 0

. oz ' _ ' '
— = 0z + 052x2 - 0450 = O

EI-”ﬁlx-Ode +.005-0 S '

a T bzt S O

Solving the above set of equations, we get : _ :
X1 = 445 ' - §

xz = 210 ' Qs
X3 = 345 | 9
Ao 248 | @

Thus, for a target expected rate of retum of 5- per cent, the ‘minimum-variance’ set
or ‘cfficient portfolio® will correspond 1o an allocation bf 44.5 per geni of the fund
to Ashok Leyland, 21 per cent to ACG, and the remammg to Grasim. If we plug the’
portfolio weights into the objective function, we find

o= 0117
or Op = 1089

- So,our mi_nimum—riék—purlfolié will have a standard deviation of reiurns of 1.8 per

The value of A in owr solution indicates the incremental change in the value of
objective function {i.e. the variance) that one might expect as a result of an
infinitesimally small change in the constraint (in this instance, the target expected
return). Since the objective function is non-linear, its slope changes continuously
and s should & . :

11.23 Tracing the Efficient Frontier

| The process discussed above can be repeated to find as many points as desired on
the efficient frontier, each time starfing with a specified target expécted rate of
return. In actual practice, standard compuier packages are available which can find'~

* solutions quickly and.accurately. For our example case of three equity shares, Table
11-1 shows ten efficient porifolios identified by the application of such a package.




. Table1l-1

Portfollo No. 1 -3 e . 5
Expected Retum (%) 39 4.5 50 56 6.2
Standard Deviation (%) 9.9 102 108 11.7 128
Composition (%) :
Ashok Leyland. 586 - 504 44.5 317 313
ACC g0 107 21.0 330 442
Grasim 44 389 345 93 245
PortfolioNo. 6 7 8 9 10
Expected Retum (%) 6.7 13- 79 84 9.0
Standard Deviation (%) 141 15.4 169 18.4 200
Composition (%) L _
- Ashok Leyland 249 185 122 5.8 0.0
ACC ' 553 664 776 887 1000
Grasim 198 15.4 102 5.5 0.0

f

* Thig is the ' global miiimum varisnce' efficient portfolio. No other pa;t[oho ot’fus lower Ie\rcl o‘l risk than llu.!.
** We have already illusteated the detamma!wn of this porifolio lhmugh the appln:amn of Lagrange Mlllllpllﬂ'l
Technique,

Once sufﬁc:em number of efficient portfolids are qelermmed it is a simple matiex

for the computer, using its cafility for graphics,/to draw. the graph of the emclent
set. Exhibit 11-1 shows thégraptdrawn by the computer package we had
mentioned above. -~ ' | '

O ' Exhibit. ILI : | N
o -~ EFFICIENT FRONTIER

--‘" . .
.”-ﬁ'.." )
o _ . . .'.,__.d"'

5'4 . . ' . _ .".."
36
1.8
%o T+ n BT 20
U . 8. .1_‘ . } 06, (%)

in.this context, it would be interesting to know the concepis of ‘corner porl:fol-ioé’ as
introduced by Markowitz. Any set of etficient portfolios ¢an be described in terms
of still a smaller sub-set of efficient porlfohos, which Markwitz termed as ‘corner
pe-tfolios”. The distinguishing- feature of two adjacent-corner portfolios is that: (a)
- one portfolio Wlll contain either al] the assets which appear i the other, plus one
~additional asset, of (b) all but one of the assets which appear ir the other. Thus, -
while moving along the efticient fromtier curve from one corner portfolio to the

226 next, porlfolw wmghts will vary until ¢ither one asset drops out of the porl.foho or



another enters. The point (or e portfolio) at which a change in the composition of
assets takes place marks a new comner portfolio. For instance, portfolios numbered 1
and 4 in Table 11-1, may be considered as corner portfplios. : :
An important property of corner portfolios is that any combination of two adjacent
. comer portfolios will result in a portiolio that lies on the efficient set between the
two comer portfolios. For example, if an investor puts 30 per cent of his or her
available funds in the portfolio numbered 1 and 70 per cent in the portfolio
‘numbered 4 (see Table 11-1), ‘ttien the resulting portfolio of the following
composition (or portfolio weights) _

Ashok Leyland : 30x58.6+.70x37.7 = 44.0%

ACC - . 30%0.04+.70 %330 = 23.1%

Grasim . 30x41.44+.70x29.3 = 329%

will be another efficient portfolio iying between the comer portfolios 1 and 4. Thus,
a computer algorithm may be developed which first determines some successive
corner portfolios, and proceeds next 1o delineate a set of efficient portfolios Jying
between every two adjacent corner portfolios. Each of these portfolios will
correspond to a dot in the return-risk space, which can be finally connected Lo draw
the graph of the efficient set.

11.24 Limitations of Markowltz_’s Approach

It is easy to see that the Markowilz’s approach to trace efficient set is extreme
demanding in its input data needs and computation requirements. This hasgeen
probably best expressed by Markowitz himself : “...it is reasonable to ask scOu
analysts {o summarize their researches in 100 carefully considered ydfiahges of
returns. [t is not reasonable, however, 1o ask for almost 5000 carefu @
individually considered covariances”. Indeed, while analysts aad portiClio
managers are accustomed to thinking about expected rates of hey are much

less comfostable in assessing the possible ranges of variagienin théir expectations, and

are, usually, not at all accustomed to estimating covari ms among assels.

The problem is made more complex by the nu of estimates of covariances (or
' correlations) required. For a set of 200 shares, ple, we need to compute '

© [200(200-1)/2} = 19,900 covariances. It is Ufkely that the analysts will be
able to directly estimate such a staggering number of inputs. o

Obviously, what we need is an alternate formula for portfolio variance, that fends
itself 10 easy computation even when we are dealing with a jarge sel of assels.
Activity 1. '

Deline the following

i) Efficientset

............................................................................................................................

Portiolie Selection
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Portoto Theory 1L3 SINGLEJINDEX MODEL

We getsucha capability with the single-index model® developed by a student of _
Markowitz named William Sharpe (1963). In the 1970s, after; iechniques for estimating -
~ the required inputs to this model were perfected, packaged, and marketed as computer
- software, modern portfolio really 100K off in terms of practical applications. Now the
single-index model is widely employed to allocate investments in the portfolio betweey :

individual equity shares, while the original more general m
- used to allocate invesiments between types of assets, such
estate, In the discussion that follows, we present the basic

- model’; with reference to investment in equity shares,
11.3.1 The Assumptions and the Model

odel of Markowitz is widely
as bonds, share_s,mnd real
tenets of the ‘single-index

Essentially, the single-index model assumes that the réturns of various securities are

related only through common relationships with some b

asic underlying factor. In -

the words of Sharpe, this factor "may be the level of the stock market as a whole, .
the gross national product, some price index; or any other factor thought to be the
most important single inflzence on the returns from: securities”. A casual -
observation of share-price movements, at Jeast, fends to support this line of

the stock market goes down,

- most shares tend 10 decrease in price. It appears, therefore, that one reason share
retums might be correlated is becanse of 3 common response to market

argument. There is considerable evidence that when

measured by the movements in;

» shate price index. - B

changes as

To understand the above assuMptig of the single-index mog el more precisely,

consider exhibit 11-2,
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The broken fine running through the scattet points is the ‘line of best fit’,oran Portfollo Selection
estimate of what-is known as a share’s ‘characteristic line’. Algebraically , the .
characteristic line can be defined as

R, = 3i + fiRm : N S QL
.where
R; = the retursi of security i
8; = the components of share i’s retum'that_ is independent of the
market’s performance—a random variable;
Rm = the rate of ref.um.on market index — a random variable; and

Pi(beta) = the slope of the characteristic line that measures the expected
change in R; given a change in Ry,

It useful to break the term ai , into two components:

o ( alpha'), the expected value of a;; and e;, the random element with a mean

value of zero. In terms of graphica! presentation (sce Exhibit 11-2) ¢; * s (or
*residuals’, as they are frequently referred to) measure vertical deviations from ths.
“characteristic line. With this, equation (11.1) can now be written as

Ri = o +BiRm+e o - 011.2)

where Ry and e; (both random variables) are corveniently ass be
wncorrelated with each other,

It is further assumed that the residuals are not comrelated a I _of different

* companies; that is, e; is independent of ¢j for ali values of i dgd j. This is an
important assumption; it implies that the only rea res vary together,
systematically, is because of a common co-moveny the market. Thus,
single-indéx model assumes away all other ppesible ¢ on shares’ returas, such .

_as industry effects. :

1132 Systematic Risk," Diversifiable {or Residual) Risk and
: Covarlance of Returns _

- Witk somelnanlpulanons of equation (11 2), we get the fotlowing important results:
ROR™ expected return, R; = o + ﬁlRmn

(b) the variance of share’ sretun'l,c:l2 Bi 0.7;. o%, where oﬁa and c‘ are
variances of the distributions of Rm and e; respectively; and

(c)' covariance of returns between shares iandj, ojj = Pi B; o

Itis apparent from (a) above that the expected return has two components: a unique
‘or non-market part o; ., and a market related part, B; Rm . Even though shares have '
many common characteristics and, as a resuit, tend to move together, their
- numerous individual and distinguishing properties cause shares to co-move with the
. market at differet rates. Accordingly, how sensitive a share’s price is to changes in
the averall market i.e. the valne of ils ‘beta’, is of great significance in determmmg
the expected retum.

Like the expected return, we can always split the variance of share’s returns into
two parts, as shown in (b) above. The first component Bz %, is called the -

*systematic risk’ or ‘market risk” of the investment. Since o is the same for all
.shares, systematic risks will differ among different shares according to the
magmwdﬁ of their ‘belas Bi. Simply slated, beta measures sensmvuy of a share’s .
: 229
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* risk is ‘micro’ events, which ha

" portfolio, we get

. price movements compared wi.lh those of the market index. Shares having belas less

than 1 can be said 1o be ‘defensive’. One per centincrease (decrease) in the market

- return is likely to be accompanied by a less than one per cent increase (decrease) in

the shares’ rates of return. The investors are thus defended to some extent against
the occurrence of major down fall in the market return. On the other hand, shares

with individual beta values greater than one are considered to be more ‘aggressive

. or more risky, as one per cent increase {decrease) in the market return is likely to be

accompanied by an even greater increase (decrense) in the ares” rates of return. A
beta of one implies ‘average’ riskiness ; every one per-cent return on the market is
associated with one per cerit opportunity return on the share. Beta can be negative
as well, reflecting that share prices can rise when the m.l.rket ra]ls and vice versa,
but this is normally unusuval. :

The systematic risk is caused by “macro” events like oil crisis, an unexpectd change
in rate of inflation, etc. The macro events are broad and affect nearly all shares to

.one degree or another, and they may have an impact on the general level of stock

market. Thus, one cannot reduce syskmatix risk by diversifying investment across
different shares. That is why the systematic risk is of ten m"T} non-diversifiable”
risk.

- -The second component of variance of share’s returas, a_é, is known as ‘residual

: 1) - - N 4 e . . | . . . .
variance’ or ‘unsystematic risk’ or ‘diversifiable risk”. The source of this kind of

impact on individual share!s but no sweeping

impact on other share$, Exa Wglude the introduction of a new product(s) or

the sudden obsolescence of an Mg gfle. They might also inchide labour strike,

lockout, or the resigna dcmh of a key person in the firm, or splitting up of a
) i

|
business family. Smcp vents atlect only the individual shares under
consideration, thgir impa?

be reduced (o a great extent by ho'ding a diversified
portfolio. I_l is fo 50N that crez, is oflcn (.«l"l.,d dwnrsmable risk’, We will

we may recall lhat under Markowilz mode! we are required o

2 covariance of returns for every pa:r of asscts mmpr{sm g the portfolio. We
¥ observed that without having estimates ol covarianées, one cannét -
compife the variance of portfolio returns. However, if the sirgle- index model is a
valid descriplion of the process generaling shares returns, lhfru is no need for
direct estimates of the covariances. All that we need to know lare the values of share

betas and variance of returns on market index; the covariance between any two

shares i and j can next be obtained easily by employing the relationship as noted in (L)

above. Needless to say that the relationship () is much less demanding in ll.l‘mh of

estimation pmudure and computation time.

What is more amazing to note here is that the single-index mmdel does not require
even the indirect estimates of covanam,es of returns between |shares. The model

_provides a still simpler formuta for computing v.manu. of portfolio returns. We will

now explam this. . L
11.3.3 Varlance of Portfolm Returm ‘
We begin by rc_slaun g that the l(_)lal risk or.variance of returns on share i is givén Ihjf

Fepkeck . my

Total \?ariance = Systematic Risk + Residual variance

ThlS equation holds for a porttol:o of shares as well Rt.wnlmg the equation for a

o} = Brok+ &, | a - (11.4)




Total Porifolio variance = Portfolio Systematic Risk + Portfolié residual variance Portfolio Selection

Where the subscript p denotes a portfolio.
It can be further shown that

Bp = i xi i | o (11.5)

iml

Portfolio Beta = Weighted average of individual share betas.

and,

1] .
oz, -._2 xf & S (11.6)
C iml ' -
Portfolio residual variance = Weighted average of individual residual
P ' variances where weights are squared.
To illustrate the above formula of portfolio variance; let us consider the following two
shares: . S

Share . Bein Residual Variance
Ashok Leyland 0.54 T 982

. Gmsim 1.13 62.7
Suppose, an investor is planning to put equal amounts of his investible Mgd if these

two shares. Then we have
Bp = 0.54x.50+1.13%.50 = 0.56
the

| & = 9B2x(5P+627x(S) --40.2?.
If o is equal to 81.0 per cent, the variance of th portfolio under

consideration will be given by

ok = (56 x81.0+402
ap = 8.1% -

Let us now add one more share to the above portfo_lio; sﬁj’r,_lhc share of ACC with a
beta of 1.65 and residual variance of 179.6 per cent. Suppose, the invéstor decides
once again 1o invest equal amounts. This time p will work outto be 11.7 per cent,

whereas o2, will be 37.8 per cent. -

‘Ttis i'n}etéé‘ting to note that while the portfolio’s systematic risk component (Bp)
 has increased due to the addition of a more risky share, its non-market related risk
component has declined. Given the single-index mode!’s assutnption that residuals
( ¢; ’s ) of different shares are uncorrelated (we have already explained this.
assumption), it is not difficult to appreciate how a portfolio’s residual variance
begins to diminish as the number of shates (n) ia the portfolio is increased. Assume-
for a moment that an investor forms a portfolio by placing equal amounts of his-
funds into each of n shares. Equation (11.6) then becomes

4-33 12
: il

where the term within the bracket denotes average residual variance of the shares
comprising the portfolic. As the number of shares in the portfolio gets large,

portfolio’s average residual variance fals so rapidly that most of it is effectively
eliminated even for moderately sized portfolios.
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~ estimates the portfolio variance.

At this stage, it would be appropriate to contrast the procedure for computing
portfolio variance as outlined above with that of the Markowitz model. We have
mentioned earlier that for & portfolie of 200 shares, Markowitz model requires
19,900 estimates of covariance, Under the single-index model we need, however,
only 200 estimates of beta, 200 estimates of residual variance, and one estimate for
the variance of retums on market index. Indeed, this is a dramatic reduction in the
input data for computing portfolio variance. - o '

 But how accurate is the po'rtfblio variance estimate as provided by the single-index
-model’s simplified formula? If it is the Markowitz formula, we know that the
- variance ivmber is perfectly accurate, given, of course, the accuracy of the

©ovariance estimates. Besides, the formula makes no assumptions regarding the

~return generating process. On the other hand, the single- index model assumes that
 the market factor solely determines ihe shares’ returns and residuals are not

correlated across different shares, Thus, the accuracy of the single-index model’s:

. formula for portfolio variance is as good as the accuracy of underlying assumptions.

Quite obviously, the assumptions are not strictly accurate. Many researchers have
found that there are influences beyond the market that cause shares to move
together. In addition, empirical evidence suggests that residuals are correlated 10
some degree, which is not altogether unexpected. After all, if something (good or
bad) happens to a company, some other companies, such as its suppliers and
competitors, would be affected simultaneously. The residuals that appear for the
shates of these other company would not, therefore, be independent of each other.

However, one can always expect the degree of correlation would not be large
enough to impair the relative efficienchwith which the single-index mode} ©

d the Diversifiable Risk Component

fitting a ‘characterist ine” as shown in Exhibi 11-2, such that the vertical

The estimation of b?gthe" diversifiable risk component of a share involves

- deviations g HeT points from the fitted line are minimised. The statistical

procedure foNgbtaifling a line of best fit is known as ‘simple linear regression’ or
‘ordingsyleast Muares method (OLS)’. ' - - S

_ Table xplains the regression procedure using the historical data for the equity
. share of Baroda Rayon, : .

Table 11.2 -
A. PRICE DATA (4/3/1989 10 2/3/1991) _ _

BSE NATIONAL INDEX . BARODARAYON . .
SL.NO. INDEX ~ SLNO. - INDEX | SL'NO.  PRICE. _SL.NO.  PRICE. -
1. 65642 © 14 80590 L 31000 = 14 - 87500

2 e 15 men 2. 360000 15, 84250
3. U594 . 16 79950 3. 48500 16 . 880.00 .
4 7819 - 17 8962s 4. 43000 17 103000
5. 79217 . a8, '1061.66 5. 50000 - 18, 110000
60 MBSl 19 175 | - 6 ss80 19, 175000
7923 0 % | 7 erse0 0. 152500
8. O™ 20 ass00 | s 71250 21. 90000~
S Mo 2 tigeas S 83000 - 22 49000
0. 71200 23 em3s | 10, esso0 B, 42125
1L 7MS8 - 24 102195 . - 78250 24, . 43500 .
12 68448 25 122041 12 725 .25 sgs00
13- 69161 L 13 e4250 o



B. RETURSN (CAPITAL GAIN/LOSS) Portfolic Selection

SLNO. RETURN SLNO  RETURN  SL.NG. RETURN  SL.NOQ. - RETURN

@K (WX @Y (%) (Y}
1 8T 13, 16 53 1 16.13 i 36.19°
2 453 4. =370 2 26.39 4, 37
3 =506 15, 301 3. 549 15. 145
4. 11.86 16. 1210 3 1628 - L. - 1705
5. 916 17, 1846 5 500 1 6.80
6 134 18, 17.51 6 - 2857 - I8 3000
7 1.57 9. 1438 7. 536 19 -1286
8 -0.08 20. -7.28 8 1649 AL 4098
9. -380 - 21 -us8 | 9. 1627 A, 4536
10. 8.79 2. -1788 | 1o 1239 22 -1403
1. -1163 2. 103 i, -9l e 3.2
12. 1.04 24, 19.42 12. 067 24 34.48

Note Returm (1) =| Price (¢ )/Price {1=1)~1 ] . 100

C.CALCULATIONS

x X Y \ & XY
8.7 75.88 1613 260.15 140.50°
453 2054 2639 69637 11959
| -5.06 T 2561 549 1019 27.81
11.86 140.62 16.28 26501 . 19304
9.16 8390 500 2500 4580  SUMIX{SeS.L0
1.3 179 2857 81633 3827 F) = 273293
1.57 - 247 536 - 3086 8 IM(Y) 13065
008 0.01 1649 27196 - SUM(Y®) = 1348367
-3.80 14.43 -16.27 264.55 6178 %  SUMIXY) » 4224.14
879 - 7725 1259 - 15851 66 CN=
-1163 13531 o1 8281 05.92 '
1.04 109 967 93.43 ~10.07
h 1653 27308 3619 130948 397.99
-3.70 13.66 -3.17 1380 1373
301 9.08 445 1981 1341
12.10 146.44 17.05 290.35 206.27
1846 34062 6.80 46.19 12543
17.51 306,51 5009 349174 103453
© 1439 20673 . -1286 16531 -184.86
| 728 5302 4098 . 1679.66 29842 -
938 9179 4556 207531 43644
-17.88 319.73 -14.03 196.86 25088
403 16.25 3.26 ioes 1306
1542 37713 3448 1189.06 669.65
1) 'BETA_NASUM(XY)—SUM(Y-).SUM(X)

N.SU_M(xg)-{SUM(X)f
_ (24x422414) (13065 x 75.10)
(24 x 273293 ) - 75.10
‘= 1.53
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2)  ALPHA = SUM{Y)/N-BETA.SUM{X)/N
= 130.65/24 - ( 1.53 x 75.10)/24 :
= 0.66 '

3)  STANDARD DEVIATION OF RANDOM ERROR TERM (RESIDUAL) -
= [JSUM(Y }*- ALPHA . SUM( Y ) - BETA .SUM (XY ) J/(N-2)1*
= [{13483.67-0.66 x 130.65 - 1.53 x 4224.14 )/( 24 -2} |* '
- 1775 - :
4) ° a STANDARD ERROR OF BETA
" STD . DEV . OF RANDOM ERROR TERM
[SUM (X%) - {suM (X )'/N )"
17.75 ’

[273293-(75.10 /24 %
= 035

b. t-VALUE = BETA/STD . ERROR OF BETA
- 1.53/035 = 437

5)  a 'oommnou COEFFICIENT o :
- N.SUM(XY)-SUM(Y).SUM(X)-

C[N.SUM(Y?)-{SUM(Y)}') (N.SUM (X?) - [suM (X)) %
(24x422414) - (13065 x 75.10) -

B 1{24 x13483.67) - (13065 7] [ (24 273293 ) - ( 73.10)2}]“

- o.m
b. COEFFCIENT OF DE NATION (R SQUARED)
= ( CORRELATIO CIENT )2
-(068)7 = 46 N
The share price data  Part A of the Table 11.2 represent closing price

onth apart from €ach other. Thus, the figures in Part B denote
monthly s (More precisely, rates of monthly capital gain or 1oss). To-account
for the %ﬂzx, BSE National Index has'been employed as a surrogate.

%es own for ‘beta’ and ‘alﬁha" indicate the sldp_e and intercept of the line-
0
hist

. quotations of W&y Stock Exchange (BSE) as on the specified dates, which

t 1o the historical returns series. It should be remembered that ‘trie’

1 beta can not be observed. What we have obtained is an estimated value,
with estimation errors (known as sampling errors) being equal to .35. Given a
number of assumptions (for example, the true beta did not change during the period
4/3/1989 10 2/3/1991), thie chances ‘are roughly two out of three that the ‘true’ beta
was some where between (1.53 —.35) =°1.18 and (1.53 + .35) = 1.88. :

The *standard deviation of the random er_rof’ term (or residuat standard deviation)
for Baroda Rayon is 17.75 per cent. The figure corrésponds to the ‘unique’ or |
“diversifiable’ risk component of total variance of historical returns, '

The value under ‘coefficient of determination {R-squared)’ prbvi_des an indication
of how closely the variation of returns on Baroda Rayon were associated with the
variation of returns on market index. Thus, the chosen sufrogate of market influence

accounted for no more than 46 per cent of variation of the share’s returns.

Although the above estimation procedure looks quite straight forward, it is fraught
with several practical problems. For instance, what should be the length of beta
estimation period - two years, three years or more? Or, shouid we base our
calculation on annual return data? There are many shares which. are not regularly

- traded on the stock exchange; accordingly, their price quotations remain unchanged

even during a period in which the market as a whole has moved. How can one deal
with the case of ill-traded shares? No doubt, the literature on the subject provides
some answers to all such questions, but they need be verified empirically in our
context. Unfortunately, there is dearth of empirical studies with the Indian shares’

“data.



Even if wé oblain satisfaclory estimates of historical data, we still face the problem
of estimating future (or ex ante) beta. What is of concern tous is betas for future
holding period, and not the historical betas.

Since large-scale expectational data on returns of individual shares as well as of
market index are not available, one cannot directly estimate fulure betas by fitling
regression lines. So, the historical beta must be estimated first and then we can
make some adjustments 1o it for deriving the future beta. We will review thusc
adjustment techniques in the next Unit.

Activity 2

'i) List out two major points of diflerence between Markowitz’s approach and .
Sharpe’s single-Index Model of selecting optimal portfolio, _

_ Portlolio Seleciion

11.4 OTHER PORTFOLIO SELECTION ohﬁts

So far we have considered investment in risky assets lik equiticsypnly. However,
an investor can also invest in ‘risk-free assets such as
‘government securities”. Besides, in our analysis the i r is not allowed to use
borrowed money 16 invest in a portfolio of assei Thiqmeans that the investor is
not allowed to use financial leverage | If we take I counl these new
- opportunities to the investor, we will notice a md_]l)l‘ impact or the sh: ipe and
location of the efficient set. We shall discuss this situation in the next Unit on
Capital Market Theory.

" Wenow take a note of some other portfelio seléction models that scem to hold great
promises.to practical applications. One such model is the “multi- index model

There are different variants of this model and ¢ach ol them is developed to capture
some of the non-market influences that tause shares o move together (recall that
single-index model accounts for only markel-related influences). The non-market
influcnces, in essence, include a set of economic factors or industry (or group)
characteistics that account for common movement in share prices. While it is easy
to find a set of indices that are associated with non-market effects over any period
of time, it is quite another matter to [ind a set that is successful in predicting

covariances that are not market related. There is still a great deat of work 10 be done

before mulii-index models consistently out perform the simpler one. -

Another mode] that takes into account a wide spectrum of practical considerations
in portfolio selection is the goal programming model. In real lile, an investor’s

goals and desires transcend the notion of a trade-off between only risk and return.
For example an investor may prefer to invest some mininum amount in several
different shares, but at the same time he or she may not like individual investment
to exceed a specified limit. Additionally, he.or she may prefer dividend income to
‘capital appreciation. There may also be a desire not 10 allow the portfolio beta to be
either above or below a predetermined level. Apart from holding such diverse goals
and desires, the investor may even sel the order of their priorities. In this kind of
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'inve_stmenl problem situation, the goal programming model is| ideally suited 10

provide an optimal solation. Further goal programming solution.can be easily
obtained by available computer packages.

11.5 SUMMARY

This Unit has provided some insights into Markowitz's approach to trace’the
efficient set. The application of Markowitz’s model requires estimation of large
number of covariances. And without having estimates of conariances, one cannot
compute the variance of portiolio returns. This makes the task of delineating
efficient set extremely difficult. However, William Sharpe’s ‘single-index model”
simplifies the task (0 a great extent. Even with a farge populal;on of assets from
which 1o select portfolios, the number of required estimaies are amazin gly less than’
what are required in Markowitz’s model. But how accurate is the portfolio variance
estimate as provided by the single-index model’s simplified ft#rmula? While the
Markowitz’s model makes no assumption regarding the source of the covariances,
the single- index model does. Obviously, the accuracy of the latter model’s formula
for portfolio variance is as gooil as the accuracy of its underlying assumption,

In passing, we have also mentioned in this unit other portfolic selection models,
such as ‘mulli-index model” and *goal programming model” which have high
intutive appeal but would require much more work before they outperform the
‘simple ones. i

11.6 KEY WORDS\, ) N

_ I:a'grange Multiplie 'que is a technique of solving nioh- linear
oplimisation problems. _

Corner Portfoli fficient porifolio with the following property: any
combinatiopgl iwdadjacent comer portfolios will result in a portfolio that lies on
the effici tween the two corner portfolios.

Single-IndeXModel purports to explain the covariances whi(%h exist between the

re different assets on the basis of the re].llmnshlp between the returns and a

. sing ex, usually the market index.

Market-Index (or Market Portfolio) refers to the ultimate nilarkcl index,
containing a common fraction of the total market value of every capital investment

in the economic systerm.

Characteristic Line shows the linear relationship between the return on any asset
and the return on the market index. |

Systematic (or Market) Risk is that part of an assel’s total risk which is refated to
moves in the market index and, hence, cannot be diversified away.

Beta Coetlicient refers to relative measure of sensitivity of an asset’s return to
change in the return on the market index. Mathematicatly, thejbeta of an asset is the
asset’s covariance with the market index. leIde by the varianice of the markel.

_index.-

Unsystemai ic (or Diversifiable) Risk is that part of an assel(s total risk which
atises out of factors enique to the asset. Such risk can be diversified away through
porttolio mveslmenl

Simple Linear Regression (or Ordinary Least Squares) refers to a statistical
model of the relationship between two randdnrvariables in which one variable is
hypothesized (o be linearly related to the othef. This relationship is depicted by a
regression linc which is a straight line fitted to pairs of values 'of the two variables,
so that lhe sum of the squarred random error terms is minimized.




Multi-Index Model purporis to explain. the covariances that exist between assets on
ihe basis of changes over time in two or more indices, such as the market, GDP, or -

the money supply.

Goal Programming is & technique to solve optimization problems with multipte
goals. When no feasible solution exists, the goal programming model permits -
attaining the goa's as closely as possible. - h

117 _SELF-ASSESSMENT "QUESTIONS/EXERCISES

1n

2)

3

(b)" the direct method (as is considered under Jfarik
' Do'the answers i (a) and (b) above diffeggvhy?

Explain in your own words the following:

a) Significance of ‘coner portfolios’

b) Msajor limitations of Markowitz’s model
c) Key assumptions of the Singie-lndex mode!

- dy- ‘Howa portfolio’s residual variance begins o diminish as the number of

‘assets in the portfolio is increased
Consider the data pertaining to the three-assets case. used in this Unit to explain
thre application of Largrange Multipliers Technique. Assuming a target '
expected rate of rewirn (Tp ) of 6 percent, determine the minimum-variance
portfplio (specify the proportion of funds to be allocated to each share). What
is the standard deviation of portfolio retarn? :

Monthly teturn (excluding dividend) data are presented below for cachygijhe
three shares and BSE National Index (1983-84 = 100) for m perlod -

(Oct. 1990-March 1992). Compute the return and standard de of a
portfolio constructed by placing oné third of your fundgjn eaciistfare, using
(a) the sip'g}e-ind_eﬁ_& model ' '

s model)

Month ~  ITC - TataStes) - Britanla  BSE National Index
EE: 45.57 598 741
2 090 ~14.78 968 533
3 431 510 893 135
4 1892 1935 1373 1464
5 661 167 13.64 8
6 28.57 1066 - . 1200 . - . 15.19
7 2000, EXTH 268 s
-8 293 1092 . 2087 076
9 525 674 ~263 097
10 2145 2056 1z 10.44
1 2313 1336 1538 1747
12 3283 366 133 . 6.42
13 152 633 T -3.13
14 1199 270 16.88 saz
15 22308 - 746 556 208
16 - 6.08 2327 - 947 T 1006
17 82 563 481 18
18 | |

5682 214 . 1615 2959

Portfolio Selection
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UNIT12 CAPITAL MARKET THEORY

Objectives: _
The objectives of this unifare 1o:
e pinpoint basic tenets and assumptions of capital Asset Pricing Model (CAPM)

» define risk free asset, tisk tree lending, risk free borrowing and leveraged
portiolio

¢ discuss and illustrate the implicitions of leveraged porlfoho for efficient set.and
capital market line (CML)

e explain and illustrate *beta’ measure of systematic risk and the Security Market
Line (SML) that relates the expected return for an asset (o 1ts beta

‘s highlight limitations of CAPM and describe alternative t_heory namély
' Arbitrage Pricing Theory (APT) Structure
Structure.

12 1 Introduction
12.2° Concepts of Risk Free Asset, Risk Free Lending and Risk Free. B@g

12.3 y Efficient Set with Risk Free lending and Borrowmg
12.3.1 Leveraged Posttolio

12.32 Market Portfolio ' O
12.3.3 Capitat Market Line .
124 The CAPM
12.4.1 Assumptions ' v
12.4.2 Secyrity Market Line :
12.4.3 Limitations
12.5 Arbitrage Pricing Theory(APT) 2

12.6 Summary
12.7 Self-assessment Queslions/Excreises.

12.8 Further Readings

121 INTRODUCTION -

In this Unit, our endeavour will be to extend the portfolio theory described in the

previous two units, to a capital market theory that is concerned with pricing risky
 assets. In particular, we would like to know if two assets differ with respect to their

risk, how will they differ in terms of the price investors are willing to pay or the rate
. of return ipvestors expect to get from them?

' The major implication of the capital market theory is that the expected return of an
asset will be related to a measure of risk for that asset, known as ‘beta’. (We may
recall that the "beta’ concept also underlies Single-Index Model, as described in
Unit 11). The exact manner in which expected retern and beta are related is
specified by the Capital Asset Pricing Model or CAPM, for short, which was
developed in mid-1960s. The model has generally been attributed to Willian
Sharpe, but similar independent derivations were made by John Linter and Jan
Mossin, Consequently, the model is often referred to as Sharpe-Linter-Mossin
(SLM) Capital Asset Pricing Model. Although the model has been extensively
examined, modified and extended in the literature, the original SLM version of the
CAPM still remains the central theme in capital market theory as well as in current
practices of investment management. :
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" as risk-free asset. In all oth

ma

12.2 CONCEPTS. OF RISK.FREE ASSET,
RISK-FREE LENDING AND BORROWING

Following the development of Marho-wtz portfolio moéei many wondered what
would be the affect on portfolio selection of allowing the investors to invest in -
risk-free asset and resort te borrowing for investment. As we will see in this Unit,
giving investors these new opportunities will have major impact oz the shape and
location of the efficient set and subseguent portfolio selection. But bafore we
proceed Lo discuss this aspect, let us get acquainted with the lerms like ‘risk-free

- assél’, risk-free lending” and ‘risk-free borrowing”.

Risk-free Asset

A risk-free asset is one for which there is no uncestainty.- regarding the future

‘returns;that is, if the investor purchases this ssset at the begmnmg of the bolding

period then investor knows exacily what the value of the asset will be at the end of
the holding penod Thus, variance of returns is equal to zero.

The risk-free assets may include government securities, {reasury bils o any other
security issued by the government. Can corporate debentures be tréated as risk-free
asset? Certainly not, because associated with thein is the risk of defaull. However,
ol every government security can ¢ualify as risk-free asset. Only a security with a
maturity that matches the len f the investor's holding period, can be consideréd
_ investors will be confronted with
“interest-rate-risk’ or ‘seinvestngngiate-risk’, even though returns from the security
at maturity are guarangef  the government. For instance, if the maturity period of
a government security 15 years, while the investment horizon (or the
holding period) of an inWestor is (say) three-months, then the investor does not
really know at'w ket price he will be able to sell the socurity at the end of his
ho]dmg pegiod. change in interest-rate structure during the.holding pericd will
gmarket price of the securisy. To give an idea, upward revision of

period compares well with the yleid-to-matunty of iew issue with similar

yma ity at market-price- based acquisition of thie security of given
atulty period. This is an example of what is termed as *interest-rate-risk’.

matu

On the other hand, if an investor is contemplating investment in 90-8ay treasury biil
while his holding period extends beyond 90 days, then he is uaceriain about the rate
at which the proceeds of the maturing bill can be reinvested for the remainder of the.
holding period. This is because during the $0-day period the interest rate might
undergo changes. Any possibility of downward revision of intterest rate constituies

_ remvestment—rate risk’.

A risk-free asset is not really risk-free in another sense also. What is guaranteed in
risk-free asset is the ‘nominal’ holditg- period return, bizt not ‘real’ retumn. So,
risk-free asset is also subject to ‘purchasing-power risk’. '

The rate of return on risk-free asset depends on various economic factors, including

~ long-run real growth rate of the economy. It is also referred to as ‘pure interest rate”.

What is the co-movement of returns on risk-free asset and risky asset (or. portfolio
of risky assets)? Interestingly, it is always zero, We may recall that convariance
between returns of two-asscis i and j are givenby

Oij = pij Gi G
~where gij, Gi, j 2re the corretation _do-_el'ficient and standard deviation

of returns on assets i and j respectively. If one of this'asset is risk-free’
asset, say asset i, then by definition returns on risk-free asset are certain



such that o; = 0; and, henee, ojj = .

As we will see later, these two characteristics of risk-Tree asscl, namely, (a) own
retums variance = 0; and (p)covariance of reiurns with any other asset = 0, are
guite significant in determining the shape of efficient {rontier.

Risk-Free Lending and Borrowing

investing in risk-free asset is frequently referred to as ‘risk-free lending’, since
investment in such assels tantamounts to giving loan directly to the government.

An investor does not require to depend solely on his owrt wealth o decide haw
much 1o invest in asséts. He can borrow and invesi, i.e., he can wse financial
jeverage. However, investor will have to pay inierest on borrowed funds; and since
he knows with certainty about the rate of interest and repayinent of loar, the
horrowing is deemed as “risk-free borrowing™.

Activity 1

What do the following stand for:

CAPM e Y
CML  eereerireereeimem e e RO

SIM ST U T O TUTOTTPPPPPRVSRRY Y VLR P SR
R —— o W
12.3 EFFICIENT SET WITH RISK- FR%JEN@ENG

AND BORROWING | |

We now take up a question: what happens to vera rate of return and standard
deviation of retums when a risk-free assct is Oggfbiled with a portfolio of risKy
asseis such as exisis on the Markowiiz efficieni feni:er?

The cxpected portfolio retumn (rp ) is given by
Toom X+ (1-%)0 (12.1)
 where,
¥ = the proportion of lhe: porifolio invested ir a risk-free assel;
1y = risk-free rate of s=iurn; and |

T, = uxpected return on risky portfolio i.

Recalling equation (10.2), variance of returns {or two-asset pprtfo!io { 0% } is as
{ollows:

0% w_xzogt(1-x)2cr?+_2x(1—x)o~.f. | (12.2a)

where of and of are the return variances of risk-free asset and risky pornfolic
respectively, and Ojf 1s the covariance of retuins between risk-free assel and
portfclio of risky assets i. '

As we have noled earlier, for risk-free assel variance and covariance terms are
Zero, i.c.,o% = 0and Gif = {; and so equaticn (12.24) reduces to

Cepital Market Theoty
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0[2,-(1—)()2012 ' |
o  Op=(1-x)oi ' ' (12.2b)

Because equations (12.1) and (12.2b) are both tinear, the returns-risk graph for
portfolio possibilities, combining the risk-free asset and risky portfolios on
Markowitz efficient frontier, is represented by a straight line. Exhibit 12-1
illustrates the position. - ;

Exhibit : 121
F-P 4
GEV
N
CAPITAL
MARKET
LINE (CML)

rf |

|

QO |

. |
v Lo ™ Up
Let us congigder lhgine 110 A. This represents the feasible set of portfslios that can -

be const combining risk-free asset and the risky portfolio A on the
efficient {r8ggicr. Each portfolio on this line is characterised h{y the proportion of
fu g invested on risk-free asset (x) and the remainder ( i1 —x ) on risky

po - For instance, if x = 1 we are at r; on the other hand, if x O, i.e, if

we donot mvest at all on risk-free assel, we are back to-A on Markowitz frontier. It
may further be noted that all portfolios on the line It to A offer higher returns for the
same level of risk than those portfolios on efficient curve below A

[tis possible to draw a number of straight lines fromrr 1o the efficient frontier at
higher and higher points until we reach the point of targency, which is set at point
M. The feasible set of portfolios along the line 1 to M dominates ai] portfolios
below point M and thereby represents the new efficient set. N(i)ne of the porifolios
below M offer higher return, given a leve! of risk ( ap ).

In othet words, of all the lines emanaiing from rf, none has a greater slope than the
one that goes to M. F urthermore, M is the oniy portfolio that the curved (or
Markowiiz) efficient set and the straight-lip2 efficicnt set havelin common. We wilj
discuss more about this tangency portfolic afier 4 wriile, :

The risk-return_ equation coreesponding to the line ivom fr trough M can easily be
obtained from equations (12.1)and (12.2b). Using ihe subseripl "m"” 10'denote the
risky poitfolio M, we have from equation (12.2b)

1-x = O'p/Om

which wherr substituted in (12.1) yield, after rearrangement of terms,

i} P | (123
’ }‘p -3 rf+ ( r;m.n_?!} op : ( )
hy :




123.1 Leveraged Portfolio

In the foregoing afialysis it has been tacitly assumed that investors holding
porifolios by combining risk-free asset and risky portfolio M, do so with their own
funds. This is not a realistic assumption. In the real world, investors often purchase
assets with borrowed funds. We now explore the implications of borcowing.

Assume that an investor intends (o attain a higher expected return than what is
being offered by tangency portfolio M. The investor is, of course, ready to accept
higher level of risk, i.e., the investor is willing to hold porifolio with expected
standard deviation of returas o, ereater than om.

One alternative would be to choose a portfolio of risky assets on Markowitz
efficient frontier beyond M, such as the one at pdinl C. A second alternative is 1o
borrow money (i.e. add financial leverage) at risk-free rate and inves{ the same in
the risky asset portfolio at M. By doing so, the investor can move from puint Mto,
say, point Q along the extension of r( to M line. And as is evident from Exhibit
12-1, such portfolios as at Q dominate all porlfollos below the line, including the
portfolio at C.

To illustrate the pomt, let us assume that mveslors can borrow, whalwur amount he
wants, at.a risk-free rate. In other words, we are assuming that risk-free lending and
risk-free borrowing rates are the same (we will seg the implication of relaxing this
assumption later). We may further note that investprs would not desire to
simultaneously invest in risk-free asset and borrow money at risk-free rate,
N

Now, suppase that an investor borrows an amount equal to 50 per cent of hi
original wealth of, say, Rs.10,000. So he has a 1otal of Rs. 15,000 whig
proposes to invest in portlolio M. What is the proporticn of fund bein @ ed in
M? It is given hy

1-Xx = 15000/10000 = 15

Howgver, the sum of proportions bemg invested in risk sict and M must still
equal one, which means that

X = —5000/10,000 = —-.5

Tne negative sign indicates borrowing, on which there will be interest payment at ry.
Thus, restating equation (12.1), we have

Tp = =511+ 1.5Tm
Assuming thatrf = 8% and g = 20%, the return on the leveraged porttolio will
be S

Tp = —.5(U8)+1.5(.20) =-.26 or 26 per cent

which is significantly higher than rm, the expected return of 20 per cent on risky
partfolio M. Using equation (12.2b), the standard deviation of returns lrom
leveraged portfelio works out to, :

p = (1-(~.5))om = 1.5 on
~ Thus, our investor could increase reiun along_ the line rf — M — Q. Herein lies the
advantage of owning a’leveraged portfolio. However, leveraging also involves a

trade- off; the risk of a leveraged porttolio is always higher than that of tingeacy
portfolio, M-(in the instant case it is 1.5 times).

12.3.2 Market Portfolio

It is now time to know more about the portfolio M. The portfolio M represents
‘optimal combination of risky assets’ and is referred 10 as "market portfolio”. [t may
be explained as follows.

Capital Markel Theory
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epresents of the total mar
‘higher proportion of ag

~ If all investors have hemogc'aeous expwclauoaq and they-all’ face the same risk-free '_
‘lending and borrowing sate ( ¥z ), each one of them will generate the same

risk-return graph as depicted in Exhibit 12-1. Everyone would obtain the same
tangency portfolio M, and invest in this portfolio in ¢onjuction with risk-free -

lending or borrowing to achieve a personally preferred overall oombmauon of risk

and refurn. An aggressive investor may prefer a leveraged pottfolio which would
have a higher risk and return than portlolio M. In conirast, a conservative investor |
might prefer a lending portfolio which would have lower risk and retusn than the’
portfolio M. The decision to hold 3 leveragcd or tending portfolio is purelyz
"financial decision® based on an investor's risk preference. It has nothing to do-with
the decision about holding the combination of risky assels (i.e. investment decision)
corresponding te the portfolio M. In other words, the composition of risky- parffnlm
M and its inclusion in every investor"s porifolio is independent of his or her
risk-return preference; this aspect is known as “separation theorem’, an!roduced by
James Tobin in 1958

Anocther important feature of the portfolio M is that it repre:scms.a ‘market
poitfolio” - a portfolio that is comprised of all risky assets, where the propeottion o

) be invested in cach asset corresponds to |ts relative market value.

Why must the portfolio M include some investment in every risky assel? if a rlsky

-asset were not in this pertfolio, it would mean that nobody is investing in-that assct;

obviously, the market price of thé asset must fall, which inturn would cause the -

~expected return to rise, until it is being included in the portfolio M. In the market

of all risky assets. I, for example, there is a
is justified by its markel value, the excess
demand for this asse @ sult in increase in its'price until its value bemmes

portfolio, each asset is held in : proportion that the imarket value of that asset
et

* consistent with the phgpogiion. Thus, when all the price adjustments are over, i.e.,

market is broughginio equilibrium, tangency portfolio M becomes the market:
portfolio. Besi s the mosi diversified porttolio, since it contains all the risky

.’l
" . assets. _ S
1233 Qapital Market Line (CML} - =

¢ ideniification of M as market porifolio, we may define the straight line

froM ¢ through M, as ‘capital market fine’ (CML). It is the locus of the efficient

postfolios given by equation (12 3), and we have already seen how investors,
whether aggressive or conservative, will achieve their desived risk-retarn levels by
combining market portfolio with risk- free lending or borrowing along the CML. Let
us re-examine the. equation (12.3) of the capltal market line to make a fcw more -
observations at this stage. -

_ The term ( Tm = Im )/ Om; the slope of capital market, line, can be thought of as the

market price of risk for all efficieni portfolios. It is the extra return thai can be
gained by iticreasing the level of risk (standard deviation) on an efficient pertfolio
by one unit. Thus, the entire second term of equation {12.3) represents that element
of expected portfolio return that compensates for the risk level accepted. The first
term, risk-free rate (or the intercept of CML), is often referred to as the reward foi
wailing or the return required for delaying potential consamption for one period.

With these two terms, CML séts the expecled'relum o an efficient portfol_ib as
{ Price of time ) + ( Price of rlsk (Amuum of risk } -

When Risk-Free Rates Are Different

In the foregoing discussion we assumed that risk-free rates-of lending apd

borrowing are Lhe same. We niow relax this assumption, and consider that
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wiere the additional subscripts B und L refer o borrowing and tending respectively.

Exhibit 12-2 shows the modified cificient set; it consists of three distinet but
connected segmants, Tie - My - My - B. '
Fochibit: 102

B

U'P

The construction of this etficient set can be explained a3 [oliows: Wiy = then
the resulting efficient set will be given by the straight Hine from . throdgh M1y On
the other hand, if risk- frec lending and borrowings rale are the same, hut iefite is

set at a higher level equal tw o, then the efficient set of ponfoliosg & on the
. straighi line form s thongh Ms. We may note that Mp is at a haghe than My on
Markowitz's eificient set, since It corresponds 1o a tangency ssocinted with

higher risk-free rate, Iti.

Now, since the investors cannot borrow at 11, that § e line emanating {rom
r(i that extends past My is not available 1o thggveston (shown in Exhibit 12-2 by
dotted lines) and can be removed from our © ation, Again, since the fnvestors
can noi invest in a risk-free asset thal ¢arns a1 2cual 1o rrp, that part of the line
frofm rgp and going throngh Me, bul lving o the left of M, is not available to the
investors; and, hence, can be ignored. Ot the whole, ri — ML —~ Mp — B beconmes
the relevant efficient se2 to invesiors who can iead al Tl but are required to burrow
a: higher rate of rem.

12,4 The CTAPM

In this section, we tarn 10 the basic Capital Asset Pricing Madel developed by
Sharpe, Linter and MossinWe prescnd here a descriptive model of how assets are
priced.

The CAPM builds upon the Markowitz portiohio maodel and capital market fine.

.Ohviously, it presupposes all the assumptions slated earlier at appropriate places
(including those stated in the previons twe Units). Besides, the model itself adds
few more assumptions. S0, let us begin our presentation of (he CAPM by puiling
together ail the assumptions of the model at one place.

1241 Assumptions

1; Iavestors evalu ageiportfolios by looking at expected returns and standard
deviations of ‘thase portfolios over a one-period horizon.
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'2) Investors, when given a choice between two otherwise identical portfolios, -

will choose the one with higher expected return. ‘

3) Investors, when given a2 ¢hoice between iwo otherwise identical portfolios, wil
choose the one with the lower standard deviation or risk.

4) Individual assets are infinitely divisible, meaning that ar;i investor canbuy a
fraction of a share if he or she so desires. ! :

5} There is a risk-free rate at which an investor may either lend money or borrow
money. : '

6) Taxes and transaction costs are irrelevant.

7} Allinvestors have the same one-period horizop, |

8)  The risk-free rate is the same for al investors.
?) Information is freely and instantly available to all investors.

10) Invesiors have homogenreocus expectations, meaning that they have the same
perceptions in regard to the expected returns, standard deviations and
covariances of returns between any fwo assets. o

Needless to ;:i!y, many of these assumptions are unrealistic, and one may very well
wonder how useful & model can be that is based on them. But, then assumptions are

‘hecessary-in building a model, and we should not be so much concerned about the

assumptions as we should be about how well the model explains the relationships
that ¢xist in the real world, In faciNgeveral avthors have s_hownl that many of the
above assumptions can be rcla@ minor impact on the CAPM and nn change
in the overali concept of the m

1242 Security @ ne (SML)

Given the capital et line (CML) and the dominance of the market portfolio,
the relevant risk m%for an individual risky asset is its covariance with the
mnarkel pory#p, or What is known as its ‘systematic risk’. When this covariance is-
standarim@kavariance for the market porifolio, we obla.;a the well-known
‘beta_measuyof systemalic risk and a security market line (Sl}dL) that relates the

ex turn for an asset to its beta, Under the CAPM, the postulated relationship
is suc higher an asset’s beta, the higher its expected return,

To understand all this, let us consider any portfolio that consists of the proportion x;
invested in assct i and the proportion ( 1—xi yinvested in the market porticlio M.
The risky asset (chosen arbitrarily) will always plot below CML, as shown i
Exhibit 12.3, since a single risky asset, when held by iiself, is an inefficient

portfolio, !

EXHIBBT: 12.3

o lr
CML _




The expected return of the poitfolio will be equal to

;p - xl_r_i{{ 1-X; );m S (12.__4)
with a standard deviation of ' '
. . _ _ o
Op = [xgzo?+(1 x,)'zoﬁ+'2xl(1hx.)c,m] (125)

All such porifolios will lie on & curved line connecung i and M, whose slope can be
shown to be equal to

[,rl-rm][x.zo.zi-(l x.)zog,+2x1(1 x.)u.m] (12.6)
' xf of — ok + x; O + Oim — 2 Xi G '

AtM, x, = 0 and equation (12. 6) reduces to

(l'l ~Tm ) Om

Gim - 0%: ) |

Since at'M, slope of the curved fine i and M is equal to the slope of CML, we have
(recalling the slopc of CML from equalion (12. 3))

(ri—- rm)om (rm—r[) _
which on réarrangement of terms yields o O
rm 14 .
r; - I+ oﬁ; ) v (12.7a)
nr- I'f+ﬂi(l'm—l'f) Q~ Co (12.7b)
where  f = qm('o%. : '
The term fi, represénling covariance of return n asset i and the market

~ portfolio divided by return variance of market potffolio, is known as "beta co-
efficient” or simply "beta” for asset. '

The equation (12.7b) is the most often written form of the CAPM. Let us now
examine some properties of beta. : :

First, beta is the relevant measure of risk for an asset; it measures what is termed as
“systematic or market risk’. It can be shown that the. ‘total risk” of the asset, as
mgeasured by vatiance of its return, is of the following form

of = pf b+ OB o (128)

where o, is the variance of return for the asset that is ot related to the market
portfolio. It is also said to measure ‘unsysiematic or unique risk’. We know that
unique or unsystematic risk can be eliminated in a completely diversified porttolic

- such as the market porifolio. (Recall our discussion in this regard from the previous
Unit). So, unsystematic risk is not sélcvant to investors, and they should not expect -
to receive added retumns for assuming this risk. It is only in the case of assets with
greater market risk or betas that investors shouid expect higher return.

Second, beia of a portfclio is simply a weighted average of the bétas of its
componert assets (n) where the proportions invesicd in the assets ( x; ) are the
weights. Thus, portfolio beta By ) is given by

Bp - > xibi o S (125

imi
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We may illusirate this point by taking a stock portfolio.comprising seven stocks

with. their betas and portfolio proportions givest as follows:
) W B (4)
Company - Bela . Porifolio Weighted
_ Propartions Beta
A 1.50 T A _ TS
B - 136 oz 30
C 1.57 157 | 215
D 107 53 .- o0ss
E I A 262 i 306
F o e 24D
G 1.09 s L 035

wen . | 1349

The beta of this stock portf(')!io is 1.35 which is obtained by summing up the
multiproduct ot (2) and (3) above and shown under {4).

It is easy to see the ceniral role PYayed by the beta in the detérmination of expected

return and tisk for stocks as Wgll agiportiolio and thusin stock sglection and
portfolio creation and gemigion. :

1243 _Limitatio

You may be ao gested in knowing if security retusns ate in fact directly related
e CAPM asserts. Rusearch results suggest that Jhc CAPM does not
i well - at least when tested using vx-posi data. Critics have pointed

market index like the SP 500 Index in US or Bombay Stock Exchange National
Index {or any other index used to represent the market} can be a perfect proxy. And
when we measure market risk using an imperfect proxy, we may obtain a quite
imperfect estimate of market sensitivity, Sccondly, the CAPM asserts that only a
single number-a security’s beta against the market - is. required to measure risk. The
acinal retirns depend upon a variety of anticipated and.una Iticipated events. Thus,
while systematic factors are the major sources of risk in porifolio return, different
portfolios have different sensitivithes to these factors, H is the recognition of this
phenomenon which lies at the core of an alternative pricing model called Arbitrage
Pricing Theory (APT). Let us briefly discuss APT in the following section.

12.5 Arbitrage Pricing Theory (APT)

As noted above, at the core of APT is the recognition that several systematic factors
affect security returns. It is possible to see that the actial return, R; on any security

or portfolio mify be broken down into three constituent parts, as foliows:

"R E+brse b (12.10)
where: - ' ' ' '
E

expecied return on the security

security’s sensitivity to change in the sysiematic factor

f = the actual return on the systematic facfor,

- ¢ = returns on the unsystematic factors




Equation 12.10 merely states that the actual return equals the expected return, plus Capital Market Theory
factor sensitivity times factor movement, plus residual risk. :

The subtler rationale and mathematics of APT are left out here. The empirical work
suggests that a three or four - factor model adequately captures the infiuence of
systematic factors on stock- market returns. Equation 12.10 may thus be expanded

R = Eo(by)(f1)+(b2)(f2)+(b3)(f3)+(ba) (L) se

Each-of the four middle terms in this equation is the product of the returns on a
particular economic factor and the given stock’s sensitivity 1o that factor. What are
these factors and separating unanticipated from anticipated factor movements in the
measurement of sensitivities is perhaps the biggest problem in APT. Empirical
testing of APT is indeed still in its infancy, and concrete resulis'proving the APT
and disapproving the CAPM still do not exist. For these reasons it is usefulto
regard CAPM and APT as different variants of u.. true equilibrium pricing model.
Both are, therefore, useful in supplying intuition into the way security prices and -
equilibrium returns are established. ' '

Activity 2:
Difine the following terms:

a) Leveraged Porifolio

...........

b) Capital Market line

¢) Market Porifolio

d) Security Market line

126 SUMMARY

In this Unit, we have discussed the basic levels and assumptions of Capital Assel
Pricing Model (CAPM). TheConcepts of risk free asset, risk free lending, risk free
borrowing, leveraged portfolio, market portfolio, Capital Market Line (CML),
Security Market Line (SML) and beta have been explained and illustrated at length.
Thiis Unit also pinpoints the limitations of CAPM and introduces arbitrage pricing
theory (APT) and concludes that till concrete research results become available to
the contrary, both CAPM and APT could be regarded useful, at least intuitively, to
_ guide investors and portfolio managers for pricing the risky assets like equities.
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12.7 SELF-ASSESSMENT QUESTIONS/EXERCISES |

1) Define risk free asset. List out two risk free assets.

2) Compare and contrast Capital Market Line (CML.) and Security Market Line
(SML), |

3) =~ What are the basic assurnptions underlying Capital Asiet Pricing Model?

4) Define efficient frontier. What happens to the Cépilail arket Line and the
choice of an optimal portfeclio if borrowing rate is allowed to exceed the
lending rate? :

5)  Define leveraged postiolio and bri‘hg oui its implicaticns for capital market line..

6) Compare and contrast CAPM and APT. Which of the two is a better model for
pricing risky assets and why?

7) Assume the SML is given. asRi = 005+ .06 and the estimated below on
two stocks are fx = .04 and fy = 1.5. What must be the expected return on
two securities in order for one to feel that they are a good purchase?

8) ‘What specifically should a ‘true believer’ in the CAPM do with her money if
she seeks to hold a portfolio with a beta of 1.57

9) Thefollowing data are avaijable to you as a portfolio manager;
Securlty turn Eeta Standard Deviation
A 6 30 .20 | 50
B 25 15 _ 40
C Q 20 Lo } 30
Q“ 18 08 : 25
L~ 15 : . 0.5 .20

w In terms of the security market line, which of the securities listed above -
are undervalued? why? '

b) Assuming that a portfolio is constructed using equal propartions of the
five stocks listed above, calculate the expected return and risk of such a
portfolio, : - '

10. Compare and contrast standard deviation and beta as mefasure of stock and.
portfolio risks. o

12.8 FURTHER READINGS

Fischer, Donald E. and Ronald J. Jordon 1987, Security Analysis and Portfolio
Management, 4th ed., PHI, New Delhi

Nancy, Efficient? chaotic? What is the New Finance? Harvard Business Review,
March-April, 1993.




UNIT 13 PORTFOLIO REVISION

Objectives

The objectives of this Unit are to:

» point out the meaning and need for perifolio revision
e contrast ‘active’ and ‘passive’ porifolio revision strategies
e  highlight portfolio revision practices and the conslraints in portfolio revision

e discuss and illustrate formula plans for portfolic revision

Structore

13.1 Meaning of Portfolio Revision
13.2 Need for Portfolio Revision -
13.3 Portfoiio Revision Strategies
13.4 Portfolio Revision Practices
13.5 Constraints in Portfolio Revision

13.6 Formula Plans
i3.6.1 Basic Assumptions and Ground Rules -

13.6.2 Constant-Dollar-Value Plan i S .
13.6.3 Constant-Ratio Pian ‘ _
1 13.6.4 Variable-Ratic Plan )

13.6.5 Limitatons ' . o .
13.7 Summary : - o

13.8 Self-assessment Questions/Exercises Y -
13.9 Further Readings . -

131 MEANING OF PORTFOLIO Rﬁfﬁon |

In the entire process of portfolio management, p revision is as important as
* portfolio analysis and selection. Keeping in mind the risk-return objectives, an

investor seiects a mix of securities from the given investmeri universe. In a
dyramic world of investment, it is only natural that thg portfolio may not per_forrn
" as desired or opportunities might arise turning the desired into less than desired. In
every such situation, a portfdlio revision is warranted. Portfolio revision i_nvolvcs

changing the existing mix of securities. The objective of portfolio revision is similar .

1o the objective of portfolio selection i.e., maximising the return for a given level of
- risk or minimising the risk for a given level of return. The process of portfolio

revision may also be similar to the process of portfolio selection. This is particularly

true where active portfolio revision strategy is followed. Where passive portfolid.
‘revision strategy is followed, use of mechanical formula plans may be made. What
are these formula plans? We shall discuss these and other aspects of portfelio

- revision in this Unit. Let us begin by highlighting the need for portiolio revision.

13.2 NEED FOR PORTFOLIO REVISION

No plan can be perfect to the extent that it would not need revision soaner or later.
Investment Plans are certainly not. In the context of portfolio management the necd
for revision is ever more because the financial markets are continually changing.
Thus the need for portfoliorevision might simply arise because market witnessed
some significant changes since the creation of the partfolio. Further, the need for -
-portfolio revision may arise because cf some investor-telated factors such as (i)
availability of additional wealth, (i) change in the risk attitude and the utility
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f ﬁn_clion‘ of the investor, (iii) change in the investment goals of the investors and (iv)

the need to liquidate a part of the portfolio to provide funds for some alternative

uses. The other valid reasons for portfolio revision such as short term price
fluctuations in the market do also exist. There-are thus numerous factors, which
may be broadly calied market rélated and investor - relatéd, which spell need for
portfolio revision. o

13.3 PORTFOLIC REVISION STRATEGIES

As are there numerous factors motivating revision of portfolio, so are there
numerous sirategies of portfolio revision. Broadly speaking investors may,
depending on their investment objectives skill and resources, follow ‘active or
‘passive” strategies for portfolio revision. Active strategy of portfolic revision
involves a process similar 1o portfolio dnalysis and selection as described in Units
10 and 11, which is based on an analysis of fundamental factors covering economy,
industries and companies as well as technical factors as described in Units 6,7 and
8. As against this, under passive sirategy some kind of formula plans are followed
for revision. Some popular formula plans are described unider section 13.6.

Active revision strategy seeks ‘beating the market by anticipating” or reacting 10 the
perceived events or information. Passive revision strategy, on the other hand, secks
‘performing as the market’. The followers of active revision strategy are found
among believers in the ‘markg} incfficiency’, whereas patiive Fevision strategy is
the choice of believers in ‘mark¥ efficiency’, The frequency of trading
fransactions, as is cbvions, Wil b# more under active revision strategy. than under ‘
passive revision strajegmand so will be the time, money and resources required for
implementing aclivn strategy than for passive revision strategy.In other
words, active and pa reviston strategies differ in terms of purpose; process and
cost involved\'pghoice betwéen'the two strategies is ceftainly not very straight
forward_One h¥ to compare relevant-costs and benefits. On the face of it, active

isi ategy might appear quite appealing but in actual practice, there exist a
constraints in undertaking portfolio revision itself. Some significant
traintS-are discussed under Section 13.5. '

ty 1

a) Dethine Portfolio Revision.

¢) Distinguished ‘active’ and ‘passive’ strategies of portfolio fevision

13.4 PORTFOLIO REVISION,PRACTICES

" In U.S., both aclive and passive portfolio revision strategies have been prevalent.
Studies about Portfolio revision strategies followed by U.S! investors show that the
efficient market hypothesis is slowly but continously gaining believers and these -
converts revise their portfolio nuch less often than they were doing previously
because of their rising faith in market efficiency. Instilulion]La_l investors in U.S., on




the other hand, have shawn definite tendency in the recent past for active revision
of their portfolios. This is said to be motivated by their desire to achieve superior
performance by frequent trading to take advantage of their supposedly superior
investment skills. o ' :

Some research studies undertaken in U.S. about the market timing and por_tfolio
revision suggested as follows: '

F. Black (1973) found that ‘monthly and weekly revision could be a rewarding
strategy thougly When transactions costs'were oonsidcréd the results were less
impressive, but, of course, still significantly positive. '

H. A. Latane, et. al. (1974) goncluded that complete portfolio revision every six
months would have been a rewarding strategy. '

Sharpe {1975) wrote: A manager who attempts totime the market must be right
roughly three times out of four, in order to out perform the buy-and-hold portfolio.
If the manager is right less often, the relative performance will be inferior because
of transaction costs and the manager will often have funds in cash equivalents when
they could be earning the higher returns available’ from common stock.

Institutional investors who continue 10 be dominant in the Indian stock market do
_~not seem 1o resort to active portfolio revision mainly for statatory reasons. Another
feature of their portfolio revision is that they continue to emphasise individual

securities rather than portfolio risk-return changes. _

13.5 CONSTRAINTS IN PORTFOLIO REVISI@ '
A look into the portfolio revision practices as diswssgd‘ab@e'h hlighit that there
are a number of constraints in portfolio revision,in gener%ﬁhd acltive portfalio

revision, in particular. Let us indicate some common con in pdrtfolio
revision as follows: '

Transaction cost: As you know buying and sellinQf securities involve transaction
cost including brokers’ fee. Frequent buyi sellifig for portfolio revision may
push up transaction Costs beyond gainful b i

Taxes: In most of the countrigs, capital gains are taxed at concessional rates. But
for any income to qualify as capital gains, it should be eamed after the lapse ofa
certain period. In many cases, the period is 35 months. Frequent selling for
portfolio revision may mean foregoing capital gaigs tax concession. Higher the tax .
differential (between ratés of tax for income and capital gains), higher the
constraint. Even for tax switches, which means that one stock is sold to establish a
tax loss and a comparable security is purchased to replace it-in the investor’s
portfolio, one must wait for a minimum period after selling a stock and before
repurchasing it, to be able to declare the gain or loss. If the stock is repurchased
before the minimum fixed period, it is considered a wash sale apd no gain or loss
can be claimed for tax purposes. ’

Statutory Stipulations: In many a country like India, statutory stipulations have
been made as to the percentage of investible funds that can be invested by.

_investment companies/mutual funds in the shares/debentures of a company or
industry. In such a situation, the initiative to revise portfolio is most likely to get
stiffled under the burden of various stipulations. Govemment owned invesiment
‘companies and mutual funds are quite often called upon-to support sagging markels
(albeit counters) or cool down heated markets, which, puts limit on the active
portfolio revision by these companies.

No Single Formula; Portfolio revision is no exact science. Even today there does
niot exist clear cut answer to the overall question of whether, when and how 10
revise a portfolio. Thie entire process is [airly combersome and time-taking. The

Portfolio Revision
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investment literature do provide son:ae' formula plam. which wi shall discuss in the
following section, but they have theif own assutnptions and lir..eations.

Activity 2

a)  List out three constrains in portfolio revision.

b) Define the following:
Wash sale

Tax switches

13.6 FORMULA PL@

the buying and selling thgecuglties. Ideally, invesiors should buy when prices are
low, and then sell (agse secuTities when their prices are high. But as stock prices

As noticed above, the prf portfolio revision essentially boils down to timing

fluctuate, the natur: ncies of investors often cause them to react in a way
oppasile 1o gpeghat Wpuld enable them to benefit from these fluciuations. The
investors san! to buy when prices are fow for fear that prices will fall further

lower, or far Mgt that prices won’t move upward again. When prices avc high,
invegforgage hesitant to sell because they feel that prices may rise further and they
may i 1@ larger profiis. It requires skili and discipline to buy when stock prices
are low dnd pessimism abounds and to sell when stock prices are high and optimism
prevails Mechanical porifolio revision techniques have beer developed © ease the
problem of whether and when 1o revise to achieve the benefits of buying stocks
when prices are low and selling stocks when prices are high. These techniques are
referred to as formula plans. Constant-Dollar-Value Pian, Consizat Ratio Plan and
Variable Ratio Plan are three very popular formula plans. Before discussing each
one of these, we may point out basic assumptions and ground rules of foriaula plans
as follows:

13.6.1 Basic Assumptions and Ground Rules
The formula plans are based on the following assumplions:
One, the stock prices move up and down in cycles.

Twao, the stock prices and the high grade bond prices move in the opposite
directions. '

Three, the invesiors cannot or are not inclined io forecast direction of the next
fluctuation in stock prices which may be due to lack of skill and resources or their
belief in market efficiency ¢: both.

. The use of formyla plans call for the investor to divide his investment funds into

two portiolios, one aggressive and the other conservative ar defensive. The
aggressive porifolio usually consists of stocks while conservative portfolio consists
of bonds. The formula plans specify pre-designatéd rules for the transfer of funds




from the aggressive into the conservative and vice-versa such that it automaticaily Portfolio Revislon
causes the investor to sell stocks when their prices are rising and buy stocks when
their prices are falling. Let us now discuse, one by one, the three formula plans. -

13.6.2 Constant-Dollar-Value Plan

The Constant-Dollar-Vaiue Plan (CDVP) asserts that the do]lar value (or Rupee
Valu. in Indian Context) of the stock portion of the portfolio will remtain constant.
This, in operational terms, wouid mean that as the value of stocks ; _es, the
investor must automatically seil some of the shares to keep the value of his
aggressive portfolio constant. If, on the other hand, the prices of the stocks fall, the
investor must buy additional stocks to keep the value of the aggressive portfolio
constant. By specifying that the aggressive portfolio will remain constant in dollar
value, the plan implies that the remainder of the total fund will be invested inthe
conservative fund. In order to implement this plan, an impertant quéestion 1o answer
is what will be the action points? or, in other words, when will the investor make
the transfer calied for to keep the dollar value of the aggressive portfolio constant?
Will it be made with every change in the prices of the stocks comprising the
aggressive portfolio? Or, will it be set according to prespecified periods of time or
percentage change in some economic or market index or percentage change in the

~value of the aggressive ponfoho"

The investor must chonee prc-detem-med action pmnls also calied revaluation
points, very carefully. I'he action puints can have significant effect on the returns of
the investor, Action points placed at every change of 1oo clnse would '
excessive transaction costs that reduce return and ihe action points pla r
apart may cause the loss of opporttunity to profit from fluctuation ke place
between them. Let us take an example to clarify the working of
constant-dollas-value-plan. Table 13.1 presents the relevangdata.

_ TABLE 13.1 Example of & Constant-Do ¢ Fortnula Plan
(1} @ gLE)] QN ) & o]
" Velueof Value of T of
Value of Buy- Conservative AggressiveC )

Stock  and-Hold Portfolic ©  Porifalio Dallar o Total Number of
"Price  Strategy (800 (Col. 5 S {Col 7x Portfolio Revaluation  Shares in Aggressive
Index Sharesx Col. I)Col4) - Coll) {Col 3+ Col 4) Acmm - Portfelin

25 Rs. 20,000 Rs. 10,000 Rs. lUOCK] Rs. 20000 . 400

22 17,600 10,000 8.300 18,800 ' 400

20 16,000 10,000 8,000 18,000 - 400

20 16000  B,000 10,000 18,000  Buy 100 500

i ' Shares at 20

22 C 17600 8,000 11,000 19,000 500

24 o 19200 8,000 12,000 26,000 . : 500

24 19,200 10,000 lU,(I)(j 20,0000 Sell83.3 416.7

Shares a1 24 o

26 20,800 10000 10830 20830 : 4167

288 23,040 10,000 12,000 22,000 B L 67

288 23,040 12,000~ IIO.WJ 22,000 " Sell 69.5 3472

) Shares at 28.8
25 © 20,000 12,000 870 20,700 : 3472

“To restore the stock portfolio to Rs. 10,000., Rs. 2,000 is transferred from the conservative portfolic .
and used to purchase 100 shares at Rs. 20 per share. i

In our example, an investor with Rs, 20,000 for investment decides that the conslart
dollar (Rupee) value of his aggressive portfolio will be Rs. 10,000 The balance of
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Rs. 10,000 will make up his conservative portfolio at the beginning. He purchases
400 shares selling at Rs. 25 per share. He also determines that he will lake action tor
transfer funds from aggressive portfolio to conservative portfolio or vice-versa each
time the value of his aggressive portfolio reaches 20 per cent above or below the
constant value of Rs 10,000. Table 13.1 shows the positions and actions of the
investor during the complete cycle of the price fluctuations of stocks comprising the
portfolio. Although the example refers 10 the investment in one stock, the concepts
are identical for a portfolio of stacks, as the value change will be for lj:e total
portfalio. In this example, we have used fractional shares and have ignored
transaction costs to simply the example. In order to highlight the revaluation actions
of our investor, we have shown them “boxed” in Table 13.1. The vaiue of the
buy-and- hold sirategy is shown in column (2} to enable comparison \tilh the total-
value of our investors’ portfolio [column (5)] as per constant-dollar-vaiue plan of
portfolio revision. Notice the revaluation actions (represented by boxed areas in,

“Table 13.1) taken when the price fluctuated to Rs. 20, 24, and 28.8, since the value

of the aggressive fund became 20 per cent greater or less than thé constant value of
Rs. 10,000. Notice also that the investor using the conslant-dollar-value formula
plan has increased the total value of his fund to Rs. 20,700 after the complete cycle,
while the buy-and-hold strategy yielded only Rs. 20, 000 Letus nowﬁluslrale
another formula plin, namely, conslanl-ratio- pl.an

13.6.3 Constant-Ratio Plan

The constant-ratio plan specifies that the galue of the aggressive porlfLEiO to the
value of the conservative portfolio will be Nld constant at the predetermined ratio.
This plan automatically forces the investgr Ighsell stocks as their prices rise, in order-
10 keep the ratio of the value of feingpgressive portfolio to the value of the
conservative portfolio constant ise, the investor is forced to transfer funds
esSive portfolio as the price of stocks fall. We
lan with the help of an example. For the sake of
our exampie, the bld ing pdint and other information are the same as in the previous
1:1. The initial fond of Rs.20,000 is thus divided into
s. 10,000 cach. The action points are pre- determined at +.10
B ratio®f 1.00. Table 13.2 shows, in boxes, the actions|taken by our
@ bt the values of the-two portfolios to reobtain the desired ratio.

TABLE. 13.2: Example of Conslénl—Ratlu Formula Plan

() ) 3@ (5) (6) (7 ®
Stock  Valueof Value of Value of Total Value Ratio Révaluation  Total Nambgr
Price  Buy-and- Conservative Aggressive  of.Constant {4):(3) Action  of Shares in
Index Hold Portfalic Porifolio Ratio Aggressive

Stralegy {Col. 5 (Cal.8 Portfolio Porifulio

(800 Shares  -Col.4) “x Col.1) {Col 3

x Cal.1} + Col.4)
25 Rs. 20,000 Rs. 10,000 Rs. 10,060  Rs 20,000 1.00 400
23 18,400 10,000 9,200 19,200 o2 400
225 18,000 10,000 9,000 19,000 L0 400
225 18,000 9,500 9,500 19,000 1.00  Buy22.2 Shares 422.2

~at 225
20.25 16,200 9,500 8,540 < 18,040 80 4222
20.25. 16,200 9,020 9,020 18,040 1.00  Buy 23,7 Shares 445.9
) at 2025
20 16,000 9,020 8,910 17,930 99 4459
224 17,920 9,020 - 9,920 18,940 119 . 4459
224 17,920 9,470 0470 & 18,940 © 100 Sell 20.1 Shares 4258
: ' at 22.4 -

246 19,920 9,470 10430 - 19,904 110 ‘ 425.8




o @ 3 @ ©) (6) a__® | Portfolio Revision
246 19,920 9,950 9,050 19,900 100 Sell 10.5 Shares| 406.3
. . at 24.6

270 21600 9,950 10,950 20,900 e 4063 _

27.0 21600 10450 10450 20900 100  Sel) 18.5 Shares. 3878 ‘

: ) ) o . at 27.0

288 23040 - 10450 11,170 21,620 w0 3878

270 21,600 10,450 10,450 20,900 1.00 " 3878

25 " 20,000 10,450 9,670 | 20,120 93 3878

- 'To restore the ratio from 90 to 1.00, total value of the fund, Rs. 19,000, is sippty splil in 1wo equal scgment.s
| of Rs. 9,500; and Rs,9500/9,500 =1.00. The Rs. 500 transferred from the conservalive portfolio will buy 222
Shares at the prevailing price of Rs. 22.50 : .

You may notice that the constant-ratio plan calls for more transactions than the

constant-dollar-value plan did, but the actions triggered by this plan are less

aggressive. This plan yielded an increase in total vaive at the end of the cycle

compared willf the total value yielded under constant-dollar-value plan. It did,

however, outperform the buy-and-hold strategy. Let us now explain and illustrate
‘ variable-ratio plan. ' - C

13.6.4 Variable-Ratio Plan

‘ Variable-ratio plan is a more flexible variation of constant ratig plan. Under the
variable ratio plan, it is provided that if the value of aggressive portfolio aQanges by

certain percentage or more, the initial ratio between the aggressive olid\gnd
conservative portfolio will be aliowed to change as per the pre-determi

schedule. Some variations of this plan.provide for the ratios fo va rding 10 -
economic or market indices rather than the value of the aggressiv io. Still others
use moi;ilig averages of indicators. In order to illustrate the gorkin ariable ratio
plan let us continue with the previous example with the foll odifications:

The variable-ratio plan states that if the value of gresdive portfolio rises by 20 A
per cent or more from the present price of Rs. opriate ratio of the '
aggressive portfolio will be 3:7 instead of theynitia tio of 1:1. Likewise, il the
value of the aggressivé portfolio decreas percent or more from the present -
price of Rs. 25, thr:-;appropriate percentage oNgggressive portfolio to conservative

portfolio will be 7:3. Table 13.3 presénts, in boxes, the actions taken by our investor
to readjust the value of the aggressive portfolio as per variable-ratic plan.

TABLE 13.3: Example of Variable-Ratlc Fourpula Plan

0y 2 3 [C] (3) ® - M (8)
Value of Buy- Valueof  Valupof ~ Valueof " Toual
and-Hold ~ Conservative Aggressive Total Value of Stock as % Number of
Stock Strategy Portfolio  Porifolic  Variable-Ratio. of Tolal : Shares in
Price  (800Shares x {Col.5-Col. . (Cot. 8% Portfolio (Col. Fund (Col. " Revaluation Agressive
Index Col. 1) 4) Col. 1) 34Col.4) 4+Col.5) Action  Poriblio
25 Rs. 20,000 Rs 10,000 Rs10,000  Rs.20,000 50% 400
22 17,600 . 10,000 8,800 18800 4% . 400
20 16,000 . 10,000 8,000 18,000 45% 400
20 16000 5,400 12600 18,000 70%  Buy 230 630
: ' iy Shares at 20
2 . 17,600 5400 13860 119,260 72% ' 630
25 20000 5,400 15,760 21,160 74.5% _ 630
25 20,000 10,580 10,580 21,160 50%  Seli 207 423
’ ' ) Shares at 23 ]
% 20800 . 10,580 11,000 20580 53% . 423
2838 23,040 10,580 12,180 2,760 - 54% - 423
25 20,000 10,580 10,580 21,160 50% 473
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: B) 'Comnieﬁ_tfoh _ﬂledifl@ ifany? -

'You may notice that the increase in the total value of the portfolio after the
.- complete cycle under this plan is Rs. 1160, which is greater than the increase o
registered under the other two formula plans. The revaluation actions /transactions

- undertaken are also fewer under this plan compared to other two plans. Variable
. ratio plan may thus be more profitable comparable to constant-dollar-value plén an

' the constant-ratio plan. But, as is obvious, variable ratio plan demands more
forecasting than the other formula plans. You must have obsérved, the varigble ratio
plan requires forecasting of the range of fluctuations both -above and below the
initial price (or say median price) to establish the varying ratios at different levels ol“
portfolio values. Beyond a point it might become questionable as to whether the
variable ratio plan is less complicated than the extensive analysis and forecasting -

_' that it was supposed 1o replace.
~ Activity 3

" a)  What s the total fralué'qf the portfolios at the end of the complete cycle under

Constant Dollar Value Plan, Constant Ratio Plan and Variable Ratio Plag in.
the examples given above ? B . ' '

s e an e rpra e e
............................................. R T P
B yes .
..u.-..-...-...u.......---......-..'....-_..u..-..u.-......-..uu--.".-...u.-'-.

one of the .fo'rmula plans are a royal road to riches. First, as an effort 1o

lies should be selected for investment. Second, formula plans by their patuye
. aregfnflexible. This inflexibility makes it difficult to know if and when to adjust the-
plan to new conditions emerging in the investment environment. Finally, in the
absence of much faith in the market efficiency, particularly in the developing stock

- markets, there may not be many followers of formula plans for portfolio revision. .
- 13.7 SUMMARY

" In this Unit, we have noticed thatin the entire process b_f portfo]io'managémént
portfolio revision which involves changing the existing mix of securitigs is as

important s portfolio analysis and selection. The portfolio revision strategies

%d\:: echanical rules for portfolio revision, they make no provision for what -

- adopted by investors.can be broadly classified as ‘activé’ and ‘passive’ revision

strategies. This Unit also points. out that while both “active’and ‘passive’ revision =
strategies are followed by investors and portfolio managers, ‘passive’ strategy is
- followed by believers of market éfficiency or those who lack portfolio analysis and
selection skills and resources. Major constraints which come in the way of portfolio
_ revision are transaction costs, taxes, statutory stipulations and lack of ideal formula,
This Unit also discusses and illustrates three formula pians of portfolio revision, -
namely, constant-dollar-value plan, constant-ratio plan and variable-ratio plan;
“Before closing the discussion about formula plans, it is noted tffat these formull
plans are not a royal road to riches, They have their own limitations, The choice of
portfolio revision Strategy or plan is thus no simple question. The clioice wifi .
Jinvolve cost benefit analysis. o T ' -

v
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138 SELF-ASSESSMENT QUESTIONS/EXERCISES | Porttllo Revislon

1) * ‘In the Indian Comext, buy-and-hold isa betler slrategy compared 10 any of
the porl.follo revision strategies.” Comment. '

2) Compare and contrast constant-dollar-value plan, conslam—rauo plan and
variable-ratio plan. You may use inmaginary data..

3) ‘Formula plans are hardly useful in the Indian Context Comment
4) Define the following: , '
‘- a) Aggressive portfolio - v
~ b): Conservative portfolio - i
c) Acuon points

| 5) ‘Formula plans are good because they aid the investor in overoommg his
© emotional involvement with the ummg of the purchase and sale of stock.’
Comment : .
6) Critically evaluate the threc formula plans and suggest modification, if any, to .
make them useful for investors in Indian Stock market.

7) ‘Formula plans aid the mvestor in selecting appropriate securities.” Comment

8) What are the ground rules to be rollowcd by an investor who wants to ado,
formula plans? : . . b
9} Critically examine the basic assumphons of formula plans and co ton
: thelr validity in the Indian Context. o _
10) Why does arise the need for portfolm revision? What are theygonstraints in ;
‘ portfolio revision? . -
137 'FURTHER READINGS Q~

Fischer, Donald E. and Ronald J: Jordon, 1987, @Amzym and Portfolio
Management, 4th ed., PHI, New Delhi S o
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BLOCK 5 INSTITUTIONAL AND
MANAGED PORTFOLIOS

This block comprises three Units. Unit 14 titled ‘Performance Evaluation of managed
" Portfolio® discusses various, concepts and methods of computing portfolio return and
distinguishes between performance measurement and portfolio evaluatioq. This Unit
also tughhghts the concepts of benchmark portfolic and pérformance attribution for
comparison and evaluation of managed portfolio. The problems encountered in the
process of performance evaluation of managed portfolio are also pin-pointed. Unit 15,
].nyestment Companies’ is focused on portfolio management in investment companies
It explams the process of portfolic management in investment companies. This Unit
also highlights and describes the type of investment companies operatmg in India and
their porifolio management environment and practices. The discussion in this unit
touches upon UTI, LIC and private seclor investment companies. Mutial Funds of

Commercial Banks is the main focus of Unit 16. This Unit highlights the purpose and . -
concept of mutus} funds, their organisational structure; historical evolution, types and .

investment objectives. It also éxplains the process of creating, managmg and revising
portfolio of securities by mumal funds in Indis

EI .
T

X
&
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UNIT 14 PERFORMANCE o
EVALUATION OF MANAGED
PORTFOLIO

* Objectives
. The ob_}ecllves of this unit are to:

# discuss the various concepts and methods of compunng porifolic reluru viz.
Dollar—Welghled Relum, Value-Weighted Retnrn, Rlsk Adjusted Rate of Return;

* dlstmgulsh between performance measurement and performance evaluatlon and the
primary components of perfumxanoe, that is, stock selection and mrkel timing;

® highlight the concept of benchmark portfolio for comparisor and evaluation;

® explain why a portfolio earned a certain retum over a paritcular lime period, also
" . known as performance attribution; : .

® pin-point the problems encountered in performance evaluation,

Structure .

14.1 Introduction L.

14.2 Methods of Computing Portfolic Return : : ) L
14.2.1 Dollar-Weighted Rate of Retum _
14.2.2 Time-Weighted Rate of Retarn : :

: 1423 Risk Adjusted Return : :

14.3 Compenents of Investment Performance P~
14.3.1 Stock Selection
14.3.2 Risk Taking ' :

o 14.3.3 Market Timing ) :
14.4 Problems with Risk Adjusted Measures

14.5 ‘Benchmark Portfolio - Concept and . ctio
14.6 Summary :
. 14.7 Self-assessment Questions/Exercises- '

14.8 Further Readings

141 INTRODUCTION

Quite frequently small jnvestors feel insecure in managing their own invesiment in
securities because they consider themselves inadequate to perform this delicate task
successfully. Often, they fee! that they lack education, background, time, foresight,
resources and the temperament 10 carry cut the proper handling of their portfolio: The
logical step they then take is to tum the job over to a professional portfolio manager.

Most often, the portfolio manager chosen takes the form of a mutual fund or invesiment -

.company. The main reasons for selecting a mutual fund or investment company
involves the management, diversification and liquidity aspects. Managers trained in the
techniques of security analysis devote their full time meeting the Funds’ investment
objectives. This permits a constant monitering of the securities conprising the

" portfolio. Furthermore, large amounts of money entrusted to the Fund enables it to.be

divemified in invesiments across industries and securities to an extent not possibly

achieved by the average investor. These institutions are able {o obtain lower brokerage
commissions than an individual small investor. This diversification evolves as a result-

of stated objectives of the Fund: The 1nve§tor, in search of a portiolio manager can shop

for a Fund whose objeclwes are most in line with his/her own, Finally, open-end

investment companies represent a liqujd type of nwestment because their shares can be _

readily converted mto cash,

In this and the remaining two Um!s we will discuss lhe methods and techmques which
are useful to evaluate professiotial portfolio manager. While the remaining two units
wounld specifically focus on mual funds and investment companies, in-this unit we
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Letus illustrate the three s @ plved as follows:

shall distinguish between performance measuresnent and performance evaluation,
discuss various methods of computing portfolio returns and components of invéstment
peHormance and pin point difficulties with risk-adjusted measures of portfolio
performance. In this Unit, we shall also explain the concept and method of construction
of benchmark portfolio for performance evaluation of a managed portfolio. Let us begin
by distinguishing performance measurement and performance evaluation and explaning
methods of computing portfolio return. |

142 METHODS OF COMPUTING PORTFOLIO
RETURN -

Performance measureiment is just an accounting function.\#hich attempts to reconcite
. the 'end of period with the beginning period values. Performance evaluation on the other
hand, addresses the issues of whether: ' ' '

- the past performance was superior or inferior;

such performance was due to skill or luck;
future performance will be similar or not. _

Portfolio performance is genenally evaiuated over a time interval J_f at leasll four years,
with returns for a number of sub-periods within the interval —like monthly or quarterly,
so that there is a fairly adequiate number of observations for statistical evaluation, The

calculation of portfolio return is fairly simple when there are no deposits or withdeawals = |

of money froin a portfolio during a tifkg period. In that case, the market value of the .
- portfolio in the beginning and at thg e the period are determined for computing the
portfolio return. o ' : : :

' 1:Portfolio Value - Beginning |
8 No. of Shares Market Price  Porfolio Value

Beginning
- .50 e ' 5,000
@ B 100 ™ 7,000
: c w0 4 Y
o D <500 T 60 "_30,000.
Total (Vo) - ' . 50,000
. Step 2.; Porifolio Value - End L
. Shares . Na.ofShares  Markei Price Poribolio -
. . o Valnc-f!nd
A 0 200 10,000 .
"B " 100 o Lo
c I 22,000
D 500 80 40,000

© Towk(vy) - ' - 76,% -
Lo .Vl.—Vd .

_ ..St¢p3:_P0r_lfohq Return = Vo

76,000 - 50,600
s -4. 50,000 | -‘52% B

Performance measurement becomes different when a client adds or withdraws money

from the portfolio. The per cent change in the market value of the portfolio as computed -

" _above may not be an accurate measurement of the portfolio’s return in that case.



" Perfermence Evalvation of
Maunnged Porifolio

iFor example, if the beginning value of the portfolio is Rs. 50,000/~ and the value at the
end of October is Rs, 70,000/- and the client deposits Rs. 30,009/ in cash in eatly
HNovember, the value at the end of the year wonld be Rs, 1,00,000/-. The portfolin retum
in this case will be : ®

Ty « 100 %

However, the sitire yeinri was noi due {0 #as actions of the investment manager. A
more accurale measurd would be '

{ 1,00,000 — 30,600 j < 50,000

- 405G
30,000 40 %

In the event of a deposit or a withdrawal occurring just after the start of the period, the
returm ou the porifelioshould be caloviated by adjusting the beginning market value of
the porticlio. In the cabe of 3 deposit, {ie peginning valve wouid be increased by the
deposit amout and in the case of withdrawal, the beginaing valse would be decreased
by the amonnt. ‘ '
When depesits or withdrawals occur in the middic ~fthe peticd either the doliar-weighte-]
return (ropoe-weighted retarn) or the time-weighted refom should be used. The chvice of-
metiiod witl depend on the performance evaluasion objectives. If the performance of the
Fund is being evaluated, doliar- weighted retuen wouid be appropriate as it piovides the
return from the perspective of the clieni. If the investment manager’s decisions are being
evaluated, the time-weighied tetem would be appropriate as it would exclude the efifgl of
_ths client’s cash flow decisions. Letus explain these methods now. '

14.2.1 Dollar-Weighted Rate of Return Q
The internal rate of return that eguates the initial contribution and the ows that

occur during the period with the ending value of the fund is lhe weighted rate of
return. Mathematicslly, this measure of return is the dolia _weighed average of
sub-periad returns with the dollar weights equal to the f the Thitial contribution
and all the cash flows upta the 1ime of the subperiod ret

For example, a portfciio has a mnarkel vaiue of RO lakk’ In the middle of the
quarter, the clienl deposits Rs. 5 lakh and at the Dy ¢ guarter the value of the
portiolio is Rs. 103 lakh. The dollar-weighted returvould be calculated by solving the
following equation for r

-3 103

160 = +
(3+r) (141}

r = — 98 % which is a semi-quarterly rate of retum.

This can be converted into a quarterly rate of return by adding 1 1o it, squaring this
value and then subtracting 1 from the square, resulting in & quarterly return of -

{1+{~.0098) —1] = —1.95 per cent

14.2.2 Time-Weighted Return

The time-weighted rate of retum is the weighted average of the internal rates of return for
the sub-periods between the cash flows and it is weighted by the length of the subperiods. .

This method considers the market value of the portfolio just before cach cash flow occurs.

The percentage change in the value would be 160% as compared with a change in value
of 82%, if there had been no interim cash flow. The time-weighted return of 82% is
however more appropriate return for the fund manager.

Cash inflows and outflows can also be adjusted by using the unit value method. When

cash inflows occur, new units ase issued by the manager to the client, and when cash

outflows occur, units are retrieved from the client, Hence, the number of units change

when cash flows occur, but the value per unit rémains constant.

Let us now make a quick comparison of Dollas-Weighted and Time- Weighted Ezturms.

A portfolio of Rs. 50 lakh declines to Rs. 25 lakh in the middle of the quarter at which
. point, & client deposits Rs. 25 lakh with the portfolio management firm.
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 AnnualReturn = [ 4r)(Ler2)(1er)(14r)-1]

o 1st balf (six months) | - " 2nd half (six months)
. Value before cash flow™ - : 50,000 . 70,000
" Cashflow - C Y 30,000
© Amount invested _ so00. | 100,000 -
' Eading value : 0000 - 1,30,000
Change in valuz % o 0% ' . 851%
Change in valwe over full year % S 160%
Period| _ . 70,000 - 50,000
_ - 50,000
- S 0%
Period 2 - S ' 1,30,000 - 1,00,000
: _ 100000
: o j%
Time Weighted Retum over periods L and 2 _ . 140%130 = 1.82-1

- Afthe end of the quarier, the portfolio has a markei value of RLIOO lakh. The

‘semi-quarterly dollar-weighted return for this portfolio would be
- . -25 100 -

50 & ——— : "

T (L+r) -(_l.-l-'r)_z.

time-weighted return would be ( #5) (14+1)—1 = 0 perdent. There is alotof
difference in the returngf Eaclyrupee lost balf jts value in the first half and then the -
remaining half rupee dolb value in the second half. Thus assuming that a rupee at
the beginning waggworth & Tupee at'thie end of the Quarter, a time- weighted refurn is a
more accurate m n the dollar-weighted return. A dollar-weighted retumn is

' y the size and the timing of the cash flows|(that is deposits or
whicly the investment manager has no conirol. o

7= 186% -
Quartedly dduﬂf-weighted'le‘i.lsﬁ P—1 = 40.66 .%gowever, its quarterly

the first, second, third and fourth quarters are givenby 11,12, r3 and 1y,
can be caiculated by adding 1 to'each quarterly return, then multiplying
res and finally subtracting 1 from the resulting product, Thus,

" This method assunies the reinvestment of both the capital'and the earnings at the end of -
. ¢ach quarter. s ' - o o
_The performance of a mutual fiznd can be evalvated by using the beginning and the end
‘periods net-asset vatues as follows: ' ' )

Rp i (NAV}*NAV|-1)+D1'4-C1 i
. '_NAV[-....I'. . :

' The one pericd rate of return for a mutvat fund {(Ry)is deﬁlicd"ais the change in net

asset value (NAV) plus its cash disbursements (D) and capital gains disbursemeiits (©).
Net asset values of the fund are adjusted for bonus and rights. Table 14.1 {please see
uext page) shows the rate of refurn earned by selected mutual funds in the U.S., for the
three year period 1978-80, using the above formula. The return on Standard and-Poor
500 is also given in the Table 14.1 which is a representative index of 500 shares to
provide a benchmark for performance evaluation. The funds are rhnked in order of
performance, The differential reirn earned could have been due to differential risk

-exposires of the funds. Hence the retuns have to be adjusted for risk before making

-commensirate with therisk incurred,

any comparison. Risk-adjusted return gives an idea of whether ﬂT reforn eamedis © L

Activity 1

"B} Between performance measurément and performance evaluation, which one is just
an accounting function 7 - - '




T
it

i)’ Between Dollar-Weighted Retbrn and Time-Weighted Retum wkich one considers
the market value of the portfolio just before each cash flow accurs 7 ,

jif) In onder o evaluate the performance of a mutual fund besides the beginning and
- the end periods riet asset values, Which other financial varisbles are relevant 7

......

14.23 Risk Adjusted Returns _
‘The performance of a fund should be assessed in terms of return per unit of risk. L
funids which provide the hi~%est return per uni. of risk wonld bedonsidered t

‘performer. For well-diversified portfolics in all asset categofies,the standard d
‘is the relevant measure of risk. When evaluating individual stocks and @\:e

diversified portfolios, the relevant measure of risk is the systématic or risk,

. which can be assessed using the beta co-efficient ( B.). Betd, as you wo Il from
Unit 12, signifies the relationship between covariance (stock, nd variance of
arket, a :

Two well-known measutes of risk adjusted reurn
Sharpe Ratio L

(reward to variability ratio) &é-;ﬁ

(i.e.) realised returt on the portfolio  r, ) in excess ofrisks frec mte  rr) divided by the
standard deviation of the portfolio ( op ). ' '

Tablel4l
e Mutaal Fund Rate Of Return (1978-1950) o
Fad - <. RaofRewm .
Technology Pund -~ - 28
. Massachusetts Investor Growth Stock _ 15.4
. Putnam Investors Fund 8
Templéton Growth Fund ' : _ 130
Nationa| Investors Cotp. ' : .128
Putpam Growth Fund o ' C125
Piopeer . ) _ : 12.3
Dreylus - . : 11.6
Chemical : . 113
Fidelity Trend - ‘ ‘ 97
Massachusetts Investors Trost oo : © 90
- Fidetity Fund. ' . 7.8
S&PS0 : L 78
- Afiliated ) ‘ ’ ' 2.7
pvestment Company of America _ S 74
indsor Fund _ 6.9
 Price Rowe Growth Fund S 6.4
Invéstors Stock R . as
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- Diff

Treynor Ratlo

 (reward volatility ratio) 2%

fip

+ Le. realised portfolio return ( rp ) in excess of risk
“the portfolio ( fip ). .

free me(rf)dimed.bymmofj __

Both these measurés provide a way of mnkmg the relative performante of varicus -

_portfolios on a risk-adjusted basis, For imvesiors whose _ _
representation in a particular asset class, the total variability Ff refurn as messured by

standard deviation is the relevant risk measure.

b’el_qw‘:
Fund ‘Rewn’ RikfreoRae ExcosiRewm SD . Be
20 10 W 8 0.80
2 " T 10 20 18 110
' ' o 2010 _
Sharpe Bauo T 125 |
30-10
. - 2010
Treynor Ratio _O-.-BF- - 12.50.
_ 30-10'
| 0 | S0 - 18.18
The ranking on both ures will be identical when both the fundé are well -
diversified. A poorly ed fund will rank Jower sccording to the Shampe measure:
than the Trey

standard deviati

Iy (Jemen Measure)
Jensen’s

ctuzl return realised over the peried.

" "Fhe model used is ;

sure is an absolute measure of performance, adjul;led for risk. This

assesses the portfolio manager’s predictive ability. The objective is to calculate
B that should be expected forlhefumlgivenlht;dsklevelandmm;iadngit
wit ¥ .

Ri-Ro = utf(Ru-Ra)se =1 |

The variables are expressed in terms of realised return and ris
Rit - Avemge retumn on portfolio for period (

Rn - Ri;sk;free rate of interest for period t

ai — Intercept that measuses the forecasting ability

Bj — A measure of systematic risk
Rmt  —Average retum on the market porifolio
e - Error term.

InhothShmpeand._Tieymrmodéls,ilismndetﬁe
+Jensen rodel, the intercept can be at any point, including the origit.

If the intercept a; has a positive value, it indicates that the superfor return has been

eamned due to superior management skills.

8 = Qindicates neutral performance.

This manager has dote a5 well a5 anunmanaged saodomly selected portfolio with &

buy-and-hoid strategy.

2% = negative value indicates that managed postfolio did:not 40 a8 weil as an

unmanaged porifolio of equal systematic risk.

porifolic is a predominant

The calculation of Sharje and Treynor ratios for two b,vpomTﬁal Funds are given

io. The less diversified furd will show _g'm'rter risk when using

of the portfolio ianager

intercept is at the origin Enthe .



We may illustrate Jensen’s measure as follows:

Actual Returns and Risk
Ra Rjp Roxt Beta
Fund A 5 i2 15 05
Fund B 5 20 15 10
Fund C 5 ' 14 . ' 15 1.10

. From equation 1, return on the portifolio is *

Rjt = Ra+Pp (Rau-Rer) -

a = Ip—Ijt
Fund A
Rjt = 5+0.5(15-5)'= 10 _
a=12-10=2% {Excess Positive Return)
. Fund B
« 5+1.0(15-5) = 15
Ta=20-15= 5% . (Excess Positive Return)
Fund C

5+1.10(15-5) = 16

a=14-16 =-2% - (Negalive' Return)
Jensen measure not only calculates the differential between actual and expecielly

earnings, but also enables an analyst to determine whether the diﬂer@m could

hive occured by chance or whether it is significantly different from : statistical
sense. The (alpha value) value in equation 1 can be tested to se if it is icantly
different from zero by using a ‘t statistic’.

When the (alpha value) value is high and the error in the gegressign is low, the statistic
will be high. q‘

A low (alpha value) value and high regression errogggsults tijow 1 statistic. A t statistic of 2
%bility of the performance due to

rformance opcumd due to chance.

is significant in a statistical sense. It implies that
chance is very low. At statistic of — 1 indicates tha
The R* for the regression of the fund returns with the market returms indicates the

degree of diversification of the Furd. ng'hef the R?, the more the fund is cormelated’
with the market index; and less the unsystematic risk, the better diversified is the fund.

Activity 2 .
' January 88-july 91
Return . Beta SD . r?
Mastershare - 3990 081 730 96%

Canshare 32.70 0.91 930 8%

Between Ma'stérsha_re and Canshare, which one is more di?ersifl;ed? Which one is
having greater unsystematic risk in the portfolio ? :

143 COMPONENTS OF INVESTMENT
PERFORMANCE .

Portfolio Managers need a clear and relevant method of attributing returns to various
activilies that comprises the invesiment management process viz. investment policy,
market timing and stock selection. Data from 90 Parge U.S. pension plans over the
1974-83 period indicated that investmérit policy dominates investment strategy (market
{iming and security selection) explaining on an average 93.6 per cent of the total plan
returi. .

 Performance Eviluation of
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' Figure : 14.1 Demmébsilibn of Pel@ [Source ; EugemZF Fame Components of |

143.1  Stock Selection

- Various methods have been d_evélt_)ped to decompose total poﬂfdlio returns and attribute -

it to each component. Eugene Fama has provided a framework for performance '

* aftribution This is illustrated in Figure 14.1.

Mo ——————
Ner A= T T T n
stlectivity { _ !%:' e
N FaF S T ) R sclectivity_
Diversification { F(Pa)=61fF ~— === i : B
o B [ ' -_
I Toul
| b exceas
. || . refurn
. :I' premium o
i i
L. i J
rwl 1 .
I '
) -
b I
11 L —
61 100 ps(r)

Performance* Journal qu; 1972), pp. 551-567.)

The ver_tic:il_ axis refers to Yetdin, the horizontal axis shows risk in terms of beta, The;ll,'

return of 8 percentand a market risk of 0.67. The Fund would have

bee ctedo earn 6.7 percent at the market risk level of Ba. But it aictuall_y.éamed
8@). Hence the excess retrrn of 1.3 per cent ( 14 — 1pa } is the incremental .

retim lectivety. Thus tota} excess retum = selectivety + risk,

_ a1t = A=t (Ba+r( a1
| B%~2% = (8%-67%)+(67%~2%)
6w 13447 |

4.7 per cent répre._-senis the premium for risk.

1432 Risk Taking

To eam excess retum, portfolio managers bear addifional risk. By using the Capital
Market Line (CML) we can determine the return commenstrate with risk as measured

by the standard deviation of retum. The standard deviation of the Fund is assumed to be

15 per cent and the standard deviation of the market 21 per ceat; risk free rate is 2 per

cént. The normal retur for Fund A, using total risk would be :

’ rf‘_"'.('rm_—l'f)ﬂp/ch - _
16.2% +(9%~2%) 15%/21 % = 7%

The difference between this normal return of 7% and 6.7% that was expected when.
only considering market risk is 7 -6.7 = 0.3%, L :

‘In the figure 14.1 it s the distance from r (B ) fo r(SA ),

Net selectivity'is the overall selectivity less compensation for diversification risk.
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Netselectivity= [ra—r(Ba)]- [7{S0)=r(Ba)l- . Massqed Portia

- (8%-67%)-(7%~-67%)

-13%-03% = 1%

< Any Funds overall perfom:ame can be thus decomposed into {i) due to selectivity ana
"+ (i) due to risk taking. - .

. 14.3.3 Market Timing

Portfolio Managers can also achieve superior performance by picking up high beta -
stocks during a market upswing and moving out of equities and into cash in declining .
.markets. To study market timing ability, one could calculate the quarterly returns fora
Fund and for the market index like Bombay Stock Exchange’s National Index of a 5
year period and plot them on a scatter diagram. Then a characteristic line can be fitted.

' 'Ew_essmmm_onlheﬁmd&, : _ o Excess refurn on the fund Ex,

" Exeess return on

‘the market (Erm ) .
' . Excessreturn on
.the market ( Erm}
2)

Fig. 142 (a, b): Fund return vs, market return for (a) superior stog ion d(b)supmarmnrkd

timing, [Soarce: 1. L. Treynor and K, Mazuy, “ nmlsoulgueustlu

Markei?” Harvard Business Review {July-Augost 1 , B  131-136.)
Figures 14.2 A and 14.2B give the excess retu nd on the Y axis and the .

excess return of the market index on the X axis. Bo ures reveal positive ex-post
alphas. The scatter diagram in Figure 14.2 A shows that all the point cluster close to the
regression line indicating that the relationship between portfolio excess return and
market excess refurn is linear. The average beta of the portfolio'is fairly constant or the
beta of the-portfolio was roughly thé same at atl times. Since alpha is positive, it
appears that the excess retum is due to his stock selection abilities.

In figure 14 2B, the points in the middle lic below the regression line and those at the
ends lie above the regression Line. This suggests that the portfolio consisted of high beta
* securities when market refurn. was high and low beta securities when the market return
was low, :

. To describe this relationshiip, we.can f1t a curve lo the points plolted by addlng a
quadratic term to the simple linear relationship.

fp = &+ b + ¢ m, where
#m = retumn on the market index squared
1p = retumon the Fund,

a, b < = values to be estimated by rcgressmn analys;s .
The ﬁgure indicates. that the curve becomes steeper as one moves to the right-of the

* . diagram. The Fund movemenis are amplified on the upside and vice versa. This imiplies

that the Fund:Manager was anticipating market changes correctly and that the supenor :
performance of the Fund can be attributed to skill in timing.

The performance of 37 mutuzl funds was studied by Jack L. Trc)mor and Kay Mazuy
over the period 1953 through 1962. Only one of the funds had a fitted quadratic term
that was significantly different from zévo, indicating market timing skills. The fitted

21
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- positioning to take advantage of market timing,

relationships for other funds evidenced no curvilibearity, indicating that the funds did |
not demonsiraie any skills in market timing. This entire pericd was one of risifg market.

James Farrel covered market prives in both rising and falling markets (1957 - 1975) and
came to the conclusion that Furds as a gronp do not make substantial skifis in asset

144 PROBLEMS WITH RISK-ADJUSTED
MEASURES

It is pertinewt o note ficre thr&'* problems which the use of risk admate,d MEASILES RS
fraught with,

® Use of Market Surrogate - All measnres other than rewand m\{.r"bnliay ratio require
* the identification of a market perifotio. Whatlever Surrogate is used for mar¥et
portfalio {(say a market index like (ke ET Index) i can be criticised s being
inadequatc. By making slight changes in the surrogate, performaance ranking cae vary.

¢ Choice of Risk-Free Raie - The choice of a risk-free rate has o be appropeiate. If the
risk-free rate is too low, then the benchmark porifolio based on it may give oo liigh
a retum, miaking it difficnlt for the portfolio to show superior performance against
the benchmark.

® Validity of CAPM - reward 1o vojatility measure and differential rotuin messure
involve beta, using the Capital AsSgi Pricing Model. Bt CAPM may not be the
. correct asset pricing model in%g msiances, Other asset pricing mndels are being
developed where the risk would rpnrate many other factors apart fmm snarket
related risk.

145 BENCRMARK PORTFOLIOS FOR
 PERFOYMANCE EVALUATION

Benchmark Pgtiolio is a tool for the meaningful evaluation of the performance of a-
port anzfer. The wore the benchmark reflects the managei’s stated style, the
Ly tely the performance due o & manager’s skill can be assessed,

SpeciaiiStd benchmarks are called *romnal portfelics’. They are cspecially constructed
by mutual consent of the client and the manager to reflect the client’s needs anid the
manager s style. Some management fizms develop a normal portflic wiich they can
use for all clients, and some develop it separately for each type of clien:.

When benchmarks are designed in advance, the portfolio manager knows what the
specific objectives are and tatlors the portfolie sccordingly, The benchmark should
reflect the appropriate invesiment universe in which the manager works,

Without a yardstick for proper compz-ison, it becomes difficult to distinguish between
active management skills and random results,

Rather than usiug a market index like the Bombd}’ Stock Exchange’s Sensitive Index o
the Economic Times Index, a benchmark portfolio would use a portfolio with

_predominantly value-orienied shares fora value manager, growth-oriented shares fora

growth manager and smal! capitalisation shares for a siail-cap (size) manager. Itis
quite possible for an investment manager to perform betier than the benchmark, though
the benchmark may itself undezperform in relation to a market index.

The process of constructing a benchmark porifolio involves:
a)  Defining the universe of stock to beused for the benchmark portfolio, and
b} Defining the weightage of the stocks in the universe.

_ An investment manager’s month-end porifolios can be examined-for the last five years

to get an idea of the. average exposurc of the mana ger to various factors (industry,
capitalisation, B/E etc.). For example, if an investment manager tends (o invest in
securitics in high capitalisation, low PE, low growth stocks, higher weights can be
assigned to these in the benclimark. The more stable the exposure-and the § investment
slyle, lhe easier it should be to buitd benchunarks with appropriale wei ghts



Performance atiribution apalysis,as mentioned earlier, is  means of evaluating an Performance Evalugtion of
investment manager's performance, the return and the sources of return relative to a Managed Portfolio
benchrmark portfofio. This analysis looks at an investinent manager’s total ‘excess’

return, of ‘active management retum’ (AMR) relative to its benchmark over the given -
“period, It also looks at the components of AMR - stock selection, indusiry selection and

market timing. :

The benchmark portfolic retumn is a ‘buy-and-hold’ return on a pre-determined portfolio

tailored to a manager’s style. The cumulative ¢xoess return or cumulative AMR is the " -

difference between actual portfolic return and the benchmark return over the evaluation

period.

146 SUMMARY

In this Unit we have discussed various concepts and methods of computing portfolio
return viz. Dollar-Weighted Return, Value-Weighted Return and Risk-adjusted Rate of
‘Retuen. We have also distinguished between perfcrmance measurement and '
performance evaluation and highlighted the primary components of performance
namely stock selection and market timing and also the concept and method of
constniction of & benchmark portfolio for comparison and evaluation with 2 managed
portfolio. The problems faced in ysing tisk-adjusted measures for portfolio evaluation

' have also been briefly pointed out in this Unit. In the following two Units, we shall
leamn about portfolio management practices in investment companies and mutual funds

in India.
14.7 SELF-ASSESSMENT QUESTIONS/ | 6
EXERCISES : O

1  Distinguish between perfomance measurement and perfo evaluation of an
investment portfolio. :

2 Distinguish between Dollar-Weighted and Time-W @ fed Returns, '

3 Describe the Sharpe, Treynor and the Jensen measureSif portfolio retarns.

4  How are the returns on managed portfolio to stock selection and market

timing 7 Discuss and illustrate.

5 W!ml are benchmark portfolios 2 How are ihey used to evaluate the performance
of a portfolio manager ? Discuss with suitable examples.

148 FURTHER READINGS
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- Eugene Fama, “Compornents of Invesiment Performance", Joumal of ﬁmnm, June
1972

Michael Musphy, “Why No One Can Tell Who's Winning”, Financial Analysts Journal,
May - June 1980. :

Jack L Treynor, “How to Rare Management of Investment Funds”, Harvard Business
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Ans. to Activity 2 Maéietshare; Canshare.’
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UNIT15 INVESTMENT COMPANIES

.Obj ectives
“The objectives of this unit are to:

~ ® highlight different types of investment companies

® discuss 't_he portfolio management process followed by investment companies
s i)inpoint the problems faced by portfolic managers of investment companies

® describe the functioning of investment conipmies inIndia. -

Structure
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15.12 Key Words -
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151 INTRODUCTION e

Nowhere does the old adage "Do not put all your eggs into one basket” kold truer than
in the case of investments in securities like shares,'debentures, etc. An investor who
puts all his investible resources into the shares of a single company runs the risk of

losing all if his chosen company fails io perform satisfactorily. Even if he spreads his

FESOUICES ACTOSS Various companies, albeit within the same industry, he runs the risk of
losing if his chosen indusiry fails to perform satisfactorily. This means that in order to
protect himself against the risk of incurring substantial Josses an investor has to spread
his resources across various industries, business houses, geographical iocatious, etc.
However, due to limitations of time, money, information and expertise, it ma;}‘-be Ny

* difficult for an individual investor lo invest in a basket of securities spread over various

induslries, business houses, locations, etc. fndividual investors, therefore, may prefer to
entrust the management of their investible resources to professionals or groups of
professionals who have the requisite resources in terms of time, information and

expertise,



{n this Unit we shall see how invesiment comparies (comprising of professionals). Investment Companics
manage the investible resources of their chients {individual investors) by selecting '

~ porifolios(baskets of securities) which are well diversified (spread over large number of

industries, business houses, locations, eic.) and which meet the specific objectives of
the class of investors comprising their clients.

152 INVESTMENT COMPANIES.

‘which invite individual investors tc subscribe to their
llected into a common pool of investible resources

Investment companies are fi
capital, combine the capital thug?

- and then seek to accomplish the #xwestinent objectives of the investors by investing

these resources in an appropriate portlolio of securities.

Investment companies may have a number of different schemes (or "funds" as they are
sometimes cafled; we shali use the terms inferchangeably) catering to the specific
investment objectives of different classes of investors. ‘These investment schemes,
offered by investment coinpanies, can be categorised based either on the nature of iheir

capitatisation or based on their Siated investment objectives of based on the 1¢ pes of
assels held by them. ' ,g,?.

15.2.1 Categorisation Based on Capitalisation

Based on the nature of capitalisation there can be two types of funds - the closed-end
fund and the open-end fund. :

If the period and /or latget amount of the fund is definite, the fund is termed a a
rt
t

 closed-end fund. ln other words, closed-end funds have definite lives and also,

initial offer of equity they do not make subsequent public offers for subscrigtion i
equity capital. Closed-end funds raise specific amounts of money, invegfihe in
securities, operate for a-specified period of time and then wind up their §peraibns at the

 end of this period. Unlike open-end funds which stand ready to buyg back (0 redeem”)

b) Income tunds : such ﬁ:qu seek to provide investors with a mddcrate-to--high

their own shares, closea-end funds do not provide investors this Ievestors in
closed-end funds whe want to liquidate their holdings havedgsell fgeir shares to other
investors, like in the case of any other share, through a nge. But in certain
cases, the shares of closed-end funds are not even traded ofjgtock exchanges,

On the other hand, in the case of open-end funds iod and target amount of the
fund is indefinite. Open-end funds are called "ope because the amount of their
equity is not fixed. Typically, each day, open-end fusitls compute the nct assel value per
share {the matket vafue of all assets, net of liabilitics, divided by the number of
ouistanding shares) and then offer to either sell new shares or redecrn old ones at a price
equat to or close to the computed net asset value, Therefore,the total amouni of
outstanding shares of an open-end fund keeps changing daily. The shares of open-end
funds are noi traded on stock exchanges for this reason.

15.22 Categorisation Basesd on Investment Objectives

Individual investors have widely varying investinent objectives. While a young inveslor

may be looking for rapid appreciation in the worth of his investment, an older investor "
may be looking for a stable income from his investient. There may be still another

class of investors who are primarily cencerned with reducing their tax burden.

Investment funds try and cater to the investment nceds-of any-onc particelar class§ of

investors. Investment funds are normally expected 10 state and adherc to specific

investment objectives. Based on these objectives, they can be broadly classified into thed

following categories: '

a) Growth funds : such funds seek to provide high capital appreciation at the cost of
assuming some risk. ("Risk" herc being defined as the uncertainty or variation
associaled with expected refurns) :

income. High vieiding but risky securities are avoided.

¢) Balanced fonds : Thesc are conservative funds which divide their holding
between fixed income securities and low risk equity shares. It other words, they
' ' 278
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try to pmvide both capnal appreciation (at least to a moderltc degtec) and'a steady
‘incomne, at the same time snsuring that a- very tow degree ol’ tisk is assumied.

15.2.3 Ca_tegorisatlon Based on Types of Assets Held

Investment funds can also be calegbnsed based oh the types of asseis held by them
‘because there are certain specialised funds which invest in only particular types of

assets. Examples are money market funds which invest only in money market
instruments; tax-exempt funds which invesi only in securities which are tax-exempt;
option funds which invest only in options; country specific funds which invest only in

' the secuntles of some particular coiintry and so o

153 PORTFOLIO MANAGEMENT PROCESS

Porlfollo Managemem in invesiment compames isa four stage process oompnsmg the

following stages:

Stage 1-

Identifying the objectives of, and leve! of risk acceptable to, the target group of
investors and setting goals and ob]ectwes for the scheme so as to meet the objectives of
this target group of investors,

. Stage 2

Eva]uating individml_séchﬁli%pecl to their ris_lr\retum characteristics,
Stage 3 . _ o '
Identifying the set.of e @ brifolios and selecting optimal (with respect to the
expectations of the target giotp of investors) portfolio out of this set of efficient -
portfohos ' o

-Stage 4

Rcwewm%folm ona contizmous bams and re-forming | :t as and wheie requlred

W@nw elaborate on each of these stages:
Stage W: Investor expectations vary from 1nd1v1dual to individual. For example while

one class of investors may be willing 10 accept high degree of risks in return for high
‘ted returns, there may be another class of investors who are willing to settle for

' low—to-modemte expected remms bul with a lesser degree of risk.

Iiis nmportmrt therefore, for the mveslmenl oompany to formulate investment
objectives for its investment funds which are in tune with the expectations and
characteristics of the homogeneous class of investors at whom the scheme is targetied.

. Stage 2: Before forming a portfolio of securities, the fund has to evaluate al! available

securities. The evaluation of mdnndual secutities wonld focus on theu risk-refurm

- characteristics.

Stage 3: Portfohos are formed usmg all possible combmauom of the securities
evaluated in Stage 2. This is called the sd of feasible portfolios. Out of this set of

- feasible portfolios, a subset of efficient porifolios is identified. An efficient porlfolm is

one which has less risk than any other with comparable expected return and for-more
expected retum than any other with comparable risk. The set of efficient portfolms, _
therefore, gives a range of portfolios offenng the maximum possible retumns at given
levels of risk or altematively the minimum possible risk at given levels of return.
Superimposing the investors’ preferred risk-return characteristics on this set of efficient -

“portfolios, the investment company can cheose that portfolio which is optimal from the

viewpoint of the investors.

Stage4:Ina real world situation the risk-return characteristics of individual securities
are likely to change, new securities are likely to be introduced in the markei and,old




ones are likely to disappear. Therefore, an investment company has to constantly review Investment Companies
the performance of its portfolio and revise it to meet changing conditions. '
In the next section we shall deal with certain problems faced by investment companies
while translating the above conceptual framework into a workable portiolio
management plan. ' ' '

Activity 1

a). Does portfolio ﬁamgcmcnl process differ for an investment company and-an
individual investor? Why?

................................................................................................................

.......................................

b) Does aninvester dérive"thg same benefits from investing in a company with-a
diversified range of producis as he does from investing in a diversified portfolio of
securities spread over various product categories? Why, or.why not?

..........................

15.4 PROBLEMS OF PORTFOLIO O
'MANAGEMENT -
“In the earlier section we have sée'n .var.ious stages of jo management process.

Thdugh conceptually souid, it is difficult to transfate it practice, in tofo.
1541 Problems Associated with ess

. We said that in the first stage of the portfolio management process the ivestment
compaily bhas to determine the level of risk acceptable to the target group of investor,
(low, moderaie ot high),identify the objectives of the target group of investors (tax
saving, steady income, capital appreciation, etc.) and then tailor the objectives of the
scheme accordingly. In practice, bowever, il is very difficult 1o find a sufficiently large
number of investors with totally homogenus risk-return characteristics.

This makes it hnpossibie for the investment company to perfectly maich the objectives
of its investment scheme o the expectation and risk-taking characteristics of each of the
individual investors investing in the scheme. : :

‘Next we said that in the second stage of the portfolio management process,investment
companies evaluate each individual sechrity available inthe market with respect to
risk-return characteristics. In practice, it is impossible for an invesiment company to
evaluate each and every security dueto constraints on rgsources'and time. Therefore, in
practice, investment companies evaluate only those secnrities which, prima facie, have
a good chance of being included in the final portfolio.

" In theory,the optimal portfolio identified in stage 3 of the portfolic management process -
is represented by the point. where the efficient frontier (the curve representing the set of
efficient portfolios) is tangential o the indifference curve representing the risk-refurn
tiade off of the investors. In practice, however, this point may fiot exist because (a) the
efficient frontier is not continuous due to the fact that (as explained in the earlier

paragraph) not all possible portfolio combinations are evaluated and/or (b) the
risk-return trade-oif curves for the investor group as 2 whole cannot be drawn due tojthe

non-homogenus nature of their expectations and risk-taking characteristics. 7
2 1 . 5
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15.4.2 Problems Associated with the Nature of the

Financial Markeis |

~Apart from the problem of iranslating the conceptus! portfolio mainagement framework

into reaiity, the funds manager of an investment company also has to deal with the
problems associated with the nature of the markets he is dealing in and the- )
characteristics of the securities he is investing in. In the following paragraphs we shall
discuss some of these problems. Thongh these problems exist in most ervisonments
these are most acute in the case of less developed/ developing conniries.

Availsbiity of suitable investment avenues |

The first and foremost problen: faced by fand managers of investment companies is that
of finding suitable financial instruments in which to invest 50 as to meet the varied
investment objectives of different classés of investors. For example, it may b difficult
to identify instruments with the preferred maturity/preferred degree of
liquidity/preferred risk- return characteristics/prefemed asset class.

Liguidity |

In order io be able to revise his porifolio easily, a fund manager should be abie to both

. ifivest and disinvest in the sccurities of his choice at the time that|he chooses 1o

! dnvest/disinvest. This is possible only if there are large number of treders in the market

(w'rl;o are willing to botl buy and sell) covering the enlire range of financial instroments

. #vailable in the market, In other waords, liquidity can be ensured oniy if there are
sufficient number of “market-makeW for each type/class of finahcial instrument
available in (he market. 0 : |

Flexibility .
While allocating the inve esources at his command among various options

available to him, thie fond Mfages may be constrained by the guidelines/stipulations of
various regulatory verseeing the functioning of the markets. Fot example, there
may be barrigts to effry into certain segments of the market; there rzay be limits on the
level of by of certain classes of securities and 50 on, Therefore, in practice, the
fund managemay'find it difficult 1o invest in the theoretically optimum portfolio. At

e very close to it.

Professional fund managers base their investment decisiq;f?x,;s on arlalysis of reliakle
information, However, the quality of their evaluation of ¥i:curities may be hampered by
siack of proper and tiinely information, formation of mé;i;.;lg; ova kcw big players,
mis-pricing of securities due io actions of ill-informed/prte investors and so on.

In the following sections,we shall specifically sée how the above problems manifest

themselves in the Indizn context. ' Pk |

155 INVESTMENT COMPANIES IN INDIA

By our delinition of investment companies (firms which pook the resources of investors
and invest them in various financial asscts),we can ideatify quite 2 large number of
investiment cowpanies in India. We shall, imwever, confine our discussion to the
activities of the Unit Trust of india {UTI hereaficr), Life Insurance Corporation of India
(LIC hereaftery and privae sector investment comparies, Mutual funds of commercial
banks will be only touched as they are discussed in detaii in Unit 16.

1551 Unit Trust of India (UTT)

The UTt was established in 1964 with the objective of making avdilable the benefits of

. industrial growth to small savers. The UTI collects investible resources from investors

through the sale of securities called “Uniis”, These funds are then invested by UTlin
various financial assets. Holders of “Units™ receive dividonds from UTL Since its
inception, UTY has affered various schetmes to cater to the needs of diffsrent classes of
investors. Most of these schenies are income-oriented though, of 111te, UT! aiso offers




growth otiented schemes. It offers both open-ended and closed-ended schemes. _
Investors can sibscribe to the units of open-ended schemes of UTT throughout the year -
at prices stipulated by UTL UTl also stands ready to repurchase these units throughout

the year at stipulated prices. S
-are open only diring a stipulated period of time and investors in these schemes have to -
Jock theirfunds in the scheme for the period of the scheme. Some closed-ended funds
of UTI are traded on the stock markets thus providing liquidity to the investors.

15.5.2 Mutual Funds of Commercial Banks (MFs)

Sirice 1987, the. nation.” sed commercial banks like Canara Bank, State Bank of India,
Indian Bank etc. have Leer floafing mutual fund schemes. Over the years, the merchant
bankinig subsidiaries of these banks have been offering numerous schemes catesing to
'the investment noeds of a wide variety of investors. There are both close-ended and
open-ended schemes, schemes with re-purchase options and without, schemes which
are income-oriented, growth- oriented or tax-saving oriented, schemes with minimum
gliaranteed refurns and without, schemes targetted at small individual investors, large
individual iftvestors and corporate iivestors. In fact,the collective investible resources
of these mutual funds (fjt together now rivals that of UTI which till now has been the
premier investroent institution in India. We shall discuss more about MFs in Unit 16.

15.53 Life Insurance Corporation of India (LIC)

“The premium collected by the LIC from its insurance policy holders is administered by
LIC and invested in the capita} markets. LIC has been one of the largest playesg in the
stock market of India. Of late, it has started floating specific investment sageme

‘targetied at different investor groups which provide both an insurance cove

'in the returns from the investments made by LIC.

bscriptions to the close-ended schemes of UT, however,

share’

INVESTMENT POLICIES OEIN

15.6 REGULATIONS/GUIDELINES GQXERNING
ENT
COMPANIES IN INDIA. - |

In order to protect the interests of small inve @ ausure prudent investment practices
by investment companies, channelise investme @ to desired sectors, avoid
concentration of power and ensure orderly grow of the capital markets, the
' gavernment of India and associated regulatory bodies have laid down cer atn . _
regulations and guidelines to be followed by investment companies whilc framing their
‘investment policies. In the following paragraphs, we shali see some of those ¥~
regulations/guidelines. ' '

- 15.6.1 -Stnt.utory Regulations Governing UTI Investments

Acconding to the statutory regulations governing investments by UTL, UTI's
investments in a single company showld not exceed 5% of the total investible funds of
UTL or 15% of the value of securities issued and ouistanding of the company,
whichever is lower. Again, investmenis in initial issues of new companics should not be
mote than 15% of UTI’s investible funds. '

15.6.2 Statutory Regulations _Govérning LIC [hve_g.t_ments

The invesiment policy of LIC is subject fo regulation undes the provisions contained in
the Life Tnsurince Corporation Act, 1956. It stipulates that LIC’s funds shall be
invesied as under: ' '

| i)y In Central Government marketable securities:
' Not less than 25 per cent

‘ iiy InCentral Goverament, State Govemment securities including securities in {i)
. above: : ' :

luvesumnlCmﬁpanies
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> operations and bills discotinting.

- Interest/dividend income is a kno

_ returns-are least in

Not less than 50 per cent

iii) Insocially- oriented seclors, including the publ:c sectot, co opemtiires plus (ii)
above:

Not less then 75 per cent

- Of the balance 25 per cent, about eight per cent wou]d be set aside for loans against
" policies, about two per cent may be invested in immovable propc ries and about 10 per
- cent may be invested in the private corporate sector,

15.7 INVESTMENT OPTIONS FOR
!NVESTMENT COMPANIES IN INDIA

| ..
Given the range of financial instruments available in the Indian.financial markets and

given the regulations and guidelines governing the investinent pglicies of investment
companies int India, the possible investiment options open to investment companies in

E ~ India are restricted to the following: shares of public limited cump:}“ €s, company .

debentures, public sector bonds, government bonds, treasury bills y market

. Returns from these investments are of two types: (1) hiteréstflgl‘ividend Income: This

is the money received by the investment company while it holds on to the security

¢ (2) Disinvestment Income : This is the proceeds from the sale of those secnrmes

ides to disinvest from time Ito time.
uni in the case of fixed-income securities like
ble and uncertain in the |case of shares. The

which the investment company d

"quantum of disinvestmegpiscome 18 always uncertain, especually in the case of

g very volanle) |

of investments in treasury bills and govennnent bonds. -
nds &nd debentures offer a higher return. ledends from equity shares

Of the imrestmentﬁ' tions available to Indian invesiment oumpalilés, mtéresﬂdw:dend :
mpany lo company. Dlsmvesl.ment retums (er "capital

Jovernment bords are considered the safest and the invéstments in equity

158 INVESTMENT. PATTERNS OF
INVESTMENT COMPANIES IN INDIA

1581 UTD’s lnmtment Pattem

Because of the low yields, onl)' a very small poruon of UTI’s fupids are invested in -

_ govemnment securities. A substantial portiost (70~ 75%) of its mveslible funds are

invested in the corporate sector in the forin of equity and debentures. Of its investmen -
in the corporate sector, a faidy large portion {(about _QD.%) is accounied for by
investments in debentures. Apart from ils investmexts in governmenis securities, equity

shares and debentures, UTT also invests in preference shares and Jends out funds in the,

-+ form of term loans. The reasons for the marked preferénce of UTI for corponaie
. debentures are: (i) It has launched many schemes with an assuradce of a fixed
- percentage of dividends and therefore a fixed-income security like a debenture is the
. most obvious choice. Besides, among fixed income securities available in the Indian

~mdirkets, corporate debentures offer the highest yield since their ¢ toupon rates are high .
“and since they are normally available in the market at a discount from their face value.

_(2) In the recent years the corporate sector hias shown a marked preference for raising
~ funds through debentures rather than through equity shares, thereby mcreasmg the

avmlablhly of debenlures in the primary market. o !
|



1582 LIC’s Investment Pattern - S vt Compasis

‘ Bulk of LIC’s funds are invested in Central and State Govemment securities. They
constitute about 50% of the total investments of LIC. Investment in corporate securities
" like equity and debentures accounts for only about 10% of the total investments of LIC.
The rest of the investments are made up by tenn loans to companies, loans for welfare .
schemes, etc.

Activity 2 : _
a) What do you think is the rationale behind the guidelines puiting a limit on UTT’s
investment in the debenture stock/share capital of a pasticular company?

.......................................

................

....................................

b) What do you think are the reasons for the stipulation regarding miniroum
investment by LIC in Central Government securities? '

...........................................................................

159 PRIVATE SECTOR INVESTMENT
‘COMPANIES

- Till now we have been focussing our discussion on the portfolio management practices’
of public sector investment institutions in India. However certain commercial banks and
private sector investment companies also offer portfolio management services 10 their
client-investors. : o . :

The one major difference between the portfolio management schemes of private sector . -
investment companies and the investment schemes of public sector muteal P
funds/investment institutions is that public sector mutual funds/investment institutions * -
collect money from client-investors, pool these resources, invest them in their (mutual
fund’s/investment institution’s) name, receive the returns from investment and then
distribute them among the client-investors. Private sector investment companies on the
other hand manage the investible funds of each individual client separately. The
investments are made not in the name of the investment company bui in the client’s
name. The retumns from the invesiments are passed onto the client. For managing the
funds of the clienl, the private sector investment company collects a management fee
from the client. This fee is normaily a percentage of the funds managed. :

From the point of view of the fund manager, the advantage of the schemes operated by
private sector investment companies is that he (the fund manager) can tailor the
investments in securities to meet the-investment 0bjéctives‘ of individual clients. The
disadvantage is that the fund manager does not enjoy the economies of scale (which are
present while managing the pooled resources of the investors in mutual funds); a greatey
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_amount of titne and energy is spent by him in planning the iny

estraent pattern of each

i
|
|
client separately and then implementing them. |

| - :
From the point of view of the investor, portfolio management schemes of private sector
investment companies offer them the advantage of pe:sonalié&ed service and an attempt
to try and meet each individual client’s investment objectives separately. The
disadvantage is that normally the private sector investinent oc}mpanies ate prepared to -
handle the funds of a client only if the amount to be invested is greater than a minimum
prescribed amount. This minimum amount to be invested is i[ll most cases beyond the |
means of a small investor. Therefore, small investors may no? have the access to these
-schemes. The advent of private mutuat funds in India, which is in the offring, is bound
to change the scenario, '

1510 PROBLEMS FACED BY INDIAT
INVESTMENT COMPANIES

2,

Given the stated objectives of most investment companies in India, the nature of Indian
financial markets and the regulations/guidelines governing the operations of investment
companies in India, they (the invesiment cotnpanies) face some problems in managing
their investible funds. In the following we shall briefly discusd some of these problems. ‘

15101 Lack of Proper Database |

As we have seen in the sectiog on Dasic concepts of portfolio n:mnagpm'em, measures of
risk and return of a portfolio iy# fairly good guidelines for forming portfolios.
Unfortunately for invesymeg companies in India, reliable and latest data on returns
from investments in v4 @ peurities is not very easily available. Similarly, datd on
risk measures (like the Shqugdrd deviation of returns from specific securities, beta values |

of specific secufNes or covariance of returns from various securities) which are
compiled and publljshet reg'ularly‘ by agencies abroad for theijr own markets, are

non-existpMin Indla. Such data, if available, would have helped fund managers of
" invest panics in India to take better informed decisions. For example, to build
* a low-risk Bgrtfolio a fund manager, if the data were available 1o him; could have gone

apurkl.choosing securities with a low or negative correlation bétween their returns.
51 @ ;reliable data on individual securities’ returns ‘would help a fund manager
choo3€ sécurities which maximise portfolio réturn. i :
. : . 1 : .
15.10.2 Problems Caused Due to Excessive Dependence On
i

Corporate Debentures. |

As we have seen in earlier sections, a large number of schemes | oated by investment
companies in India are income-oriented and they invariably guarintee a minimum rate
of return; We have also seen that as 2 result of this, the inveStmef:t portfolios of most
investment companies are heavily weighted towards corporate d.el')en_tures which are
typically available at a discount (j.e.at a price lower than the fade value) and which
therefore yield high effective rates of return, For example, if a debenture of Rs 100 with
a coupon rate (i.¢. the rale of interest payable by the issuing company to the holder of
the debenture) of 14% per annum is available in the market for Rs. 90 then the effective

rate of return fo the buyer of the debenture i El% x 100 = 14.44 %

There are, however, centain problems associated w_ith.inv&slmen* it corporate
debentures quch we shall discuss as follows: i '

Default Risk : Investing in corporate debentures exposes the im'restment compagy o
the risk that, issuer (the company which has i$sued the debentures) may be untimely in'
interest and principal repayments and/or may default in these payments. This may make
it difficult for the investinent company to achieve its stated objectives. .

Maturity-Mismatch : Most of the schemes floated by Indian invlestment companies arc
close-'enc_l_gd ones. This means that at end of a specified period of time, they wonld have
to encash the securities they hold and distribute the proceeds (partly or wholiy) among

-he investors. In order, therefore, to ensure a neat match between the life of the schemes



. . : : oA
and the life of the debentures, the investment company would like to look around for Invitment Companies
debentures which mature around the date of maturity of the fund. However, given the -
size of the Indian debenture market and given the fact that the secondary market (the
market where existing securities are traded) in India for debentures is not very active,
this becomes very difficult. The bulk of the debentures invested in by investment '
companies, therefore, are maturity mis- matched. In other words, the investment
companies would have to sell them off at the end of the period of existence of their
schemes. Now the problem is that, as mentioned carlier, the secondary market prices for
debentures are invariably far below their face values. Therefore, funds which have _
invested in these debentures may stand to lose when they off-load these debentures at
the end of the life of their schemes. '

" Uncertainty Regarding Future Interest Rates: It is very difficult to accurately
forecast future movements of interest rates. At the same time, the market prices of fixed
income seaurities like debentures are to a large extent dependent on the level of interest
rates. For example, assume that you had bought a debentures two years ago with a face
yalué of Rs. 100 and a coupon rate of 14% p.a. wha1 would happen today if the coupon
‘rates on new debentures is hiked tpto say 15% ? Naturally since you are getting higher
interest payments on the new debentures the demand for the old debentures would dsop.
When the demand for old debentures drop their prices [all. On the other hand, what
would happen if the interest rates on debentures and like instruments fall? When you
bought your original debentures let us assume you boyght it under the assumption that -
you would be able to reinvest the funds (received as inlterest payment from your
debentures) at a rate equal to 14%. Now if the interest rales fall, the rate of return on the
reinvestment of your interest income will be less than what you had originally expecigd.
To summarise, a fund manager who has invested heavily in debentures faces thel
following problems (i) if the interest rates rise the market value of his portfglio fallsN
his rate of return on reinvestment of interest income is higher than expec; 'f the -
interest tates fall the matket value of his portfolio rises, but his rate of ret
reinvestment of interest income is lower than expected. Thercforc%nam ger faces

the difficulty of predicting the movement of interest rates and their n the
performance of his portfolio. , P '
15.103 Volatility of the Market

We have seen how funds which are income-oriente ’ SDnfronted with problems due
to their predominantly debenture loaded portfolios. InWfe casc of growth oriented
funds, the fund manager is likely 1d. invest a large portion of his funds in equity sharcs
to increase the posibility of large increases in the market value (i.e. high capital
--\_apprecialion).. The Indian capital market however is dominated by the equity shares of
few large companies. Therefore, equity prices fend to be highly volatile. This makes the

task of the fund manager very difficull as he is exposed to the risk of very large
fluctuations in the markel value of his portfolio.

'Activily-r 3

a) Evenif a finn does not actually default in {nterest/principal payments, canithe
possibility of default ilself adversely affect its debenture investors ?How? "

PLTTTIPT] DT P S LITT IR

by Canyou think of same_pam’ible'ways"in which issuers of debentures can protect
their investors againsi the risk arising due to fluctuating interest rates 2
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1511 SUMMARY
An'investor in securiies (transferable financial instruments) lcan reduce his investment
tisks by spreading his resources across a wide variety of securities. However, due to

* lackof adequate resources like time, money, information and expeitise, an investar fay

entrust the task of managing his investments to an investmn:i company.

Investment companies are of various types and can be c!ass'iﬁed based on the nature of
. their capitalisation, investinent objectives and types of assetsihe_ld. ' '
‘While the retum eamed from a portfolio is a function of the eturms from individual
securities comprising the portfolio, the risk of a portfolio is a|function of the risk of
individual securities comprising the portfolio as well as the degree of correlation |
between the retums of these securities. |

The porlfolio management prooess_is# four.stage process cmpﬁr‘isir_tg_'th«_: following
stages: setting of portfolio objectives; evaluation of individial securities; identification
of an efficjent set of portfolios and choosing an optimal poﬂfblio out of this; reviewing

of folio and re-forming it. However while translating this conceptual portfolio -
.management framework into practice, portfolio managers face numerous problems.

' InIndia, the functioning of investment corapanies like the Uit Trust of India,and the. -
. "Life Insurance Corporatioi of India are governed by various alf'lafutory_ regutations and

ottier guidelines. Investmeént companies in India can invest in shares, debentures, bonds,
govemnment securities and in md y market operations. Howéver,due to the . :
income-ori¢nted nature of megt foils in India and due to the high effective fates of
retumi eamnéd on.them, corpo ntures are the most popular avenue of investinent
for investment compayf€®g India. Due fo this excessive dependence on corporate
debentures investmencomphnies in India are exposed to risks of default,

vements in interest rates, Lack of proper databases and.

tkets also make the task of the portfolio managers in India

Funds ;. Investment funds which aim at providin,gi investors with bolh a

steady income and a moderate capital appreciaition. i :

Closed-end Funds : * Investment fiinds for which the period dnd/or target amount are .

fixed. : . o o - i '

- Defanlt Risk: Uncertainty in returns arising out of the possibility that the issuer-of a
security may default in principal/interest payments. o S
Diversification : Process of distributing investible funds across a wide range 6@

‘securities in order to reduce risk. _ _
Effictent Portfolios : Porfolio which have less risk than any other with comparable
" expecied retum and/or inore expected return than any bther with comparable risk.

- Growth Funds : Investment funds whose primar} aim is to ;!’rovi_de investors with
substantial gains through capital apgieciation. e .
Income Funds : Investment funds whose primary aim js to provide investors with a
steady income. - o _ ' :

Investment Companies : Firms which invite investors to'subjscribe to their capital,
pool these resonrces and then investfhem in securities and distribute returns generated
by them. s ' | o

Open-End Funds : _ln'véstment funds for which the pericd and targetamount are not
“Tixéd, ' T . '

Optimal Protfolio : Efficient portfolio which is oplimal vis a|vis an investors’s

risk-retum characteristic. : -

Portfolio: A basket (or a collection) of securities.




- Rate of Return : Retern n the fonn of dmdendsfuﬂeresl and capltal appreciation - Investment Compunies -
which s1 investors éams from investing in & security.

Risk: Variability (or degree of unceriainty) associated with the exdpected return from
asécituty. - : :

_15.13 SEIE-ASSESSMENT QUESTIONS / EXERCISES'

‘ 1) . 'Why is there a need for investment companies? What are the functions of an -
: investment company? ¢ :
2) How can investment cumpanm be classified?

3 ‘Why caninot the shaves of open-end funds be traded on stock- exchanges, like any
' other share? - '

4) ' Show, thmugh an example , that the rate of return fmmaponfohocanalsobe
© " measured as: :
B = {Prs1-Pi+ l|_)/PI
whére .
P41 = aggregate mnrket value of all the secum:es of the porifolio put together, at the
end of the period { (or alternatively, 8t the beginning of the period t + 1)
Py = aggregate market value of all the securities of the portfolio put logether, at the

of the period t
L= aggregpte income received in the form of dividends/interest from @
securities held in the portfoliodyring period ¢

5 Describe briefly the four-stage portfolio management process @ e, which
stagedo;muthmkwouldbememstmnmhndwhy?

6) Inwhat way will access to advanced technology, like rs.-help the
: portfoho mapages? _
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'UNIT 16 MUTUAL FUNDS

_Objectives . S !

" ® describe the historical evolution of Mutual Funds

-16.4 History of Mutual Funds

16.10 Keywords
16.11 Self-assessmen ons/Exercises
. 16.12 Fusther ingsy . '

paramelers.

16.2 ADVANTAGES OF INVESTING IN |

Ay

The objectives of this unit are fo:

highlight the pﬁrpose and the conceptof a Mﬁmal Fund

® pinpoint the organisational structure and the jobs invelved in floating a Mutual Fund

® point out the basic investment objectives of Mutual Funds

® explain the process of creating, managing and revising portfolios of securities in

terms of laid down objectives of Mutual Funds

Structure:

16.1  Concept of Mutval Fund (MF)
16.2 Advantages of Investing in Mutual Finds
16.3 Types of Mutual Funds

1641 Indian Scenario _ )
1642 Types of Mutuat Fund Schemes in India

16.5 Organisation of Muinal Funds

16.6 Creation of a Portfolio. ' ' '
16.6,1 Regulatory Environment RelatiWg to Creation of Portfolio of Various
Securites : :

16.7 Porifolio Revision
16.8 Systems and Contro
16.9 Summary, T

16.1

ONCEPT OF MUTUAL FUND

Mutual s been defined by various authors in different ways.. According to _
Pierce, James L itTs a nondepository or nonbanking financial inten;nediary which acts /_
as an “important vehicle for bringing wealthholders and deficit unit together directly.””
Weston, I.Ered and Brigham, Eugene F, in their book “Essentials of Managerial
Finance”, state that Mutual Funds are corporations which accept dollars from savers
and then use these dollats to buy stock, long term bonds, short term debt instruments _

. issued by business or government. These corporations pool funds and thus reduce risk
by diversification. ! ' .

Mutual Fund is essentially a mechanism of pooling together the savings of a large
number of small investors for collective investment, with an avowed objective of
altractive yiclds and capital appreciation, holding the safety and liquidity as prime

The concept of Mutual Fund is niot new. In USA and UK, Mutual Fm}lds have beer in
vogue since the 30’s. However, Unit Trust of India was, till recently) the only Mutnal
Fund in India. Ouly ini the late 80’s, Life Insurance Corporation of India, and some
banks like State Bank of India, Canara Bank, Punjab National Bank $ef up their own
Mutual Funds. ] '

MUTUAL FUNDS =~

_By investing in various Mutual Fund schemes; smail investors or middle income

investors seek the following advantages compared to other types of ifivestments:




' i) Invesment vaﬁaty and spread in dlftetent mdnstrm

_iiy Capita] appreciation without havmg to.waich the upward or downward
performance curves of different scrips

iii) No impulsive decision making regarding purchaée orsale of share/securities, since
the funds are managed by expert, professional fund managers who have access to
‘latest detailed information regarding the stock sarket and individual scrips

iv) Liquidity through buy back arrangements of the mutual fund or listing on-some
. stock exchanges after a certain lock-in permd

v) Evenibe smatlest dividend or capital | gaingels remvested tlms enlnncmg the
effective retum

vi) Freedorn from paper work - 3
vii} Tax benefits on invested amounts/returns or dmdendsfcapllal gains’

163 TYPES OF MUTUAL FUNDS

‘There are seveml types of mutval fands, Dcpendmg on the objectrves, the funds can be
classified as follows:

Income Qrient_ed ﬁ.lnds_. :

These funds offer a return much higher than the bank deposits but with less capi
appreciation. The emphasis being on regular retorms, the pattern of inv als
oriented towards fixed income yielding securities like non-convertible. de
_comxstenlly good dividend paying compames,

Gmwth Oriented Funds
‘These. fp‘nds do not offer fixed regu!ar retuns but provide su pital
appreciation in the long run. The patiern of investment is orieated towards
. shares ‘of high growth coipanies. % _
: Bnlanbed Funds or Income and Growth Ori F )

' 'I'hesql'dffer a'blend of immediate average retu asonable capifal appreciation in
- the long run. The investment portfolio of these kifS of funds are evenly distributed
among fixed income beanng corporate secrities and common stock with growth potential.

:' i Funds

g - are the funds which are raised in other counties for providing access to foreign
estors. The India Growth Fund and the India Fund raised in the US and UK
' msﬁpclively are examples of area funds.

albed Funds. Or industry Funds
e funds are invested in a particular industty like cement, sleel, ]ute, power or
_ lexhle, etc. These funds carty high risks with them as the extire fuid is exposed to a
pamcular industry. Money Market funds are another kmd of specialised funds. These
funds invest in money market instraments only.
Tax Relief Funds
These funds are raised for providing tax relief to those investors whose income comes
under taxable limits. Equity Linked Savings Scheme, under Section 80 CCB of the
" Income Tax Act, 1961, floated by SBI Mutual Fund, PNB Mutual Fund, L1C Mutual
Fund ard Canbank Mutual Fund in the month of Feb. 1991 are such kinds of funds.
These funds provide direct deductions from taxable income upto a certain limit {Rs.
10,000/- under Sec. 80 CCB of Income Tax Act). -
‘Mutual Funds c2n also be grouped as under

1) Gpen Ended Funds’

In open ended funds, there is no linit to the size of the funds Investors can inves\
as and whe they like. The purchase price is determined on the basis of Net Asset
Value (NAV):-NAYV is the market value of the fund’s assets divided by the number
of outstanding shares/units of the fund. '

Motwal Finds -
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2) Close Ended Funds o

These funds are fixed in size as :egards the corpus of the l’uml1 and the number of
‘shares. In close ended funds, no fresh units are created after the original offer of
the scheme expires. The sharesfunits of these funds are not redeemable at their
NAV during their life as are in the case of open ended funds. The shares of such
funds are traded in the secondary market on stock exchanges at market prices that
may be above or below their NAY. | :

164 HISTORY OFMUTUAL FUNDS

Mumal Funds ongmated in Britain inthe 19th century but developed in lhe U. S .in the
late 19th and early 20th century in principal mosiey centres of Nonh East, These funds
were primarily close ended and used to finance growth in US.A. after the Civil War.
However, the crash of stock markets in 1929 led to the demise of these close-ended

* funds. The enaciment of Securities Act of 1933, Investment Company Actof 1940 and
* Investment Advisors Act 1940 led to the revival and regulation of Mutual Funds in

U.S.A. A ¢hart showing the growth of Mutual Funds during the last 50 years

'(1940—1990) is placed as Exhibit-L Today U.S. Mutuat Funds are warth $ 1 triltion. In

1940, U.S. had about 68 funds; cumently this has exceeded 3000. More significantly, in
the year 1965 there were only.2 to 3% of U.S, households who owed fund shares.
Today one-fourth of all U.S.households invest in Mutual Funds, ln! 19635, U.S, Mutnal
Fund annual sales were $4.4 billion; {pday, its moathly sales are twiice that level. U.S..
Mutual Funds now deal with over five shareholder accounts. The secret behind
the U.S. success story is that their nagers bave developed mutual funds for all -

economic seasons and for ¢ v nt need. A bar chart shomng the position of
various kinds of Mutual F ing the year 1984 and 1989 hns:’m shown in
Exhibit [1. This chart; uring the 80°s Mutual Funds sh phenomenal

growth in-terms of t mbers in the U,S. However, not only the U.S. but some other
countries of the worldgfso Saw the unprecedented growth in this industry. Italy’s
i

Mutual Fu try Witnessed a growth of 2000%, Japan 600%, U K. 350% and
‘Germany 3 ies like Canada, Australia, Mexico and mmiy South American

countggs too | enormous growth during the decade.

16.4. Ian Scen_ario

The concept of Mutual Fund is gaining practical relevance in India) and a large mamber
of funds have been foated in the recent past, The impetus to this growth has basically
come from the following factors: (i) banks were earlier unable to iap the capital market
for funds, or to inves? their deposits in the market; (ii) individual investors, lacking risk
bearing capacity and unsure of the capital market behaviour, were not keen on investing
any substantial amount directly in the market instruments; (jii) banks working under
Reserve Bank of India (RBI) guidelines conld not provide gromhw:th better yields 1o the -
investing public and were losing out mtheoompemlon with innovative new market
instruments which bad better yields compared with savings and fixed deposit interest rates.

The securities market in India has witnessed changes on an vnprecédented order over

1

the last few years, New institutions, new insteuments and the emergence of a liberalised

regulatory framework have all helped in adding depth-and maturity| to the markes, In
this new favourabie environment, Mutual-Funds have found their own niche. mutusl

funds, as such, are not something new in the mariet. The country’s|largest Mutu:l

Fund, UTT is aiready 25 years old, operating 29 schemes with arotmd Rs. 11000 Crores
investibie funds.

Though UTT has been upemlmg many schemes smcejts mceptmn. :i was mncewed asa

‘muwnal fund in the real sense oniy in 1986 when it floated its Masl.elr Shares in October

1986 for residents and *The India Fund’ in August 1986 for non-residents. Master

_shares collected arovind Rs. 150.crores and yielded 8% retum in 19@6-8? 13%in

1987-88 and 18% in 1988-89. For Master shire holdess, UT] alse qmdc an offer of
rights in 1989 in the ratio of 1:2 at-a premiura of Rs. 2 per share. |



Exhibit - 1

Number of Mutusal Fuads

Classified by investment Objective

Aggressive Growth

Growth

Growth & moome

Precious Metals

International

" Global Equity

Inceme-equity
Option/Income

Flexible Portfolio

Balanced -

{ncome-mixed

lnonnie-bond

- U.5. Government income
Ginnie Mae

Global Bond

Corporate Bond

High-yield Bond

Long-term Municipal Bond

State Municipal Bond, Long-term
Short-term Municipal Bond

State Municipal Bond, Short-term

Money Market

' . ] 213
h 116

_J352

] 258

—) 463

[ 11989 M 1954

Mutual Fund Fact Book * 1990
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Unti? 1987, UTI had a monopoly in the market. It is only with the favourable
developments in the market and after mutua! funds business was made lawful for

banking companies to engage since

the fray. The monopoly of UTI was first broken by State Bank of India and later by
Canara Bank. At present there are about eight muiuak funds opemted by UTI, SBI,

Canara Bank, Bank of India, Punjab National Bank, Indian Bank, LIC and GIC and
their subsidiasies. :

16.4.% Types of Mutual Fund Schemes in India

Depending on their objectives, patlcm’afinvesiments and retums etc, the Mutual Fund
schemes in India can be classified into five broad categories: :

8) Growth Funds
b} - Income Funds
¢) Growthand Income Funds
d) Tax Planning Schemes
e) Othber Schemes
Let us take a quick view of the important features of these schemes as follows:
Growth Funds
i) Objective: Generating substantial capital appreciation.
(ii) Investment Pattern: Nearly all in equity shares. 0
iii) Duratlon : Seven years | : |
iv) Investment Risk: High risk in reimrest:mni scheme§f3r normal risuily

investment for periodic capital gains schemes.

v) Retorns: No assured return but high returns expected.
vi) Liquidity: No repurchase facility except at the end cme.
Listing on stock exchanges after certain lock ipggriod Tepm the date of allotinent.
Transfer of Units is allowed.
vii) Target Investors: Individuals in higher tax bracKets interested in getting higher
gains fo beat taxation.
Some Examples of Growth schemes
Schemse Issvued by
a) Master Share, Master Share Plus, Master Unit Trust of India
Gain, UGS-200
b) Magnum Express, Magnu:m Muliiplier SBI Mutual Fund
¢} Canshare, Canstar Cap, Cangrowth, Canbank Muinal Fund
Canbonus '
d) Ind Ratna, Ind Sagar, Ind Moti Indbank Mutuel Fund
Main Advantages
(a) Generally high retums due io capital gains
(o) Easy liquidity dueto listing on stock exchanges and transferability as also bank
loan facility
(c) Tax exemptions oi income as also on long-term capital gains
Disadvantages

High risk, No assured relurns

June 1987 the other mutual funds have enterred into

Mutuat Fands
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Incomie Funds
i)  Objective: Assured minimum income and safety of cap tal

ii) Duration ; 5-7 years

i) Investment Pattern: Bulk (75-80%) of funds invested i fixed income securities

like government bonds, company debentures etc. and rest in equity shares.

.iv) Investuent Risk: Absolute safety.

v) Return: 14, 75% p.a. upward.s payable monthly orquartedy plus inid scheme

bonus and end of the scheme appreciation (minimum 2%).

Repurchase facility after initial lock-in period of three years.
Bank loan facﬂlty upto 75% of lhe Unit’s face value |

Main Advantages .
a)  Safety of investment and assured minimum income
b) Reasonable hqmdﬂy due to availability of bank loan facility

‘vi) Liquidity: No listing on'stock exchanges and Units are not transferable

¢) IncomeMdividend eligible for exemption upto Rs. 10,000/ under section BOL of

' Incnme Tax Act.

_ Dmadvantnges o
-a) Extraordinary gains not po ble.

Ex ples of lncome Fund: '

t of India.

a) Unifs me o » Growing Unit i
o Inm*‘la cheme of 1987 ) |
b) Magn puthly Income Schemes  SBI Mutual Fund
c) istng Monthly Income Scheme - .. BOI Mutal Fnd
d) . Pushpa . IFIIIJdl:iankMutual
. " _

Gl Safe-1991 Glc.Rlse-lgoi,-Big'_ GIC Mutual Fund -
N alue . . :
PNBRIPS | PNB Mutual Fund

All Equity Fond Schenies .

iy Objective: I-ligl[ incomé combined with growth
ii) Duration: 7 years

.iii) Investment Pattern: @I'most all in equity shares

'(@hdlmm«éf‘unds : : K '
- Thesodre *No Guaranteed Return’ schemes of either all equity fund type or balanced

fond type.

iv}) JInvestment Risk: Risky investment CapitaL value can gol p or down

'v)  Returns: No assured retumn. Annual distribution of minim

80% of the Trust’s

net income from dividends, interest etc, Good capital apprecration expected at the

end of the scheme

vi) Liquldlty No repurchase facuhty except at the end of the scheme

L:slmg on stock exchanges -

Transfer of Units allowed ' _
 Bank loan upto 75% of the face value of Units allowed

Main Advantages '

(a) Good anmual retemns (though not assured) with good

appreciation at the end of the scheme
(b} Taxsaving on capital gains

capital




Some Examples of All Equity Fonds

Scheme ' .  TIssued by _
i) Canstock, Can double ‘Canbank Mutual Fund
i)  ‘PNBPremiumPlus-91 PNB Muual Fund

'Bahnced-Funds

i)  Objective : Income and growth with reasonable safety

ii} Duration : seven years

i) Investment Pattern : Abcut 50% in equity and the rest in debentures etc
iv) Investment Risk : Moderate risk - '

v) Réturns No assured return, but steady income due to annual distribution of
minimum of 80% of the Trust’s income by way of dividends, lntcresl etc.
Reasonably high capital appreciation also expected

vi) Liqmdjty Repurchase facility after initial lock-in penod of three years
No listing on stock exchanges :
‘Transfer of Unils permitted
Units can be pledged to banks for loans
" Main Advantages .
(a) Reasonable return .with_pussii;ilily of reasonable capital ép igtion
{(b) Tax exemptions on income as well as cépital_ gains ' 0

: . Some Examples of 'Balanced Fund?
| Scheme ssucl By
i) MRIS’ 87,89,90 ° %mml Furid
ii) ~Cancigo, Cangi @C‘anbank Mutual Fund

Tax Planning Schelnes
The investments made. under these scheines are deducllble from the taxable i ma)me
upto certain limits, thus providing substantial tax relief to the investors.

Examples of Tax Planning schemes :

a) MTSS’ 89, 90, 91 and Magnum GIFTS of SB Mutual Fund _
b) . Can80CC and Canstar 80L of Canbank Mutuzl Fund

c) Tnd 88A of Indbank Mutual Fund

(Here tax rebate is available on investments as in the case of investments in LIC, .
. Provident Fund, NSC, etc)

d) Equity Linked Savings Schemes (bLSS)

“MELS - 91 . SBIMumal Fund
CanPep-91,92 - Canbank Mutual Fund
Ind Shelter - Indbank Mutual Fund
MEP - 91, 92 ' Unit Trust of India
BOINANZARBOCCB BOT Mutual Fund.
PNB ELSS ' PNB Mutual Fuud

ELSSs are 10 year schemes and the withdrawals (by repurchase) are pennitted -after an

‘initial lock-in period of three years but the entire withdrawn amount again becomes
taxable As such these are only tax deferment schemes.

Mutusai Funds
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Main Adventages
(i) Substantial iax saving/defenment
(ii) Possibility of reasonable capital gains

Main disadvantages

(i)  No liguidity during lock in period

{ii) Withdrawn amounts are again taxable

(iii) Unils are not transferable

Other Schemes :
These include schemes of 10-15 years duration which offer multiple benefits. For
exgmple:

Scheme - Benefits

)  Unit Linked Isurance Pan of UTT jy Contribution eligible for tax deduction
' under Sec 88-A of IT Act -providing tax
rebate of 20% of the Contnibution

jjy Insurance Cover upto target amount
;v Reasomable income by way

) of dividend

iv) Liquidity: withdrawal from the scheme

N iV
any fime on a month’s notice permitted
) Safety of capital

These offer some or alk of the following
benefits:

b)  Dhanaraksha, Dha
Dhanavriddhi Schi
“LIC Mutual Fund

v . i) LifeInsurance cover
i) Accident insurance cover
iii) Reinvestment of annual dividends or

reasonable dividend.
@ : iv) Safety of capital
' y) Reasonable capitat appreciation '
vi) Liquidity : Repurchase facility after
. initial fock-in period of three years
vii) Unils are nol transferable but bank loan
facility is available

viii) Tax exemption on dividends under
section B0L and tax benefits under long
fenm capital gains arc available

Open-ended schemes

Same examples of open ended schemes are (i) Unit Scheine 1964; {2) Unit Linked
Insurance Plan Scheme 1971; (3) Capital Gains Scheme 1983; (4) Children's Gift
Growth Fund Unit Scheme 1986; (5) Parent Gift Growth Scheme 1987 - ali of Unit
Trust of India.

Close-ended schemes

Some examnples of closed ended schemes are (1) Master Share, Master Gain Schemes,
Growing Income Unit Schemes of 1986, 1987, eic. of UTL () Canshare, Canstar etc,
schemes of Canbank Mutual Fund. (3) Ind Ratna, Ind jyoti etc. of Indbank Mutual Fund.

Although Unit Trust of Tndia has been around for over 25 years, the other Mutual Funds
in India have sprung uponly receatly, within the last 5-6 years. They are all in the
public seclor-being floated by either the public sector banks or financial institutions like
LIC of India and General Insurance. Corporation of India, However, during this short *
period most of them have performed well through a variety of schemes. Some of the



mutua) fund schemes like Master Share, Master Gain of UT], Canshare and Canstar of Ratsal Funds
Canbank motual fund have been run away successes in the matter of public support and

subsciiption. This has certainly enhanced the interest of investors in Mutual Fund

schemes, thereby enabling them to mobilise huge amounis running inlo thousands of

crores fron the pablic. The mutual funds have now become dominant players inthe

Indian stock markets. : '

The mutual fund schemes are generaily open ended but, in India, a large number of
closed ended funds have been floated. Another peculiar feature is that fixed returns are
being premised on the Units, which is against the basic concept of mutuality. However,
this factor alone has been responsible for the great populanity of schemes such as the
Magnums of SBI Mutual Fund and Monthly Income Schemes {with bonus and growth)
1990 and 1991 of Unit Trust of India.

GIC Mutual Fund has recently introduced an innovative scheme calicd *GIC Big
Value’. Its most innovative feature is the linking of returns 10 the Nationa! Index (of
stocks), The fund offered & one percent sise in the dividend payable, over and above the.
targetted 15 pet cent payable per quarter, for every 100 points rise in the National Index
at & base of 2018.60 as on April 2, 1992, the annual ceiling being 5 percent. However,
after the stock market crash, the fund has revised its base to 1600. The fund proposed to
invest 40% of iis funds in equity and 60% in instruments iike non-convertible
debentures and public sector bonds. The fund hopes to give a refum of as much as 18% p.a.
* Compared to USA and UK, our mutue! fund culture is still in its infancy. In USA,
where capital formation is high and investment literacy is considerable, there are as
many as 1600 Mutual Funds, whereas in India, where illiteracy is high and captal
formation low, we have only few mutual funds, which can be counted m@nips.
This clearly indicates the vast scope for more mutual funds in India.
The common features of the existing Indian mutual funds are a mi @ assured
dividend, liquidity via encashment after one year at least at par and ging through a
large branch network. The LIC and GIC Funds offer an add; ipsurance cover.

However, the different funds are not at par with regard to tax jons and income
distributions. Income from mutual funds set up by th e gol exemption from
income tax upto Rs. 10,000/- along with other savi igincase of Ullan

additional Rs. 3,000/~ can be deducted. Further, banks\gy law have 10 ensure that a
maximum 80% of theis annual eaming are dj to shareholders. UTI, LIC and GIC
are under no such obligation. Mutual Funds it
inducements to the investing public. Firsily, go
_importantin view of the general lack of confidence ir markets. Secondly, indian-mutual
funds do not attract any income tax and they 2lso do not deduct any 1ax ai source while
 distributing income or dividend io the Unit holders. . .

Activity 1

-a)  Which kind of mutual fund régistered the highest growth in the U.S. during the
period 1984 to0 1989 7

b) Which kind of mutual fund in the U.S. did not register any growth during the
period 1984-1989 7 _ :

16.5 ORGANISATION OF MUTUAL FUNDS

A Mutual fund can be constituted either as a corporate eatity or as a trust. In India, UT] was
set up as a corporation under an Act of Parliament in 1964. Indian banks when permitied to
operate mutual funds were asked io create trusts to run these funds. The basic difference

 between a corporation and a trust is that in the case of the former, the liability is limited
whereas in case of the later it is unlimited. Also a corporation enjoys the status of a separate
fegal entity who can act on its behalf. A trust has to work on behalf of its trustees. Indian
banks operating mutual funds had made a convincing plea before the government to allow
their mutual funds to constitute them as ‘ Asset Management Companies’. The
Department of Company Affairs, Ministry of Law, Justice and Company Affairs has
issued guidelines in respect of registration of Asset Management Companies (AMCs),
in consultation with Securities and Exchange Board of India, as follows:
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andMluged

i) ing for hoardings at public places - o

i) Holds securities

(iif) " Collects income/interest/dividends on the securities.

- i)  Fund Administra_tdr,

{(a) Approval of AMC by SEBI - : B

 As per guidelines, AMC shall be authorised for business by SEBI oii the Wasis of ceitain
* criteria and the Meniorandum and Articles of Association of the AMC would have tobe’

approved by SEBL Accordingly; no company can register an AM(l: under the Comapnies:
Act 1956 without the Memorandurn and Adficles off Association being approved by SEBL
(b) -Authorised capital of AMC o : !

| .

The primay objective of setting up of an’AMC is to manage the assets of the mutual
funds and other activities which it can carty out, such as, financial servicigs consultancy
which do not conflict with the fund management activity and sre ‘only secondaty and -

. incidental. That being so, it may not be practical to expect a company to be set up witha

paid up capital of Rs. 5 crores to carry on only incidental activites, without any - o
assurance of its receiving an approval from SEBI to act also as an Assét Management. .
Company for a Mutual Fund. There should, therefore, be niot any dbjection in
registering an AMC if the authorised capital of such a company is approved by SEBL
-Major players who help in running & Mutual Fund are as follows: :

a) Registrars and Transfer Agents. o

- Their major responsibilites include: - i

‘i) - Receiving and prdcessing the application form of investots :

i) lssuing of Unil/Share Certificates on behalf of Mutual Fund|
iii} Maintain detailed records of Unit holders transactions i ..
iv). Purchasing, selling, transfesing a redeenting the Unit/Share Certificates

v) Issuing of income/divide ybroker Cheques etc. -
vi) Creating security in @ Unilster_tiﬁca_tm for aliowing I;oans against themy

b) Advertiser : ; :
Major respom%:f anadvertiser include: <. . :
1

i) Helpi Unds organisers 1o prepare a media plan for imrketing the fund

i) Issuing/Bging the space in newspapers and other electronic media for advertising

ious features of a fund :

c) - Advisorfmanager (His éeliy a corporate entity .wh.o does the féllo‘i&'ing jobs:

i)  Professional advice on the Fund’s |nveslmemS o '

u) Adv-ice on Aései Management Sewiée's. ' . :

d) Trustees: Tms_teés pmviac the' overall management ser\rwesI and charge
management fee. : : '

e) Cﬁstodig_n : A'cuslodi_an which is again a cotporate body doés the following ~
functions: . S .- o

il) Receives and delivers securities

iv) Holdsand pmcésées-cash ‘ :

Besides the above, other players are as under ' .

ii) Fund Accounting Services;
i) Legal Advisors; o
iv)' Fund Ofﬁcels_;' . _ : . !

v) Underwrilers@isiﬂbu_tors; . | . |

vi) Legal Advisors,



 All the sbove agencies play a magoﬁbbhmy mutnal fundorgamed in the US and
other European countries a5 they are sepamte agencies/corporations independent of the
. .mutualfund.l-towever, inlndmsofarmutualfundshavelakenthesemcesofme

following outside agencies:
#) Registrars and 'l'hnsferAgeuts
b) Advertisens
c) Legal Advisors
: d) Cusﬁodiam
Other services are. organised inhouse and a Trustee’s job is undertaken by the bank who .

promotes the mutual funds. Figlm 16.1 shows :mporlanl players who help 10 orgamse
and operate a‘mutual fund. )

AUDITORS.

-LBGAL

ADVISOR

"TRUSTEES -

Motual Funds

FUND ' B - UNDER WRITER
| ADMINISTRATOR CUSTODIAN — -
Figure 16.1; Mm.l Fund Organizations
The bnsls of payment to various playets for their services in organising a mutual fund i s
givenbelow:
SERVICES COST . BASIS
i) "Registrar & - " Registrar & Number of Unit
: Transfer Agents  Transfer Agents = holders / Certificate holder
“fee ‘accounts’

Service fee; Number of
transactions; Standard out puls
and standing charges for
maintaing records

i) Advertiser * Advertiser Percentage of the total

' “service fees budget of advertisement _
iii)  Custodian "Custodian fee Number of transactions in terms
_ of amount

iv) Trustee Management fee Average net assels.

v} Advisor Advisory fee Averzge net assets

vi)  Administration Adminstrative fee  Average net assels

vii)  Fund Accounting  Fund Accounting - Average net assets with a

Agent fee. - minimum and a miximum
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. consist of fi

‘main lowing securities:

| vii) | Underwriters  Underwritersfos “Total offering

ix) . Legal Advisor .- Legal fees " Actuals
x)  -Auditos Audit fees’ . Actuals
- xi) . Fund Officers Fnd Officer’s fees  Actuals -

In the US, Mutual Funds hire all the above agencies and pay them accordingly,
However, in India so far only the first four agenciés are engaged from outside and paid.

“as per the above method. The rest of the work is organised inhouse by employing

officers and they are paid salaries. The Securities and Exchange Board of India has
issued detailed guidelines for the establishment and operation of mutual funds in India .

on 14-2-92. These are reproduced as Appendix 16.1.

Activity 2 L _ o
Registrars processed 42149 applications of 10 Units each of investors who subscribed -
to a scheme lannched by a Mutual Fand. He was to be paid ss follows: :

Processing of one application: Rs. 1.50

Printing of one centificate: Rs. 2.00 per certificate of 10 Ut_ﬁts each.
professional charges for despatching of one letter: cight Paise

-Additional paper five paise each _ _
The registrar alloted Units on all applications and one cestificate for 10 Units was

A

‘sends two papers (one forwardingyetteryd one Unit certificate) in one envelope.

issued. Calculate the fee payable to tE registrars. You may assume that the registrar

166 CREATION(OM A PORTFOLIO
' 1

The portfolio of 2 mdpwal fund depends on the objectiVes of each scheme/fund floated
by a mutual fund, Fu%le, the objective of an income orieated scheme is to _
provide regul nthl} income to its shareholders. The portfolio of such'a fund should

@m bearing securities so that the fund can achieve its objective. It
has beeglearnt Tapm Indian experience that the porifolic of such a fund consists of

Nofonvertible Debentures (NCD's) - 75 to 90%
Cail Money - 10 to 25% : '

A portfolio of income cum growth oriented funid consists of mainly NCD’s upto 70% of '
the portfolio, approximately 25% of equities anid 5% of money market insiruments. On
the other hand, a pure growih or equity fund creates a portiolio of share/stock of growth
or blue-chip companies, - L o '

The fund manager of & mutual fund is the person responsible for buying these securities
insuch a way that the fund is able to achieve its objectives. A fund wanager tries 1o

“create a well diversified portfolie of securities so that unsystematic risk is rednced

significantly and returns expected on individual securities and on poitfolio is directly
related to ‘market risk’ or systematic risk. A fund manager has thefollowing investment
options in terms of buying securities from: the Indian market : :

Securities _ Returns
1 call Money - AverageYeinrns 15%
2. Bills 1Btold%
3 TreasuryBills 0 10%
4 'Govi.Bonds = 11.5%
5 Public Sector Bonds - 13 %
6  Company Debentures 15% to 16.5%
_ ' (yield to maturity)
7  Dividend/Returnon - 2-3% -
equity shares _ :
8  Capitial Gains . Uncertain




The expected returns from a mutual fmﬂ_are higher__than what is provided by bills, : Mutual Funds
treasury bills, Govt. ot P.S. bonds. Hence mutual fuhds concentrate on NCD’s, equities
and to some extént catl money which provide good returns along with liquidity. While

buying these securities, the fund manager takes into consideration the following nonns.
for each kind of security. ’ :

Non-convertible Debentures
i)  Asset Coveror Secyrity Cover:-

A company must mainiain a minimum sssel cover. This cover is calculate
on the basis of secured borrowings and debentores charged to fixed assets,
whereby fixed assels should be in general. more than one time of the total
~ such existing borrowings and debentures secored by equitable morntgage on
. fixed assets. The movable fixed assets are generally excluded from the
calculations.

i} Interest Cover:

PBIDT (profit before interest, depreciation and taxes) should be around two
times the existing interest liability plus the interest liability on the proposed
debentures so as to protect the payment of interest on the debentures. This.
cover is 10 be calculated on the basis of the average of the preceeding threc

yeers profit figures.
iii} Company must have paid dividend for the iast three or minimum 1wo
“preceeding years. _ _
iv) Net worth of the company should be around Rs. One Crore. Q
* Small variations in the above norms are accepted provided the compan
- otherwise very sound and the rate of return is higher than no ‘
| Equity S_ham (Comniof: Norms For Primary As Well As Secondary t):
Management: First and foremost emphasis is placed on quality o gement
because unless the management is efficient and professionalegen a od project can
fail. :
Industry: The industry in general should be growth grientedhgxpanding and
modemising ¢tc. Mutual Funds avoid seasonal an ing industries.

Government Policy: A fund manager constanily stndig€the economic and fiscal
policies of the government and analyses their impact on the companies.

Analytical Studies: A fund manager studies the full details of the past performance of
companies including turmover, profitability, eamings, track record and financial '
strength. He also comnpares it with the industry in which the company falls. He works
out projections based on news reports and discussions 1o assess the future praspects. He
studies the expansion, divesification and other plans of the companies to assess their
future outlook and potential.

" Market Study: A fund manager also assesses the standing of the company, is general
reputation, its market share and the comypetition it is likely io face. Besides, factors like
the demand and supply of the product and import and expor! policy which have a
bearing on the growth prospects of the company are also looked into.

Studies OF Industries: A matual fund undertakes the studies of the induslrié_s to find
out the outlook as weil as the problems faced by the industries and in turn the units in
the said industries. . o _
Resides studying the above fundamental factoss, for both primary and secondasy markel
operations, a fund manager uses the following additional tools to decide the timing for
entering into secondary market operations.

a) ‘PE’ Ratie (Price Eatning Ratio)

i)  Average ‘PE’ mtio for the industry.

ii) Average ‘PE’ ratio of the company based on the last three years.

iii) Earnings per share of last ycar % Average 'PE’ ratio of the company.

‘However, this is not a rigid formula, :
A : 299
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' There aré two broad aspects of porifolio management, namely, ¢
- planning and constant review and revision of Investment, .

_Copstant review and revision of investment Tequires:

'b)- High And Low Price | e o
A fund manager is also aware that the market fluctuates as a nomvial pattren
3-4 times in a year and these movements are watched for proper .
opportunities. For this purpose, a chart showing the trends in price
movenents for the previous year is prepared. L
¢) BreakUp Value - o

- A‘mutual fund calculates the break up value (less q'evalualiqn‘reserves) and
compares it with the markef price. I the market price is twice or thrice the
break up value, the share is over priced or if this price is less or equal, the
share is called under priced. - ' o ' :
Besides the above, the Fund Manages looks into ‘Bonus Prospect’ of a share

. intermediate prices since it is-virtually impossible to sell at peaks and buy at
- bottoms, booking of profits when the objective is follfilled and trying to buy _
or sefl shares on a reaction as against when there isia steep rise of vice versa..

Portfolio of Various Securities

' 16.6.1 , Regulatory Environment Relatihg To Ci're_ation of

- We have discussed that a Fund Maiﬁagef_ creates a diversified portfolio of securities.

whereby unsystematic risk is almost eliminated and systematic risk is analysed to
provide optimum return, However, to protect general'investor;s’ interest the Securities
and Exchange Board of India has placed certain restrictions on the investment by .
mutual funds in India as follows: - _ : : _
1). No individual scheme of thduteal Fund should invest inore than S per cent of its
_ ._corpusinanyonecpm 'S § . N
2) No Mutual Fund upde;

company’s paid it ;ﬁrrying voting rights, |
3 a]l' its schemes taken icgelher shonld invest ‘more than 10
.  in the shares or debentures or other securities of a single
4 und under its schemes faken together should invest more than 15 per

‘ Bidiles, tea, tyres, etc.) except where a scheme has been floated for investments in

TN @ or more specified industries..

5)  Privately placed debentures, securitised debt and other unquoted debt instrements
- holdings shall not exceed 10 percent in case.of growth funds and 40 per cent in -
case of income funds, = . _ - :

167 PORTFOLIO REVISION

ffective investment -

While we have already discussed the first aspect under 16.6, let b discuss the second
aspect hereunder. . j : R S ;

i) C'(_)riiiuuous mouitoring of the quality of management of the companies in which

investment has already been made,

i)~ Continuous finain‘c_iél_' a_in_alysi_s and trend analysis of the couipanies‘ balance L
- sheets/profit & loss accounts ta choose sound companies anl'd off-load investment
made in companies where the' performance is slackning, - | T

_iii)-' Continuous analysis of the securities market trends,

- Whereas a Funds Manager takes into co;:sidémlibn all ﬁlndamenéal and technical .
analysis while making initial purchases of securities, continuous monitoring jobs are

done generally by a research cell'of the mutwal funds in India, Thn!: research cell



undertakes on a continsous basis all kinds of analysis of securities existing in the
portfolio and does furthes snalysis of newer securities in afl classes of securities and
compares them with the existing securities and suggests changes in the portfolio for
maintaining gocd returns or higher retums with the same risk as perczived in ihe -
existing perifolio. Thus measurement of risk involved in the expected rate of retum is
very essential before diversification of any porifolio can be undertaken by a mutual
fund. A research.executive measures the risk by iaking variance and standard deviation
of return. A large variation around tbe average would indicate great uncertainty

reganding the expected return.

168 SYSTEMS AND CONTROLS

For managing & portfulio, it is not only the creation, re- creation and regrouping of
various securities which is imporiant for achieving the desired rate of yeturn, but vatious
kinds of systems and controls are needed. A Mutua! Fund generatly provides the desired
controis through its accounting and custodian system. ‘We shail discuss each of them

and how these help to manage a portfolio.
Accounting System '
An accounting system must clearly disclose: .
i) . The policy in respect of recognition of revenue and income from investment.
i) The policies relating to valuation of investments. o :
The sggregate carrying value and market value of nor performir ts uidef each

- typeptinvestment. = o o é
~iv)  Provijion foibe made for depreciationfloss in the value o

' . investments, : ) R '

'v) . - PerunitNet Asset Value (NAV) at various intervals

performing
1 the O of the acoounting ye.ar

Ali the above accounting policies if puzsued consistentl:
about all investents in a portfolio and thus proy et

Custodian Systema A'wsloéian system should: ensnie:
1) Timely recsipt-and delivery of cash and securities;

1p to maintain a clear picture
picture of the portfolio.

_'ii) Deliveiy of securities oniy upon receipt of payment and payment only upon receipt
©of secusities; 3 :

i) ‘Timely resolution on discrepancics And failures;

- ) Segregation oﬂ:i's'sets'_by the cusiodisn and regular inventory verification;

v) Regular feconciliation of assc.s lo acéuuniing recoids; |

vi) Securities are properly registered;

#i3) Proper nomination sl record of declared dividend and othér corporate ackions.

All the above accounting po]icies. and custodiza systein if pursued by Mutual Funds islp

" them to maintain a clear picture of all invegtment and their performance in & poxtfolic.

162 SUMMARY

" The history of Mutual Fusids in India is notvesy old. 1t started with the establishment of
the Unit Trust of Tndia in ibe year 1964, However, the real take off started when public
acctor banks entered into rhis area in the year 987, Today Inia occupies the 10:h
position in the world. But the total fund raisedifrom the capital markel is just 7% of
bousehold savings and individeal investors still do not form & large percentage of
 mutual fund resources. Experience of other couniries shows that with the developrent
of the capifat market more houschold savings are channeled into.the secondary marke!
tiwough institutions like mutual funds. ‘Tiiis is quite visible from the growing popularity
of prutual funds in India. ' '
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Mulual Funds have proved to be an am‘aclwt- investment for many investors, the world-
over, since they give them a mixture of liquidity, return and safety in accordance with

+ their performance. Further, the invéstor gets these benefits without having to direcily

invest in a large number of scrips. Only by investing in one fund he gets the benefits of

a diversified portfolio which is handled by specialists. The interest of various investors

are genenally protected through mutual funds. As individual investors they may not hold
much clout in companies whose shares they hold but by being part of institutional
investors like mutual funds, their bargaining power is enhanced.

16.10° KEY WORDS

Adﬁsor The organisation employed by a mutual fund to glve pmfess:onal advice on

the Fund’s investment and asset management practices.

Custodian: The organisation that keeps custody of securities and other assets of
mutual fund. o

. Fransfer Agenl' The organisation employed by 2 mutual fund to prepart and

maintain records relating to lhe acoounts of its unit holders.

. Unit holdet/ Shareholders : An mvestor who subscribes to the fund/scheme of a

Mutal Fund.

Share/Unit : It is a kind of paplgissued by the mutual fund fo investor as a proof of
his investment, ' .

emeit for marketing the fund/schieme of 5 Mutual Fund
splaying boards etc.

PXpected sensitivity of share price to changes in general stock
market risk’ or systematic risk. :

Unsysten Ris _ The Changes in the prices of shares related to conipany or
leylagments are referred to as unsystematic risk or specific risk.

P tio: \ * _ ‘Market Price of share
@' ' : Eaming per share

1611 SELF-ASSESSMENT QUESTIONS /-

EXERC{SES

1 Discuss briefly the concept of mutual fund and explam how far mutual funds

_ have been successful in India,

2) . Compare various types of instruments issued by Mutual Funds in U.Sand
India. .

3} Describe various types of schemes issued by various Mutnal Funds in India.

4) Discuss the role of the Registrars, Transfer Agents, Custodian and ihe Fund
Manager in a Mutual Fund.

5 Why Indian Mutual Funds in general guarantee a ininimues retury to
investors whereas this is not the practice in US and dther countries ?

6) Discuss iajor variables that & Fund Mauager considers before buying fixed
income securities, say NCD 5. :

7 When the co-relation coefficient of two securities is ( 1), whal doesittellto
the Fund Magager?

8) . €onsider Stock B, which has possible retarns + 50% 0% and — 50%. The

three possible returns are equally pmbable What is the cxpecied retumn and
-standard deviation for Stock B.

9)  Systems and Controls are as important as s creation of ponfolm of securities in
managing a portfolio by a Mutual Fund. Discuss this statement and bring out -
the role played by accounting and custodian system in portfolio management
by a mutual fund.
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Appendix 16.1

Guidel_ines for Mutual Funds (issued on 14 February, 1992)

Mutual Funds have become a major vehicle for mobilisation of savings particularly
from the small and household sectors for investment iri the stock markel. In view of
their growing importance in the capital market, their expanding investor base and the

decision to allow mutual funds to be set up in the joint and private sectors it has become -

necessary to evolve a comprehensive set of prudential guidelines for the all round
development and regulation of mutual funds and for ensuring investor protection. These
guidelines are laid down below: '

1 Scope .
1.1 These guidelines shall be applicable to all mutual funds which invest pgmari
the capital market and also partly in money market instruments suhjccp]lbwing:
a) Money Market Muiual Funds that would invest exclusively if\mgsey market
’ instruments would be regulated by the Reserve Bank ia on the basis of
specified guidelines to be laid down by the Reserve Baij¢ol India (RBI).
However, money market schemes of other my nds Wvould be regulated
by the Securitics and Exchange Boand of Indi gulations will be in

conformity with the guidelines 1o be issygd by t eserve Bank for Money -

‘Market Mutual Funds investing exclus mouey market insiruments.

by Offshore Funds which have non-resident ‘ Estors and are regulated by the
provisions of the countrics where Ihese are registered shai: »: uide the

puiview of these guidelines. These funds shall continucto® sened by the

rutes and procedures liid down for the purpose ¢. APPrOVviit and . ioring
t* . ir performance by the Depariment of Econcmic Affai- Minisuy o

Finance and the Govemnmer!’s/RBI's directives o5 725U .cCl.
¢) ‘Mutval Funds with special characteristics, €.g. " fealing L i azsels
other than securities, may b.. saccifically exempted . 5¢ Cooeme imnend o

the purview of these guidelincs.

1.2 Existing mutual funds should conform to these guidelines wi - :ia period of s~
mouths from the date of issue of these guidelines.” ' :

. Establishment

. 2.1 Mutual Funds shall be authorised for business by the Securities and Exchange

. Board of India (SEBI}. _ ' ' _
2.2 Mutual Funds shall be sponsored by the registered compaiics witl a sound .
tecord, general reputation and fairness in all their business transaclions.
2.3 Mutual Funds shall be established in th® form of Trusts wnder the Lyitoin T usts

‘The sponsoring institution will be free to work out the details regarding the comstitution '

of the Trust. : .
2.4 The Trust shafl then be 2 thorises o floal one of severa! different schv. mes under
which units shall be issued 1o the .avesiors.

" 2.5 Mlit,lha} Funds shall be operated only by separalely established Asset Mana gcmc.ni
Companies. '
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3 Asset Management Company (AMC)

3.1 Authorisation for business : % _ _

3.1.1 AMC shall be authorised forbusiness by SEBI cn the basis of the following

criteria; o . .

aj  AMCs which are alveady existing should have a sound track record, General
- reputation and fairness in al} their business transactions.

at least 10 years of professional experience in'the relevant fields such as

b)  The Directors of AMCs should be persons of high :‘Fpute and standing taving
porifolio management, investment analysis, financial administration; efc.

c) . Atleast 50 per cent of the Board of AMC should belindependent Directors
rot-counected with the sponsoring organisation. :

d) The' AMC should at all times have 2 minimum net worth of Rs. Five crores.

- 3.1.2 SEBI shall approve the Memorandum and Articles of Association of the AMC.

3.1.3 The name of the directors and any subsequent changes must be intimated to SEB2.
3.1.4 SEBI may lay down additional selection crieteria or change them from time to
time for regulating the expansion of mutual funds in the larger interest of mutual funds
industry and healthy growth of the capital market, _ '
3.1.5 Except in the case of bank-sponsored AMCs where the prior concurrence of RBI
would be required, SEBI may withdraw the authorisation granted to any AMC if it is
found to be not serving the best interests of investors or of mufual funds industry or of
capital market. The Board of Trustees of a mutual fund in sucl cases should reappoint
another AMC or liquidate the mutual fund as may be necessary within three months of
withdrawal of authorisation of thgexisting AMC and distribute the proceeds to unit
holders. '

3. 2 Restrictions on bugingss. ities
3.2.1 AMC shoiild not ed to act as the Trustee of a unit Trust. In other words,
the AMC and the Trust®wshfuld be two separate legal entities| | '

management of funds and such other activities as financial services consultancy,

exchan aréh and analysis on commercial basis as long as these are not in.
conflict nd mznagement activity itself, '

An AMC or its affiliate acting for a fund cannot.act as the AMC for any other
A this purpose, a company is considered as an affiliate if it is a company:

322 AMC slm\%ﬁw permitted (o undertzke any other business activity than -

ich directly ot indirectly, and by itseif or it gombination with other persons
exercises a significant control over the AMC.

b)  Over which the AMC, directly or indirecily, and by itself or in combination with
other persons exercises a significant control.

© ¢} Over which significant control is exercised directly or indirectly by pesson of

-persobs ot the relatives of such person or persons whether by themselves or in

- combination, as are the same person or persons or the relatives of such PEISOR OT
persons whether by themselves or in combination who exercise significant control
over the AMC. o ' ' '

~ 4} Inwhich any director, officer or employee of the AMC is|a direclor,' officer or

employee.

£)  Without prejudice lo the generality of the above restriction, significant control
shail be deemed to exist: : o

i)  Inrelation to a company where any person or combination of persons diectly.
or indirectly own, control or bold with power to vole three per cent or more

of the voting shares of such company:

if) Inbetween two comipanies if the same person or combination of persons
 directly or indirectly own control or hold with power to vote three per cent or
more of the voting shares of each of the two companies.

3.2.4 No person should be a Director of more than one AMC. _

3.2.5 No person who is a Director of an AMC should hold the losition of a Trustee, or
Director in a Trust company, of funds operated by the same C. . ' :




%.2.6 No person should be a DirectorTrustes in nsore than noe Trust Company/Board Biuizal Fend

of Trestess.

4 ‘Trustees and Trust Companies

4.1 Teustecship Panctions should be camied ont by sepazatcly established Trust
Companies. Uniil such comparics are formed, existing debenturc trustess, banks and
financial iestitaiions may be allowed le act as muteal fund trustees, oF @ separate Board
of Tristees consisking of individuais of sufficient repute and experience may act as
mutual fund trustees. ' _

4.2 At least 56 per cent of the Board of Trustees shall be independent outside members.
They shali not have any affitiation with the sponsosing institution or any of its
subsidiaries.

4.3 The Trust Company and/for the composition of the Board of Trustets inclading the
eligibility of each member shouid be intimated to SEBL

4.4 The trusiees should have the respoasibility to ensuse that managers comply with the
Guidelines and report periodically to ihe 1avestors in the fund that this is the case. Thiz
should entail, intet alia, the following checks: :

That investments are of the peemitted kind and within set limits;

e That the fund's assels are duly protected;

® That transaction in units are properly executed by the manager which may include

spot checks on—
Pricing of units; :
Payments into and out of the Jund;
Internal controls {e.g. for capital adequacy); _
& That income due {o the fund is properly accounted for;

« That all'expenses and charge to the fund are as perm_itled;v

»_ That distributions from the fund are 'pmperly mad
4.5 In order to effect these checks the Trustees shouldWave (he right io obtain from the

AMC ali information concerning the operatio the Trust. ‘
4.6 The AMC should submit a quarterly repo functioning of the mutval fund to

the Trustees. The Trustees in turn should submit Six-monihly report to the SEBI, and
an annual report to the investors in the fund.

5 Trost Deeds
5.1 The sponsor should submit the Trust Deed to SEBI for prior approval.

5.2 The Trust Deed should include all safeguards considered to be essential for investor
protection. :

§ Custodian - . _
6.1 The Muiual Funds shall use the services of a custodian registered with SEBL
6.2 It should be ensured thal the custodian should be totally delinked from the AMC.

7 Schemes?

7.1 Each auth(:)rised unit trust should be allowed to float different schemes as long as
{he concemed AMC meets the required capital adequacy criteria and whose
authorisation has not been withdrawn by SEBI for any reason whalsoever.

.2 Each schéme floated by a mutual fund should have prior registration with SEBL
The AMC should prepare a prospectus/letter of offer for each scheme and should gef it
vetied by SEBI before inviting public participation. SEBI sha Il decide each proposal
within 30 days of its receipi failing which the scheme may be floated by the fund
presuming SEBI'’s clearance. '

7.3 Mutual Funds should be altowed to start and operate both close- end and open-end
schemes. ' _ '
7.4 The closed-cud schemes shall be considered for approval as per the proceduzes
applicabie o capilal issues by companies. 305




Insﬁlll{iﬂnﬂ'md Munaged 7.5 For each closed-end scheme, the imtual fund should be requ:red 1o raise at least Rs.
Portfotios - " 20 crores and for each open-end scheme, at least Rs..50 crores. The entire subscription
' should be refunded to the investors, if: : B
a)  The minimum amount of Rs. 20 crores or 60 per cent of the fargeted amount.
whichever is higher, is not raised for a closed-end schemé, or o
b} The minimum amount of Rs. 50 crores or 60 percent of the targetted amount,
f : whichever is higher, is not raised for an open-end scheme.
7.6 Mutual Funds should not be permitted to keep close-end schemes open for
subscription for mote than 45 days. For open-end schemes, first 45 daysofthe .
subscription period should be considered for determining the target figure or minimuin
‘size. : S o __
7.7 Mutual Funds should provide continmous liquidity. Closed-end schemes should be
listed on exchanges. For open-end schemes, mutual funds shali sell and repurchase unis
at pre-determined prices based on Net Asset Value and such prices should be published
at least once in a week. _ . : _ '
7.8 Each scheme under the same management should have a 'clehrly identified and _ '
- responsible fund manager. . ’

- 8 Investment Limitations :
8.1 Mutual funds will be allowed to juvest only in transferable securities either in the
money market or in the capital market, including any privately placed debentures or
securifised debt, - - - :
8.2

. a) - Privately placed debenturdg, securitised debt and other unquoted debt
instriments holdingsShall ndt exceed 10 per cent in case of growth funds,
and 40 per cent ig case O™fCoie funds. 5 _
'b)  All debt instru @ ust have been rated as investment grade by an
-+ approved credifNglipt agency. If not rated, the specifi¢ approval of the Board
of AM Id be taken to become eligible for holding in the portfolio.

8.3 Mutual fupds sh d 1ot be allowed fo give term loans for anfy purpose.

8.4 No ind @: scheme of the mutual funds should invest moré: than five per cent of .
i )y onie company’s shares. o

com @ paid up capital cartying voling rights.

fund under all its schemes shouid own more than five pér cent of any

. 8.6 No mutual fund under all its schemes laken together should ihvesl more than 10 per
- cent of its funds in the shares or debentures or other securitics of single company.

8.7 No mutual fund under all its scheines taken logether should invest more than 15 per
cent of its funds in the shares and debenteres of any specific industry (such as cotion
fextile, tea, tyres, etc.). This provision will not, however, apply ¢ a scheme which has
been fioated for investments in one or more specified industries and a declaration to that

effect has been made in the offer Letter.

" 8.8 No scheme should invest in or lend 1o another scheme under'l:he same AMC. -
8.9 Mutual Funds must take delivery of scrips purchased afid give delivery in the case
of scrips sold and in no case shall engage in short selling or carry|forward transactions
or badla finance. The scrips purchased should be transferred to the Fuuds’s name and
scheme also. ' ' g . o

_ i L
8.10 Transfers from one schieme to another in the same mutual fuirds should be allowed -
" only. if- _ : - - o S :
'a) " Such transfers are done at the prevailing market price for quoted instruments
onspot basis. : : S

b)  The securities so transferred would be in accordance with the investment
- objective of the transferee scheme. : : '

¢)  Transfer of unguoted instruments should be done only with specific a;i'prbval
of the Board of Trustees. ) . '

_ d)  The registration and accounting of the transaction is completed and is ratified

306 : in the next meeting of the Board of Trustees, ;




9 Willdil'lg 'lll.!. ) ' . Mnlml _Fund§ -
9.1 Each closed-end scheme should have a duration fixed in Mnber of years, at the end

of which it should be wousnd up or extended with the permission of SEBL. :
9.2 An open-end scheme shall be wound up if the total number of units outstanding
after repurchases al 3 point of time falls below 50 per cent of the originally issued
1_1umber of units.

10 Expenses _
10 1 The Asset Management Company may charge the mutual fund with Investment
Management and Advisory Fees which should have been disclosed fully in the
prospectus subject lo the following ceiling:
a) 125 per cent of the weekly average net asscls outstanding in the current year
for the scheme concemed, as long as the net assets do nol exceed Rs. 100
crores, and ' .

b) 1percent of thr excess amount over Rs. 100 crores, where net assets so
caiculated exceed Rs. 100 crores h
10.2 In-addition, the Asset Management Company may charge the mutual fund with the
following expenses : '
a) ~ Initial issue-cost of sponsoring the fund and its schemes.
b) Recurring expenses including _
(i) Marketing and selling expenses including Apenls’s Commissi.oﬁ@
~ {ii) Brokerage and {ransaction cosls; '
(iii) Registrar Sérv_ioes for transfer of shares sold or red_eemQ
10.3 The Asset Management Company should be expected to megt all its nses and
be responsible to provide the following _

# Office space, supplics and personnel including seegrity : alysts and portfolio
managers. . .

b) Regulatory compliance and reporting seg iges. -
c) Preparation and distribution of the fuectus. annual and periodic
reports and other investor communication o
d) Advertising, and other sales material '
¢} Accounting services _aud preparation of fax returns.
'fy Insurance coverage and other services. |

10.4 The fees payable to the Trustees shall be charged to the mutual fund. -
10.5 The fees payable to the custodian for safe keeping of fund assets and related
matters shall be charged to the mutual fund.

10.6 The initial issue expenses should not exceed-6 per cent of the funds raised under
each scheme. :

- 10.7 In any case, the total of all the expenses charged to the fund excepi the initial issue

_ expenses should not exc¢ed 3 per cent of the weekly average net assets outstanding
during the current year and the same shall be disclosed through advertisements,

. accounts, etc. : '
10.8 Ali expenses shouid be clearly identified and appropriately attributed to individual
schemes : ' : '

11 Income distribution |
All mutual funds musl distribute a migimum of 90 per cent of their profits in any given
12 Rights of the parties

12.1 The Asset Management Company can be changed by either the Trusiee
Company/Board or by 75 per cent of the investors in the fund.
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* 12.3 If the sponsoser OF mutual fiud recommends change |of the 'E’mslee is shonid b@

- 13.1 Mutual Funds should be required 10 segregale their eammg,s into cun‘eiii income,

.~ once weekly either at cosi or by any other method authorised by SEBI For i ivestments -

) audltors -certificate of reasombllny

,Mlmslw of Fmam:e

If a change in the Asset Manzgement Company is mmenudcd by the Trustee
Company!Boand it should b subjcct to secrutiny and approval of SERI.

subject lo the secrutiny and approval of SEBL
1" 4 SERY should have ihe right af review of a2 iateal ﬁmd. 3 foie in takeover.

13 Accounting requimmems o . -

shortaterm capltal ga: ns and Iong-ﬁenn capital gains, - ;
13.2 Accounting for all the schemes should be reguired to lje donk for the same -
year-ending. i

13.3 For all quoied ms,lmmems mulual fands eateutate weekly NAV at Ehe fast
available closing market prices. For quoted investments, the valuation mey he done

considered doubtful the directors’ bes( est’nm!e may be accepie(i sub}eri to ﬁ!:e :

C 14 I}lsclosures und Teporting

14.1 SEB] will have the right to call for any anfmmauon regmlmg lhe opuauons of lhe
Mutual funds and any of its schernes from the Mutual fund, Asset Management
Company, Custodian, Sponsor or any other person associated with the mutnal fund,

addition to any others it ma n¥it

‘a)  Copies of the dizly annual statements of accounts including the
1 ] the profit and koss account for the fend and for each
) scheme, 'r ar. i

b ' ly unaudited Accotints 43 abo ve.
' A staf@nent of muvcmms in nen asseis fe;:s' eac!n uhhe schemes of the tumh

14.2 SEBI will require from ﬁuiml fund at least the followmg pennd:c repoﬂs in}
8

< %ﬂ}v rier. . S :
-d portfolio staiement, inciuding {:h;mges fmm (he pmms penods foreach
me, every quarter.

. %BI shall also lay down the acoounting polncaes toba qms-phed with by all muaual
: a

nd the format and conients of the financial s!atemems. and ather repoits.

14.4 SEBI shall require =l mutual faads to adopt & written wde of ethics designed 10
deal with the potentis] conflicts of intcrest that may arise from {ransactions by ihe

affiliated persons or companies. The SEBY shall require & qmmeﬁy report from she .

interested persons of companies, disclosing af? mpomble transactions as dc(ennmed by
SEBlin 2 format prescribed by SEBI | :

14.5 SEBI shall lay down a comaon &d?emsmg codé for ail mastual !'unds e cumply

" with.

14.6 All mutual funds will be expected to subrmt to SEB] la’)eitex!s of the marketing

- literaturz and advertisements issued to ihe § tnvesiors,

14.6 All mutual funds withbe cxpected 1o submit te SEBI t.hc Elex!s_ of the marké!ing_
literaiure and advertisements issued 10 the investors. - “

© 14.7 The marketing and publicity brochures for each scheme shall properly disclose lhc

investment objectives, the method and periodicity of valuatlon of investments, ibe exact

- meihod and periodicity of valuation of sales and purchases and other details considered .
. by SEBI o be essential for i investars.

| 14.3SEBIcan afier due nwesﬁgahon inpese peﬂn]a:es on tifual fmuk for violating the |
swidelings as may be m&dry However, for case of pewalties of suspemmn or deauthorisation

of mutual fund entities, prior concurrence of RBI ad Gowmmem s!mli be taken, .
“15.-Appeals against dec;smm of SEB! tie io ihe E)cpar!ment of Eoonqnmc Affairs,










