, nitsbroadestsense. aninvestmentis asacrifice of currentmoney or otherresources

for future benefits. Numerous avenues of investment are available today. You
can deposit money in a bank account or participate in a mutual fund or invest in
the equity shares of a company or contribute to a provident fund account or buy a
stock option or acquire a plot of land or invest in some other form.

The two key aspects of any investment are time and risk. The sacrifice takes
place nowandis certain. The benefitis expectedinthe future andtends to be uncertain.
In some investments (like government bonds) the time element is the dominant
attribute. In other investments (like stock options) the risk element is the dominant
attribute. In most other investments (like equity shares) both time and risk are
important.

Almost everyone owns a portfolio of investments. The portfolio is likely to
comprise financial assets (bank deposits, bonds, stocks, and so on) anq real
assets (car, house, and so on). The portfolio may be the result of a series of
haphazard decisions or may be the result of deliberate and careful planmng..

Your economic well-being in the long run depends significantly _on‘how wisely
or foolishly you invest. This book discusses the techniques and principles useful
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ion is one whic
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analysis, promises Ss'ifl\ali\’(t “Very broadly. the characteristics of an investor diffar o s
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requirements are sf

in Graham "An inv

speculator as follows:

Speculator

Investor
An investor has a relatively A speculator has 3 VET) Shom

longer planning horizon. His planning horizon. His holding

Planning honizon

[ 4
holding period is usually at period may be a fey days iy
least one year. few months. | o
Risk aisposition An investor is normally not A speculator is ordinarijy

willing to assume more than willing to assume high risk
moderate risk. Rarely does he
knowingly assume high risk.

Return expectation An investor usually seeks a A speculator looks for 3 high
modest rate of return which is  rate of return in exchange fo;
commensurate with the limited  the high risk borne by him.
risk assumed by him.

Basis for decisions An investor attaches greater A speculator relies more on
significance to fundamental hearsay, technical charts. ang
factors and attempts a careful market psychology.

evaluation of the prospects of
the firm.

Typically an investor uses A speculator normally resorts
his own funds and eschews to borrowings, which can be
borrowed funds, very substantial, to supplement
his personal resources.

Leverage
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TRADERS, SPECULATORS, AND INVESTORS

We may classity stock market participants into three broad cateqgories: traders, speculatars,
andilnvestors. Traders have a very short time horizon. They square off their pasitions
within a day or within a week or within a month — their time horizon rarely exceeds a month.
They usuqlly wqu on margin in the derivatives markets (futures and options markets) and
hence their positions are highly leveraged. Most of the traders rely on technical analysis.

Spe_culators have a time horizon that may extend up to six months. Samuel Nelsan, in
his classic book, The ABC of Stock Speculation, defined speculation as “a venture based
on calculation.” He distinguishes speculation from gambling by saying that the latter is not
based on calculation.

Investors have a longer time horizon, typically spanning at least one year, often much
longer. Generally, investors do not resort to margin trading and take fewer risks compared
to traders or speculators.

Investors, in general, rely on fundamental analysis. Clearly the formula for investing |
is different from that used for trading and speculating. As Martin J. Pring put it: “The tech- |
niques practiced by traders and speculators are as different from investors' techniques as ;
sprinter's training is different from that of a marathon runner. Both need to be disciplined |
and fit, but each has a different regimen.”

1.2 INVESTMENT ALTERNATIVES AND THEIR EVALUATION

There is a bewildering range of investment alternatives. The more important ones, from the
point of view of individual investors, are displayed in Exhibit 1.1.

Investment Alternatives

A brief description of various investment alternatives or avenues is given below. They are
discussed at length in the following chapters.

Deposits A good portion of the financial assets of individuals is held in the form of deposits.
They can be broadly classified as:

m Bank deposits
m Post office deposits
m Company fixed deposits

Government Savings Schemes Government of India offers a number of small savings
schemes to individual investors. These schemes are offered through the post office and
select banks. The important savings schemes are:

m Public Provident Fund

' Martin J. Pring, Investment Psychology Explained: Classic Strategies to Beat the Markets, New
York: John Wiley & Sons, 1993.
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® Senior Citizeng'’ Saving Scheme
® National Savings Certificate

Alternative
Investments

Money Market Instruments Debt instruments which have g maturity of less than one year
at the time of issye are called money market instruments — these instruments are highly

liquid and have negligible risk. The major money market instruments are:
® Treasury bills

® Certificates of deposit
® Commercial paper
® Repos

Bonds or Debentures S or debentureg répresent long-term debt instruments. The

Bond
issuer of a bond promises to pay a stipulated stream of cagh flow. Bonds may be classified
into the following categories:

® Government Securities
® PSU bonds
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m Debentures of private sector companies
m Preference shares?

Equity Shares  Equity shares re i '
present ownership capital. As an equity shar
: _ _ : eh
ir;;atwe atn' ownershlp stake in the company. This essentially means that you have gltri:;dyou
eres |r:1 income and w'e‘alth'. Perhaps the most romantic among various investment ay o
equity shares are classified into the following broad categories by stock market analyz?su'esv

m Blue chip shares

m Growth shares

m Income shares

m Cyclical shares

m Speculative shares

Mutual Funds  Instead of directly buying equity shares and / or fixed income instrumen
you can participate in various schemes floated by mutual funds which, in turn, investin e it
shares and fixed income securities. There are three broad types of mutual ,fund schen?gslt.y

m Equity schemes

m Debt schemes

m Balanced schemes
: 3 e
Life Insurance® In a broad sense, life insurance may be viewed as an investment
Insurance premiums represent the sacrifice and the assured sum, the benefit. The importann{

types of insurance policies in India are:
s Endowment assurance policy
m Money back policy
= Whole life policy
m Term assurance policy
Retirement Products The important retirement products are:
m Employees’ Provident Fund (EPF) Scheme, 1952
Employees’ Pension Scheme (EPS), 1952

National Pension Scheme, 2004
Pension schemes of insurance companies and mutual funds

bulk of the investors the most important asset in their portfolio is a
the more affluent investors are likely to

|

|

|
Real Estate For the
residential house. In addition to a residential house,
be interested in the following types of real estate:

m Agricultural land
» Semi-urban land
s Commercial property

uity shares.

e hybrid securities which partake features of bonds and eq
them under bonds.

 pPreference shares ar ‘
For the sake of simplicity, We include
nsurance Is also referred to as life assurance.

 Lite
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m Aresort home
m A second house

Precious Objects Precious objects are items that are generally small in size but highly
valuable in monetary terms. The important precious objects are:

m Gold and silver

m Precious stones

u Art objects

Financial Derivatives A financial derivative is an instrument whose value is derived from
the value of an underlying asset. It may be viewed as a side bet on the asset. The most
important financial derivatives from the point of view of investors are:

= Options

m Futures
Alternative Investments The search for better performing assets prods investors to
explore the category of alternative investments, which is a term used very broadly to cover
a variety of investments other than stocks, bonds, and cash. It covers investments such as:

m Venture capital

m Private equity

= Hedge funds

Criteria for Evaluation
For evaluating an investment avenue, the following criteria are relevant.
m Rate of return
m Risk
m Marketability
m Tax shelter
m Convenience

Rate of Return The rate of return on an investment for a period (which is usually a period
of one year) is defined as follows:

Annual income + (Ending price — Beginning price)
Beginning Price

Rate of return =

To illustrate, consider the following information about a certain equity share:

m Price at the beginning of the year :360.00
m Dividend paid toward the end to the year :32.40
m Price at the end of the year :366.00

The rate of return on this share is calculated as follows:

2.40+(66.0-60.00)
60.00

= 0.14 or 14 percent
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Itis helpful to split the rate of return into two components, viz., current yield and capita|
gains/losses yield as follows:

Annualincome . Ending - Beginning price
Beginning price Beginning price

Current yield Capital gains/losses yield

The rate of return of 14 percent in the example above may be broken down as follows:

240 (66.00-60.00) 4percent + 10 percent
= —

+ = —
60.00 60.00 Current yield Capital gains yield

Risk The rate of return from investments like equity shares, real estate, silver, and gold
can vary rather widely. The risk of an investment refers to the variability of its rate of return:
How much do individual outcomes deviate from the expected value? A simple measure of
dispersion is the range of values, which is simply the difference between the highest and the
lowest values. Other measures used commonly in finance are as follows:

m Variance . This is the mean of the squares of deviations of individual
returns around their average value

m Standard deviation : This is the square root of variance

m Beta . This reflects how volatile is the return from an investment
relative to market swings.

Marketability An investment is highly marketable or liquid if: (a) it can be transacted
quickly; (b) the transaction cost is low; and (c) the price change between two successive
transactions is negligible.

The liquidity of a market may be judged in terms of its depth, breadth, and resilience.
Depth refers to the existence of buy as well as sell orders around the current market price.
Breadth implies the presence of such orders in substantial volume. Resilience means that
new orders emerge in response to price changes. Generally, equity shares of large, well-
established companies enjoy high marketability and equity shares of small companies in
their formative years have low marketability.

High marketability is a desirable characteristic and low marketability is an undesirable
one. Investors value liquidity because it allows them to change their minds. They can correct
errors they might have made quickly and cheaply. Further, they can easily modify their
investments in line with their changing circumstances and objectives. However, liquidity can
induce sloppiness in investment decisions.

How does one evaluate the ‘marketability’ of an investment like a provident fund deposit
which is non-marketable by its very nature? In such a case, the relevant question to ask
is: can withdrawals be made or loans be taken against the deposit? If a substantial portion
of accumulated balance can be withdrawn without much penalty it may be described as

marketable.
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Tax Shelter Some investments provide lax benelits; others do not. Tax benetfits ara of the
tollowing three kinds.

Initial Tox Benefit  Aninitial tax benefit refers 1o the tax relief enjoyed at the time of making
the investment. For example, when you make a deposit in a Public Provident Fund Accqny
you get a tax rebate under Section 80 C of the Income Tax Act.

Continuing Tax Benefit A continuing tax benefit represents the tax shield associatec With
the periodic returns from the investment. For example, the interest on tax-free bonds i
exempt, in the hands of the recipient.

Terminal Tax Benefit A terminal tax benefit refers to relief from taxation when an investment
's realised or liquidated. For example, a withdrawal from a Public Provident Fund Account
IS not subject to tax.

Convenience Convenience broadly refers to the ease with which the investment can be
made and looked after. Put differently, the questions that we ask to judge convenience are-

(a) can the investment be made readily? and
(b) can the investment be looked after and liquidated easily?

The degree of convenience associated with investments varies widely. At one end of the
spectrum is the deposit in a savings bank account that can be made readily and that does
not require any maintenance effort. At the other end of the spectrum is the purchase of a
property that may involve a lot of procedural and legal hassles at the time of acquisition and
a great deal of maintenance effort subsequently.

How Do the Various Alternatives Compare?

How do various investment avenues like equity shares, fixed income securities, deposits,
real assets, and so on compare? A summary evaluation of these investment avenues in
terms of key investment attributes is given in Exhibit 1.2. It must be emphasised that within
each investment category individual assets may display wide variations.

1.3 FINANCIAL MARKETS

Afinapcial market is a market for creation and exchange of financial assets. If you buy or sell
financial assets, you are participating in financial markets in some way or the other.

functions of Financial Markets Fnancial markets play a pivotal role in allocating resources
In an economy by performing three important functions:

1. Financial markets facilitate price discovery: The continual interaction among numerous
puyer§ and sellers who throng financial markets helps in establishing the prices of
financial assets. Well-organised finangial markets seem to be remarkably efficient in
price discovery. That is why financial economists say: “If you want to know what the
value of a financial asset is, simply look at its price in the financial market”.
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SULTIRE  Summary Evaluation of Various Investment Avenues

’ Return Risk Marketability/ | Tax shelter | Convenience
C urrém C.wdn[ ¥ Liquidity
yield appreciation
5 Equity Low High High Fairly high High High
Shares B B |
WWOT | High Negligible Low Average Nil High
convertible
. Debentures I e
Equity Low High High High High Very high
Schemes L |
Debt Moderate Low Low High Medium Very high
Schemes -
Bank Moderate Nil Negligible High Low | Very high |
Deposits |
Public Nil Moderate Nil Average Section 80 C | Very high 1
. Fund
J Life Nil Moderate Nil Average | Section80 C | Very high
| Insurance benefit
| Policies
Residential | Moderate Moderate Negligible Low High Fair
House
Gold and Nil Moderate | Average High Nil Average
Silver

2. Financial markets provide liquidity to financial assets: Investors can readily sell their
financial assets through the mechanism of financial markets. In the absence of financial
markets which provide such liquidity, the motivation of investors to hold financial assets
will be considerably diminished. Thanks to negotiability and transferability of securities
through the financial markets, it is possible for companies (and other entities) to raise
long-term funds from investors with short-term and medium-term horizons. While
one investor is substituted by another when a security is transacted, the company is
assured of long-term availability of funds.

3. Financial markets considerably reduce the cost of transacting: The two major costs
associated with transacting are search costs and information costs. Search costs
comprise explicit costs such as the expenses incurred on advertising when one wants
to buy or sell an asset and implicit costs such as the effort and time one has to put
in to locate a customer. Information costs refer to costs incurred in evaluating the

investment merits of financial assets.
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ificati inancial Markets There are different ways of c_lassnfying financjal
gwl:rskse'tfgég:woenwoafyﬁlsnto classify financial markets b)_/ the type of flnzr:fllal clal.m. The dept
market is the financial market for fixed claumts (dett)t mstr;JSr)nents) and the equity market jg
i i idual claims (equity instruments). '
theAflnggg:%l $g;ki? tfgrcrliz'sdifuy financial( n?arkets by the maturity of claims. The market for
short?term financial claims is referred to as the money market e;n(?ftgetvry:;ﬁetr:or long-term
financial claims is called the capital market. Traduhonall_y, the_c_u off be ns Or't-t‘errn' and
financial claims has been one year - though this d|V|d.|ng line is al'blj[rary, itis widely
long-term Ig ce short-term financial claims are almost invariably debt clglms, the money
iwC:riZiig.thénmarket for short-term debt instsruments. The capital market is the market for
i and equity instruments. .
Iong-ttﬁirrr: gisttg]iﬁ?stiigtznancia? mgrkets is based on whether thg clgums represent new
i or outstanding issues. The market where issuers sell new plalms is rejerred to as the
Ersi:?asry market and the market where investors trade outstanding securities is called the
sezofgﬂft;\yvc;”t(: tclassify financial markets is by_the timing of delivery. A cash or Spot
market is one where the delivery occurs almost mmeduately an_d a forward or futures
market is one where the delivery occurs gt a pre-determlneq time in .futu_re. ,
A fifth way to classify financial markets is by the nature of its organisationa structure'. An
xchange-traded market is characterised by a centralised organisation wnt.h standard!sed
: dures. An over-the-counter market is a decentralised market with customised
g:gg:dures.‘ Exhibit 1.3 presents a summary of the classification of financial markets.

Globalisation of Financial Markets There i's a trepd tovyard integration of financial markgts
throughout the world into a global or internaﬁonal financial market. Thanlfs to globalisation
of financial markets, issuers and investors in any country ne_zed not cqnflne themsglveg to
their domestic financial markets. For example, Indian companies can raise money 'by Issuing
equity and debt in international markets; likewise Indlgn Investors can invest in outside
markets. Of course, such participation is regulated and limited in some ways.

m Classification of Financial Markets

~__— Debt Market
Nature of Claim <

T Equity Market

_— Money Market
Maturity of Claim ——

— Capital Market
—— Primary Market

Seasoning of Claim

~— Secondary Market

‘ — Cash or Spot Market

Timing of Delivery

Forward or Futures Market

o _— Exchange Traded Market
Organisational structure - l

= Over-the-Counter Market
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Globalisation of financial markets is driven by three forces, in the main: (a) derequlation or
liberalisation of financial markets in different parts of the world, (b) technological advances
in compuling, communication, and market structures, and (c) growing institutionalisation of
financial markets. Indeed, these factors are interrelated.

Competitive Character of Financial Markets  Financial markets are characterised by a high
degree of competition. Thousands of intelligent, knowledgeable, and determined analysts
constantly huntfor the best buys. Given such intense competition, it would be difficult to find “free
lunches” or opvious bargains. The no-free-lunch proposition has two important implications.
» There is a trade-off between risk and return. If you want to earn higher expected return,
you will have to bear higher investment risk.
» Financial markets assimilate all relevant information about securities fairly quickly and
efficiently. As a result, securities are generally priced fairly.

1.4 MAJOR TRENDS IN THE INVESTMENT ENVIRONMENT

The contemporary investment environment has been shaped by four major trends viz.,
globalisation, information and computer networks, financial engineering, and securitisation.

Globalisation There is a trend toward the integration of financial markets throughout
the world into a global or international financial market. Thanks to globalisation of financial
markets, issuers and investors in any country need not confine themselves to their domestic
financial markets. For example, Indian companies can raise money by issuing equity and
debt in international markets; likewise Indian investors can invest in outside markets.
Of course, such participation is regulated and limited in some ways. Globalisation of financial
markets is driven by three forces, in the main:

(a) deregulation or liberalisation of financial markets in different parts of the world,
(b) technological advances in computing, communication, and market structures, and
(c) growing institutionalisation of financial markets. Indeed, these factors are interrelated.

Information and Computer Networks Advances in computer networks have transformed
the investment environment. They have stimulated important innovations such as online
trading, automated trade crossing, and online information dissemination.

Financial Engineering Financial engineering typically uses mathematical models and
computer-based trading technology to synthesise new financial products. Often, it involves
unbundling securities (splitting the cash flows from a security to create new securities) or
bundling securities (combining two or more securities into a composite security). Such
creative engineering leads to the design of securities that have customised risk attributes.

Securitisation  Securitisation involves packaging a designated pool of assets (mortgage
loans, consumer loans, hire purchase receivables, and so on) and issuing securities which are
collateralised by the underlying assets and their associated cash flow stream. Securitisation
is originated by a firm that seeks to liquefy its pool of assets. Securities backed by mortgage
loans are referred to as mortgage backed securities; securities backed by other assets are
called asset backed securities.
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1.5

PORTFOLIO MANAGEMENT PROCESS

Investment management (or portfolio management) is a complex activity which may be
broken down into the following steps: "

1.

1.6

Specification of Investment Objectives and Constraints The typical Objectives
sought by investors are current income, capital appreciation, and safety of principal
The relative importance of these objectives should be specified. Further, the constraintg
arising from liquidity, time horizon, tax, and special circumstances must be identifieq
Quantification of Capital Market Expectations To address the asset-mix question
you need relatively long term estimates of returns and risks of various asset classes
Put differently, you have to quantify capital market expectations.

Choice of the Asset Mix The most important decision in portfolio management is
the asset mix decision. Very broadly, this is concerned with the proportions of ‘stocks'
and ‘bonds’ in the portfolio. The appropriate ‘stock-bond" mix depends mainly on the
risk tolerance and investment horizon of the investor.

Formulation of Portfolio Strategy  Once a certain asset mixis chosen, an appropriate
portfolio strategy has to be hammered out. Two broad choices are available: an active
portfolio strategy or a passive portfolio strategy. An active portfolio strategy strives to
earn superior risk-adjusted returns by resorting to market timing, or sector rotation,
or security selection, or some combination of these. A passive portfolio strategy, on
the other hand, involves holding a broadly diversified portfolio and maintaining a pre-
determined level of risk exposure.

Selection of Securities Generally, investors pursue an active stance with respect to
security selection or mutual fund selection. For stock selection, investors commonly go
by fundamental analysis and/or technical analysis. The factors that are considered in
selecting bonds (or fixed income instruments) are yield to maturity, credit rating, term
to maturity, tax shelter, and liquidity.

Portfolio Execution This is the phase of portfolio management which is concerned
with implementing the portfolio plan by buying and/or selling specified securities in
given amounts.

Portfolio Revision The value of a portfolio as well as its composition — the relative
proportions of stock and bond components —may change as stocks and bonds fluctuate.
In response to such changes, periodic rebalancing of the portfolio is required.
Performance Evaluation The performance of a portfolio should be evaluated
periodically. The key dimensions of portfolio performance evaluation are risk and
return and the key issue is whether the portfolio return is commensurate with its risk
exposure. Such a review may provide useful feedback to improve the quality of the
portfolio management process on a continuing basis.

THE IMPORTANCE OF STUDYING INVESTMENTS

The Pher5°“§| Aspects Almost everyone has wealth of some kind. If nothing else, this
wealth consists of human capital. Most individuals make investment and disinvestment
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throughout their lives in some form or other. Everyone needs to understand the basics of
investing. At a minimum one should know:

The functioning of financial markets.
The power of compounding.

The characteristics of various investment options.
The benefits of diversification.

The significance of asset allocation.

The implications of near-informational efficiency of well developed securities market.
The trade-off between risk and return.

The psychological pitfalls of investing and the ways of mitigate them.

All these issues and many more are discussed in this book with the objective of making
you an informed and savvy investor.

Investments as a Profession Apart from the importance of studying investments for

personal reasons, the field of investments offers rewarding professional opportunities. A
study of investments is required for:

Investment analysts (also called security analysts) whose services are required by
brokerage firms, investment companies, insurance companies and commercial and
investment banks.

Portfolio managers who manage funds in investment companies, insurance
companies, pension funds, endowment funds and so.

Traders and sales people in securities firms.

Investment bankers whose services are required by firms for raising finances and
consummating mergers and acquisitions.

Financial planners and investment advisors who help individual clients in managing
their finances and investments.



2.3 MONEY MARKET INSTRUMENTS

Debt instruments, which have a maturity of less than one year at.éhz;g'saojésﬁgei’afe cal
money market instruments. These instruments are h|ghly I'[I'(?'L::;tes of deposi gclogrlr?‘e isk
The major money market instruments are Treasury bills, Cerd' Ib he overnmént f_merqa\
paper, repos, and CBLO. The money market IS dominate yI rg'][ici e tﬁ INanciy
institutions, banks, and corporates. Individual mvestors scarce)( pa. pb I e Money
market directly. A brief description of money market instruments is given below.

allgq

Treasury Bills Treasury bills are the most important money m'arket lnStrUment. The
represent the obligations of the Government of India which have a primary tenor I!ke 91 days,
182 days and 364 days. They are sold on an auction basis every week lln.c_ertaln minimum
denominations by the Reserve Bank of India. They do not carry an explicit interest rate (o
coupon rate). Instead, they are sold at a discount and redeemed at par. Hence the implicit
yield of a Treasury bill is a function of the size of the discount and the period of maturity.
Though the yield on Treasury bills is somewhat low, they have appeal for the following
reasons: (a) They can be transacted readily and there is a very active secondary market

for them. (b) Treasury bills have nil credit risk and negligible price risk (thanks to their short
tenor).

Commercial Paper A commercial paper (CP) is a sh
: ort term
instrument. CPs can be issued by corporates, pri unsecured money market

mary dealers (PDs), and all-India financial
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Certificate of Deposit  Acertificate of deposit (CD) is a negotiable money market nstr

issued by a bank or an eligible financial institution for a specified time period - while ltl)mekm
can ISsue CDs of maturities from 7 days to one year, financial institutions can issue %]DS
of maturities of 1 year to 3. years. CDs are issued in dematerialised form or as a U s
Promissory Note. CDs are issued at a discount on face value or on a floating rate bas'ance

CDs are a popular form of short-term investment for mutual funds and com sis.

for the following reasons: (i) Banks are normally willing to tailor the denOminpaatmles
and maturities to suit the needs of the investors. (ii) CDs are generally risk_flons
(iii) CDs generally offer a higher rate of interest than Treasury bills or term deposits. (iv) geDes.

are transferable.

Call Money Market Call money notice market is a market for unsecured lending o

borrowing of funds for a period ranging between 1 day and 14 days. Participants ingthisr
market include banks, Primary Dealers (PDs), development finance institutions, insurance
companies, and select mutual funds. While banks and PDs can borrow as well as lend in the
call market, other participants can only lend. The call market is predominantly an overnight

market.

Repos A “repo” involves a simultaneous “sale and repurchase” agreement. A “repo” works
as follows. Party A needs short-term funds and Party Bwants to make a short-term investment
Party A sells securities to Party B at a certain price and simultaneously agrees to repurchasé
the same after a specified time at a slightly higher price.

The difference between the sale price and the repurchase price represents the interest
cost to Party A and conversely the interest income for Party B. A “reverse repo” is the
opposite of a “repo” — it involves an initial purchase of a security followed by a subsequent
sale. It is a safe and convenient form of short-term investment. From the above it is clear
that there are two legs to the same transaction in a repo/reverse repo. The duration between
the two legs is the “repo period,’ which is predominantly a one day period.

Collateralised Borrowing and Lending Obligations (CBLO) The CBLO market is a
money market operated by the Clearing Corporation of India Limited (CCIL) for entities that
have no access or restricted access to the inter-bank call money market.

CCIL members can borrow or lend funds against the collateral of eligible securities which
include central government securities and such other securities as specified by CCIL from
time to time. Borrowers in CBLO market are required to deposit the eligible securities with
the CCIL based on which CCIL determines the borrowing limits. CCIL matches the borrowing
and lending orders received from the members and notifies them. Though the securities
provided as collateral remain in the custody of the CCIL, the beneficial interest of the lender

is recognised through proper documentation.

2.4 BONDS OR DEBENTURES
struments. The issuer of a bond promises

Bonds or debentures represent long-term debt in
generally comprises of periodic interest

to pay a stipulated stream of cash flows. This | ‘ |
payments over the life of the instrument and principal payment at the time of redemption(s).
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This section discusses the following types of bond; or debentures: centrg| governmes
securft:és state development loans, savings bonds, private sector debentures, pg bongs
and preference shares.

Typical Features of Debt Instruments  The typical features of debt instruments are:

ixed tenor, at the end of which they are redeemable.

1. g:ge?sa ;em?nfimum lock- in period,; somet?mes prepayment is allowed by bec'_:lring apenaity,

They carry a specified ‘coupon rate’ (interest r,ate) which may be a fixeqg rate or g

variable rate linked to an underlying ‘benchmark’.

4. Theinterestrateispayable periodically (quarterly, half-yearly, orannually) orcumulatively
along with the principal at the time of redemption. |

5. Some debt instruments like corporate debentures and government bonds are listed on
stock exchanges and traded freely. . .

6. The interest on debt instruments is taxable in the hands of the recipients, unless it js
specifically exempted as in the case of PPF and tax- free bonds.

7. As an asset class, debt is less risk than equity.

8. Debtmay be ‘secured’ or ‘unsecured’. Long- term.corporate bonds are generally secured
by way of mortgage of the assets of the borrowing form.

W P

Central Government Securities Debt securities issued by the central government are
popularly called G-secs. They may be in the form of Treasury Bills (discussed earlier) or Dated
Government Securities (discussed here). Issued by the RBI on behalf of the Government
of India, dated G-secs generally have a fixed maturity (2 to 30 years) and a fixed coupon
(interest) rate and pay interest semi-annually. For example, 7.32 percent Government Security
2030 matures in 2030 and carries a coupon of 7.32 percent payable semi-annually.

G-secs are issued in the following four forms:

® A promissory note payable to the order of a certain person.
= A bearer bond payable to a bearer.

® A stock which is registered in the books of RBI for which a stock certificate is issued or
which are held to the credit of the holder in the Subsidiary General Ledger (SGL) Account
maintained in the books of RB and transferable by registration in the books of RBI. An
agent, on behalf of his constituent (i.e., investor), can open a second SGL account with
RBI called the Constituents’ Subsidiary General Ledger account (CSGL Account).

" A bond which is held in a Bong Ledger Account (BLA) with RBI or an agency bank
in whnch the government Securities are held in 3 demat form. The investor in a BLA
receives a Certificate of Holding fr

om RBl/agency banks.
The Public Debt Office (PDO) of the RBI. M ' [
depository for the government securiti ch may b (oS 2 the e sl form o

ritie . . .
demat form except for all RB| re i may be held either in the physical form or

gulated entiti \
these securities in demat form ¢ 1es who have to necessarily hold and transact

nly. A physi
can be transferred only by exeq Y- A physical stock

uting a - ,
PDO. Securities in demat form are mga' vansfer form which neeq tq be registered with the

use the depositories NSDL or CD
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G-secs qualify as SLR (statutory liquidity ratio) investments, unless otherwise stateq
They are held mainly by banks, financial institutions, insurance companies, provident funds
and mutual funds. However, traditionally they have not appealed to individual investors
because of long maturities and illiquid retail markets. ;

State Development Loans  State Development Loans (SDLs) are debt securities issueq
by the state government. RBI manages the issue of these securities. Each state is allowéd
to issue these securities upto a certain limit each year. The coupon rates on SDLs are
marginally higher than those on G-secs for the same maturity.

RBI Bonds A popular debt instrument, RBI Bonds (also referred to as RBI Floating Rate
Bonds) have the following features:

1. ltis a risk-free instrument as it is backed by RBI.
2. The maturity period is 7 years from the date of investment. However, premature
withdrawal is allowed for senior citizens.

3. The bonds are issued in demat form.
4. The bonds are not transferable from one person to another, so they cannot be traded in

the secondary market. Also, they cannot be used as collateral for a loan from a bank

or financial institution.

The bonds are exempt from wealth tax.

Bondholders get a certificate of holding as proof of investment.

7. The rate of interest is linked to National Saving Certificate (NSC). It is 35 basis points
over the respective NSC rate and it is revised every six months on January 1 and July 1.

8. The bonds are issued in denominations of Rs. 1000 and multiples thereof. There is no

cap on investment.
Public Sector Undertaking Bonds Public Sector Undertakings (PSUs) issue debentures
that are referred to as PSU bonds. There are two broad varieties of PSU bonds: taxable
bonds and tax free bonds. While PSUs are free to set the interest rates on taxable bonds,
they cannot offer more than a certain interest rate on tax-free bonds which is fixed by the
Ministry of Finance. More important, a PSU can issue tax-free bonds only with the prior
approval of the Ministry of Finance.

In general, PSU bonds have the following investor-friendly features: (a) there is no
deduction of tax at source on the interest paid on these bonds, (b) they are transferable by
mere endorsement and delivery, (c) there is no stamp duty applicable on transfer, and (d)
they are traded on the stock exchanges. In addition, some institutions are ready to buy and

sell these bonds with a small price difference.

Inflation Indexed Bonds Introduced in 2013—14, Government of India’s Inflation Indexed

Bonds have the following features:
m Individuals, HUFs, charitable institutions, and universities can invest in these bonds.

® A minimum amount of ¥ 5,000 and a maximum amount of ¥ 500,000 can be invested

o »

per annum. _ o
a The tenure of the bonds is 10 years subject to certain terms. Early redemption is

possible after 1 year for senior citizens and after 3 years for others.
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m The rate of interest is: Base rate of 1.5 percent (ang“haﬁff ér;frl,at)lon rate p
final combined Consumer Price Index (comDOl{”de loan yearly).

® The bonds can be pledged as collateral for tak'mgdabanké and leadie

® The application form is available with nahonahsg wwwrbLorg g priy
banks or can be downloaded from the RBI website (www.rbi.org.in).

Private Sector Debentures Akin to promissory notes, debentures are NStrum

rds its deb Sl mg
for raising long term debt. The obligation of a company towa €nture p

. | | P def<
similar to that of a borrower who promises to pay interest and principal at SPecifieq

The important features of debentures are as follows:

aSed or

dte Se

in

= When a debenture issue is sold to the investing public, a trustee is appointeq thrg

a deed. The trustee is usually a bank or a financial institution. Entrusteq With t

that the borrowing firm fulfils its contractual obligations.

® Typically, debentures are secured by a charge on the immovable pr Operties,

present and future, of the company by way of an equitable mortgage.
 Alldebentures issues with a maturity period of more than 18 months must b(? ne
Credit-rated. Further, for such debenture issues, a Debenture Redemption

of protecting the interest of debenture holders, the trustee is responsible for ensy

]

bo

Cessayi
Reser,

(DRR) has to be created. The company should create a DRR equivalent to at Jeg,

50 percent of the amount of issue before redemption commences.

" The company issuing the debentures can choose the redempt!’on (maturity period) g
well as the coupon rate. Further, the rate may be fixed or floating. In the Iatter case |

is periodically determined in relation to some benchmark rate.
® Debentures sometimes carry a ‘call’ feature which provides the is
with an option to redeem the debentures at a certain price before th

Sometimes, the debentures may have a ‘put’ featyre which

to seek redemption at specified times at predetermined prices.

Characteristics of equity shares an
preference shares are as follows:

B Preference Shares

® Dividend on Preferenc .
has to be pajg g, U rres s Jenerally CcUmulative,

the : .
divideng i taxable, ‘ecemption per

. ybrid security that partakes som
d some attributes of debentuyres. The salient features o

€ maturity date
gives the holder the right

e
f

0d is Usually 7 to 12 years.
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2.5 EQUITY SHARES

Equity capital represents ownership capital. Equity shareholders collectivel

company. They bear the risk and enjoy the rev?/args of ownership. Of all t?wg f(z)v:lrrrlisthe
securities, equity sha(es appear to be the most romantic. While fixed income investmeOf
avenues may be more important to most of the investors, equity shares seem to capture th s
interest the most. The potential rewards and penalties associated with equity shareg maﬁlr
the_m an interesting, even exciting, proposition. No wonder, equity investment is a favouri .
topic of conversation in parties and get-togethers. et

Terminology The amount of capital that a com i i
' ' pany can issue as per its memora
represents' the authoqsed capital. The amount offered by the company to the investggsu rln
_callecti the. /ssulfcéc:ﬁp/ta/. That part of the issued capital that has been subscribed to by ch
investors is called the paid-up capital. Typically, the issued [ id- i
nyestors s ¢ ypically , Subscribed, and paid-up capita
The par value is stated in the memorandum and writt '

: , en on the share scrip. The par val
qf equity shares is generally .? 10,3 5,3 2, or X 1. Infrequently, one comes across er vaIu:(:
llkg ?_50, and.? 1,000.There is a proposal to make the par value uniformly at X 1. The issue
price is the price at whlch the equity share is issued. When the issue price exceeds the par
value, the difference is referred to as the share premium. Note that the issue price cannot
be, as per law, lower than the par value. The book value of an equity share is equal to:

Paid-up equity capital + Reserves and surplus
Number of outstanding equity shares

Quite naturally, the book value of an equity share tends to increase as the ratio of reserves
and surplus to the paid-up equity capital increases. The market value of an equity share is

the price at which it is traded in the market.
Rights of Equity Shareholders  As owners of the company, equity shareholders enjoy the

following rights:

m Equity shareholders have a residual claim to the income of the firm. However, the board

of directors has the prerogative to decide how it should be split between dividends

and retained earnings. Dividends provide current income to equity shareholders and
retained earnings tend to increase the intrinsic value of equity shares.

m Equity shareholders elect the board of directors and have the right to vote on every

resolution placed before the company. In practice, however, equity shareholders —

scattered. ill-organised, passive, and indifferent as they often are —fail to exercise their

collective power effectively.
m Equity shareholders enjoy the pre-emp
proportional ownership by purchasing th
m As in the case of income, equity sharehol
the company in the event of liquidation.

tive right which enables them to maintain their
e additional equity shares issued by the firm.
ders have a residual claim over the assets of
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l g byt \w,w‘. LN [alb) .
e

itis custer.
arket parlance, i ‘Mar
ket Classification of Equity Shares  In stock ma /
Stock Market Classifica -
. ‘ 2 ollows: , i g COMpar;e.
Yo Gimesily iy SHArSS B X l, | well-established, and fvnan'c.lgll)r/nj;;roru )MPanjg,
Shares ol large, \ ings and dividends.
ith an impressive record of eammgif; irly entrenched position in -
:;1 res of companies that have a fal v); average rate of grouy, .
e ;rj\‘w{o market and which enjoy an abo
L L ’ '
\ ‘ lity. ~ erations, relatj,q,.
Wsu ai Lgfoggr:pa):wies that have fa'rlyd-sgzte),:d%r;yout ratios /
Shares . iah divi 05,
v and hig ical b
i vth opportunities, ed cyclicality in thg;,
g?'te:sg;?\00|1wg§nies that have a pronounc y
ar

| ' unaffec ed by the ups
Sh retSl (r;fs'CO panieS that are re'atlve,y t y PS 3 d
ar m n

downs in general business cqndituons. <o there is alot of specuiatye
e Shares Shares thattend to fluctuate widely becau
peculative Shares rest
| trading in them. o e
indicati eregarded as rigid anq
Note that the above classification is only indicative. It shoulld ir;o;bsingl% categon, ?n Ao
'u : kleted Often you can't pigeonhole a share exclusively ’
straitjac : |
faiw)zx':shares may fall into two (or even more) categories.

Peter Lynch’s Classification' There are differgnt ways of classifying shares. Herg g Peter
ynchs classification of companies (and, by derivation, shares).

Slow Growers  Large and ageing companies that are expected to grow slig htly faster than
the gross national product.

Sl arpc
v—a‘\~\‘\—'\g L\ ,;3. €~

~ ol
L R

)

hares

0

Defensive Shares

5]

Stalwarts Giant companies that are faster than slow growers but are not agile Climberg.
Fast Growers  Small, aggressive new enterprises. thgt grow at 1(_) 10 25 percent a year
Cyclicals Companies whose sales and profit rise and fall in 3 re

9ular, thoygh not
completely predictable, fashion.

Turnarounds Companies which are steeped in accumulated losses but whi

signs of recovery, Turnaround companies have the p
lost ground quickly,

Asset Plays Companies that have valuable assets which have been SO
overlooked by the stock market. Mewhat

Nature of Equity Shares Benjamin Graham ha
referred to as common stocks in the Us, very aptly:

e important investment characteristic a
. Their investment v

. ch show
Otentia| tq Make up

decades, ag t ICe ten
through the re-investment of undistributeq earings. Howey r:ce)nr St th uilds ud
Stocks are subject to irrationa| and excessive price fluctuation' t
consequence of the ingraineg tend |
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o Pros Cons
m Diversification m Expenses
m Professional management m Lack of thrill
® Liquidity

m Tax advantages
m Comprehensive regulation

m Transparency

2.7 INSURANCE PRODUCTS?

The basic customer needs met by life insurance policies are protection and savings Policigg
that provide protection benefits are designed to protect the policyholder (or his dependems)
from the financial consequence of unwelcome events such as death or long-term sicknesg/
disability. Policies that are designed as savings contracts allow the policyholder to byilg Up
funds to meet specific investment objectives such as income in retirement or repayment of
a loan. In practice, many policies provide a mixture of savings and protection benefits.

Classification of Life Insurance Contracts
Life insurance contracts can be broadly grouped under four categories:

1. Term Insurance Contracts

2. Traditional Savings Linked Contracts
3. Unit Linked Contracts

4. Traditional Universal Life Contracts

Term Insurance Contracts Thisis a pure protection contract which provides a specified
sum insured on the death of the policyholder within a prescribed term, say 5 or 10 or
20 years or whatever.

This contract can be purchased by paying a single premium at the time of inception of the
contract or by paying regular level premiums over the term of the contract [also referred to
as policy term]. |

Usually no survival benefit is paid under this contract if the insured person survives to the
end of the policy term. However, some term insurance contracts provide a survival benefit
in the form of return of the premiums paid during the policy term. ‘ :

A popular variant of the term insurance contract is the decreasing term Insurance cpntrac:e
under which the sum assured decreases over the term of the contract. Typically this tYPC ,
of contract is purchased along with a housing loan so that the proceeds from the cpntrta;] i
can be utilised to repay the outstanding amount of the loan if the borrower dies during

-epayment period of the housing loan.
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;'r'gg':;%“na; :;‘S’g:/?:glgigkedﬁ(lorgracts These contracts are designed to provide both
9 enefits. Depending upon
can be classified into two Categorie:: g upon the term of the contract, these contracts

1. Whole Life Insurance Contract
2. Endowment Insurance Contract

Whole 'L/fe Insurance Contract This type of contract is designed to provide insur:
protection over the entire lifetime of the insured. Typically, the sum insured | el
T , also called
as face value] is paid in the event of the death of the insured person regardless when th
death oceurs. Therefore, the difference between a whole life contract and a term insur :
contract is that the latter type of contract has a specified policy term. anee
A whole life contract is usually structured as a single premium contract or as a “limit
pay” contract where level premiums are required to be paid for a specified premium pa i
term, say, ten, fifteen or twenty years. P
This contract can be terminated [surrendered] by the policyholder in return for a lumpsu
amount called as cash value or as surrender value subject to certain conditions. "
The pol.it.:yholder can also avail of a “policy loan” under this contract. The policy loan will
be a specified percentage [for example, 75 percent] of the surrender value acquired by the
policy at the time of availing the loan. This loan carries a rate of interest which is typically set
eqqal to the bank deposit rate plus 2 percent. The loan with interest can be repaid anytime
during the term of the contract. Otherwise the outstanding amount of the loan plus interest
will be deducted from the sum insured at the time when the sum insured becomes payable
This type of contract is particularly useful as a means of protecting the wealth transfer that é
parent wants to make to his or her children when he or she dies. Without this type of contract
the wealth transferred is likely to be meagre if the parent died young. |
t This type of contract pays out a sum insured either in the

event of death during the term of the contract or on survival at the end of the contract term.
For example, a 15-year endowment insurance contract with a sum insured of ¥ 2 million will
provide a death benefit of T 2 million if the insured person dies during the period of 15 years

or a survival benefit of ¥ 2 million at the end of 15 years.
This contract can be purchased by paying a single premium or by paying premiums

over a limited period [for example the premium paying term may be 3 years for a
15-year policy term] or by paying premiums over the entire policy term.
lues and the policyholder can avail a policy loan

This contract also provides surrender va
subject to terms and conditions similar to what was discussed in the context of a whole life

insurance contract.

Money Back Insurance Contract This type O

insurance contract where the survival benefit is p
over the term of the contract. For example, a 20-year money bac
of T 2 million might pay a survival benefit of ¥ 500,000 at the en

fifteenth year, and twentieth year. If the insured person were to die a
year, the contract will pay the entire sum of T 2 million even though th
already received X 1 million by way of survival benefits.

Endowment Insurance Contrac

f contract is a variant of the endowment
aid in instalments at specified points of time
k contract with a sum insured
d of the fifth year, tenth year,
t the end of the fourteenth
e insured person has



2.8 RETIREMENT PRODUCTS
s in India are:
(EPF) Schemé
(EPS)

Jportant retirement product
Emplovee's Provident Fund
Employee’s Pension Scheme

National Pension Scheme '
Pension Plans of Insurance Companies

The 1IN

kS

B ) Ry

Employee Provident Fund (EPF) Scheme |
A major vehicle of savings for salaried employees, the Employees Provident Fund Schenm

has the following features:
nt fund account into which both the employ

s Each employee has a separate provide
and employee are required to contribute 12 percent of the employee’s basic wag
dearness allowance, and retaining allowance every month.

s The employee can choose to contribute additional amounts, upto 100 percent of ba

salary and DA in Voluntary Provident Fund (VPF).
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» While the contribution made by the employer is fully tax exempt (from the point of view
of the employee), the contributions made by the employee can be deducted before
computing the taxable income under Section 80 C.

m The interest rate on the provident fund balance is declared annually. Interest is totally
exempt from taxes. The interest, however, is accumulated in the provident fund account
and not paid annually to the employee.

» The balance in the provident fund account is fully exempt from wealth tax. Further, it
is not subject to attachment under any order or decree of a court.

m Both EPF and VPF enjoy EEE (exempt-exempt-exempt) status.

m Within certain limit, the employee is eligible to take a loan against the provident fund
balance pertaining to his contributions only.

Typically, the provident fund contributions of the employer and employees are remit- ted
to a government organisation called the Employees Provident Fund Organisation (EPFO)
which is responsible for pooling and investing these contributions. Based on the investment
earnings on the pooled fund, the EPFO declares annual rate of interest which is credited to
the employee’s provident fund account.

Employees’ Pension Scheme (EPS)

Guaranteed by the government, this scheme is administered by the Employees Provident
Fund Organisation (EPFO). Under this scheme 8.33 percent from the employer’s contribution
of 12 percent to the Employee Provident Fund is diverted to the Employee Pension Scheme.
The central government also contributes one and one-sixth percent of wages. Under this
scheme, pension is provided to the member (or family) upon retirement.

National Pension Scheme

Traditionally, the Employees’ Pension Scheme (EPS) was the dominant pension scheme
in India. Guaranteed by the govern- ment, this scheme is administered by the Employees
Provident Fund Organisation (EPFO). Under this scheme 8.33 percent from the employer’s
contribution of 12 percent to the Employee Provident Fund is diverted to the Employee
Pension Scheme. The central government also contributes one and one-sixth per- cent of
wages. Under this scheme, pension is provided to the member (or family) upon retirement.

Effective January 1, 2004, the central government introduced the National Pension
Scheme (NPS) to cover all central government employees who joined service on or after
January 1, 2004. The salient features of the NPS are as follows:

m |twill work on a defined contribution basis. In a defined contribution scheme, the payout
on the completion of the scheme or retirement depends on the returns generated from
the contributions made by subscribers.

m |t will have two tiers — Tier | and Tier Il

m Tier | is mandatory for all government servants joining government service on or
after 1.1.2004. In Tier I, a government servant will have to make a contribution of
10 percent of his Basic Pay and DA which will be deducted from his salary every
month. The government will make an equal matching contribution. Tier | contribution
will be kept in a non-withdrawable Pension Tier | account.
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' ension that becom
. i~vholder to puild up @ P€’ esp
A deferred annuiy enables % pOh(:e):"nployment. At the vesting dat? of the annui?Vahlr:
t or all of the pension, thereby mey‘ the,
Blin,
|

on his or her retirement din lieu of par :
alternative of a lump sum cample to pay off a housing loan. As in the o
ble for the type and mode of p, ey

any need for a cash sum vaila
immediate annuity plan a

may be offere
at that point, fore
variety of options aré

2.9 REALESTATE
. . tin their portfolio is a residentj
Ik of the investors, the most important assel ; °Ntial hoy,
o o o dential house, the more affluent investors are likely to be '”tefeste:f?
In

In addition to a resi

the following types O
s Semi-urban land

A second house
Commercial property

Agricultural land

s Time share in a holiday resort '
a very rewarding asset class. The pros ang ¢q,

s

Historically, real estate in India has been
of investing in real estate aré as follows:

f real estate.

Pros Cons
Large ticket size

= Rental yield (or saving) ]
s Reasonable capital appreciation ~ ® Legal disputes

m Psychic pleasure m llliquid markets

m Low risk m High spread and commissions
m Tax benefits m Maintenance effort

210 PRECIOUS OBJECTS

Precious objects in general are valuable objects that are physically not voluminous. The

major types of precious objects are:

A. Precious Metals
® Gold
m Silver
B. Precious Stones
® Diamonds
m Others
C. Art Objects and Collectibles
m Paintings
m Sculpture
m Antiques
m Others
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The pros and cons of investing in precious assets are as follows:

Pros Cons
. lnfl.atﬁlon h?dge m |lliquid markets
m Efficient diversification m High spread and commissions
m Psychic pleasure m Maintenance effort

m Safe haven

211 FINANCIAL DERIVATIVES

A derivative is an instrument whose value depends on the value of s i
) : : ome underlyin

Hence, it may be viewed as a side bet on that asset. From the point of view of invés?o?sszet'

portfolio managers, futures and options are the two most important financial derivativgsd

They are used for hedging and speculation.

Futures A futures contract is an agreement between two i

for cash at a predetermined future date for a price that is sp:cjfrittlazsté%:f?r?g %e;ratm iiiser:
agrees to purchase the asset is said to have a long position and the party which a yreesi
sell the asset is said to have a short position. e °

The party holding the long position benefits if the price increases, w

holding the short position loses if the price increases ar?d vice versa. 1S'o illgstrri\?es tt:iz p:irtty
consider a futures contract between two parties, viz., A and B. A agrees to buy 1000 sﬁarn ,
of Acme Chemicals at Z 100 from Bto be delivered 90 days hence. A has a long position ar?g
B has a short position. On the 90th day, if the price of Acme Chemicals happens to be ¥ 105
A gains ¥ 5,000 [1,000 x (105 — 100)] whereas Bloses  5,000. On the other hand, if the pricé
of Acme Chemicals on the 90th day happens to be X 95, Aloses ¥ 5,000 [1,000 x (95 - 100)],

whereas B gains ¥ 5,000.

An option gives its holder the right to buy or sell an underlying asset (our focus
) on or before a given date at a predetermined price. Note that
of financial contract under which the option holder enjoys the
. but has no obligation, to do something.

There are two basic types of options: call options and put options. A call option gives the
option holder the right to buy a fixed number of shares of a certain stock, at a given exercise
price on or before the expiration date. To enjoy this option, the option buyer (holder) pays a
premium to the option writer (seller) which is non-refundable. The writer (seller) of the call
option is obliged to sell the shares at the specified price, if the buyer chooses to exercise

the option.

A put option gives the option holder the right to sell a fixed number of shares of a certain
stock at a given exercise price on or before the expiration date. To enjoy this right, the option
buyer (holder) pays a non-refundable premium to tlje opt}on geller (wrjter). The writer of the
put option is obliged to buy the shares at the specified price, if the option holder chooses to

exercise the option.

Options
here will be on equity shares
options represent a special kind
right (for which he pays a price)
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212 ALTERNATIVE INVESTMENTS

The search for better performing assets prods investors to explore the category of Altar
native investments, which is a term used very broadly to cover a variety of invastmars- tha

' ' ) 514
than stocks. bonds, and cash. It covers investments such as the following

Private equity
Venture capital
a Real assets
s Commodities
s Hedge funds

Characteristics ~ Alternative investments are sometimes used to reduce overall investment fisk
through diversification. Some of the characteristics of alternative investments are:

Low correlation with traditional financial investments such as stocks and bonds
Difficulty in determining the current market value of the asset

Relative illiquidity

® High transaction costs

Limited historical risk and return data

Considerable investment analysis required before purchasing

213 CRYPTOCURRENCIES

Cryptocurrencies are digital currencies operating independently of central banks in many
developed countries. Prominent examples include Bitcoin, Ethereum, and Tether. Over the
past 15 years, Bitcoin's price has experienced rollercoaster rides, from $1 to over $100,000,
with daily range as high as $2500. Noble Laureate Robert Schiller, who had characterised
bitcoin as a bubble had reportedly said subsequently in an interview in 2018, that he “doesn't
know what to make of bitcoin ultimately.” Spot Bitcoin ETFs are approved for direct public
trading in the US exchanges and futures contracts trade on CME.

The bitcoin network was started in 2009 by one Satoshi Nakamoto, whose identity is not
known. It is a peer-to-peer electronic system with a distributed ledger called the blockchain,
which contains arecord of all Bitcoin transactions since its inception. Every Bitcoin transaction
first enters a temporary “memory pool,” and this pool periodically (approximately every
10 minutes) gets converted into a block by an enterprising “miner” who successfully
cracks a complex mathematical puzzle. This process of finding the solution makes it
extremely difficult for anyone to alter past transactions or create fraudulent blocks. The new
block becomes the latest link in the chain, and every node (computer terminal) in the
ngatwork gains access to this blockchain. The nodes validate and broadcast the transactions
w.nhin the network. As a reward for his efforts, the miner is awarded a certain number of
Bitcoins, and this is how new coins are created. To ensure that the time taken for validation
of transactions remains uniformly around ten minutes or so despite more and more miners
Joining the fray, the difficulty level for the puzzle is suitably adjusted once after every 2016

blocks (approximately in every two weeks).
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To create scarcity value, Bitcoin has a finite supply capped at 21 million coins and this limjt
is embedded in the bitcoin protocol. Any alteration of the protocol would require a consensus
among the majority of nodes on the network which is highly unlikely given its decantralisar
nature. Because of this, as the demand for the coin increases, its price tends ta risa Alsg
the limit makes bitcoins inflation-proof, at least theoretically. The blocks in the chain are al5q
almost tamper-proof. as it would be virtually impossible to hack all the nodes around the
globe. |
Cryptocurrency should be regarded as a speculative instrument. Itis very risky and can
lead to significant losses. If you have a speculative urge and you can tolerate high valatilit,
you may start with a small initial investment (say with Rs.1000 to 5000) through one of the
many duly registered cryptocurrency exchanges like CoinDCX, CoinSwitch Kuber, Wazirx
Crypto exchanges have to be registered with the Financial Intelligence Unit (FIlJ) and
ly with anti-money laundering regulations. If you want to transact directly with another

party, go to a FIU registered P2P platform like LocalBitcoins, Bisg, Binance P2P etc. tg
locate possible buyers and sellers. First you have to download and set up a secure Bitcoin
wallet. Most software wallets connect to nodes to retrieve the necessary information for the
trading. As these software wallets store your private keys locally, make abundantly sure that
they have very strong passwords and also have backups. If you want to be very safe, buy a
hardware wallet that can be connected to your system after installing a companion software.
Ensure that you are downloading everything only from official sites, your trading partner is
trustworthy, and the transactions are not illegal. The terms of the trade and mode of payment
etc. have to be mutually agreed upon before initiating a trade. As the entire crypto business
is riddled with scams, always be updated on news, be alert and careful in all transactions.

Enter the crypto fray only if you are a big risk taker by nature. In case you do so, always
ensure that your private key is safely hidden. If the private key is lost, you lose access to
all your holdings without any recourse whatsoever, as no RBI or government will help you
out. Any gains from your trade will be taxed at a flat 30%, and there will be no set-off for any

losses.

etc.
comp

214 WARREN BUFFETT’S CLASSIFICATION

Warren Buffett classifies the numerous investment possibilities into three major categories:
currency-based investments, unproductive investments, and investment in productive
assets.

Currency - based Investments Investments that are denominated in a given currency
include bank deposits, money market instruments, bonds, and mortgages. While these
investments are generally thought to be safe, they can be quite risky. Their beta may be zero,
but the risk of a loss of purchasing power on account of inflation is quite real. The picture is
far worse for tax- paying investors. As Buffett put it: “Governments determine the ultimate
value of money, and systematic forces will sometimes cause them to gravitate to policies
that produce inflation. From time to time such policies spin out of control.”

Unproductive Investments These are assets that will never produce anything. These
assets are purchased by buyers in the hope that someone else will pay more for them in future.
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As Buffett put it, “This type of investment requires an expanding pool of buyerg Whe,
turn, are enticed because they believe the buying pool will expand still further. Owne,; " .
notinspired by what the asset itself can produce- it will remain lifeless forever- pt rather r/
the belief that others will desire it even more avidly in future.” Surprisingly, for a while Tulips,
became a favorite of buyers in the 17th century.

The most important asset in this category is gold, a huge favorite of investors. Gold
however, has two significant shortcomings. First, it does not have much utility. While gold
has industrial and ornamental utility, the demand for gold for these purposes s limited and
less than its new production. Second, gold is not a productive or procreative asset An ounce

of gold held for eternity will still be an ounce of gold.

Productive Assets Investments in business, farms, or real estgte are productive in nature.
Ideally, these assets retain their purchasing- power value, while requiring very little new
capital investment. Farms, real estate, and many business fulfill these criteria.

215 SOME SALIENT FEATURES OF HOUSEHOLD FINANCE IN INDIA

1. A large fraction of the wealth of Indian households is held in the form of physical
assets (in particular, gold and real estate). This is very different from what is found
internationally and especially unusual for younger households, and for households in
the bottom 40 percent of the wealth distribution.

2. Despite the high holdings of real estate, mortgage penetration is low early in life and
rises as households age. This is also different from households in other countries,
where debt has a characteristically hump-shaped pattern over the life cycle. |

3. The levels of unsecured debt, perhaps taken from non-institutional sources such gs
money lenders is high.

4. Ipsurance penetraﬁon levels (life and non-life) are low despite numerous sources of
risk such as erratic rainfalls (causing income shocks to agrarian segments of the
populapon), health shocks ,and natural calamities (such as floods and cyclones).
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Types of Stock Market Indices

Investors often ashk the question: How is the market doing? This interestin the bre, 4 Marl e
movement stems from the general observation that prices of most of the stocis 1 ie]
move togethe!. a fact that has a fairly strong empirical underpinning. The general ey Mers
of the market is typically measured by indices representing the entire market r 7,

iMar
segments thereo! Most of the stock market indices used in practice are of three types

Price-weighted Index A price-weighted index is an index reflecting the sum of tr¢ Dricas
of the sample stocks on a certain date in relation to a base date. The price-weightec ,rldc,,
assumes that the investor buys one share of each stock included in the index.

Equal-weighted Index  An equal-weighted index is an index reflecting the simple arithmetic
average of the price relatives of the sample stocks on a certain date in relation to a base
date. An equal-weighted index assumes that the investor invests an equal amount of money
in each stock included in the index.

Value-weighted Index A value-weighted index is an index reflecting the aggregate market
capitalisation of the sample stocks on a certain date in relation to a base date. A value-
weighted index assumes that the investor allocates money across various stocks included
in the index in such a way that the weights assigned to various stocks are proportional to
their market capitalisation.

To illustrate the nature of these three types of indices, consider the data for a sample of
five stocks for two dates, the base date and day t, given in Exhibit 4.1.

m Data for Constructing Stock Market Indices

Share  Priceon  Priceon  Price No. of Out- Market Capitalisation ~ Market Capitalisa-
Base Dayt Relative standing on the Base date tion on Day t
Shares (in min) Rin min) (1 x 4) (in min) (2 % 4)

| 2 3 5 6 |
A | 50 70 | 140 10 500 700 |
B | 40 50 125 20 800 1000
c 100 90 90 5 500 450 |
D 20 80 | 400 15 300 1200 |
E 15 24 160 50 750 1200
Sum 225 314 915 2850 4550

Assuming that the base date in

ling dex value is 100, the index values for day tfor the different
types of indices are as follows:

Price-weighted index: 14 =
oo x 100 = 140



, 915
Equal-weighted index « 100 = 1R3
500
4550
Value-weighted index: « 100 = 160
2850

To illustrate the nature of different types of indices, we expressed the current valye -
relation to the value on the base date. In practice the index value for a particular day =
calculated with reference to the index value for the previous day For example, the valie
weighted index for day tis calculated as follows:

Market capitalisation,

Index value, = Index value, ; x ———————
: 17 Market capitalisation, |,

Free Float Market Value-Weighted Index The market value-weighted index takes intg
account all the shares issued by a company. However, all the shares issued by a company
are normally not available for trading. For example, the shares held by promoters and those
acquired under the FDI route are not freely traded. Experts believe only the shares that are fraely
available for trading (called free float shares) should be used to compute an index. An index
constructed in this manner is called a free float market value-weighted index. The Nifty Index
.S&P BSE Sensex Index, and the Nasdaq Composite Index are examples of such an index.

With the growing dominance of institutional investors interested in holding a broadly
diversified portfolio, the relevant criteria for judging an index are: Can the index be used as a
benchmark for portfolio construction (investability)? Can the index be used as a benchmark
for comparing performance in terms of return and risk (volatility)? In terms of these criteria,
a free float cap weighted index is better than a market cap weighted index.

Good Properties of Value-weighted Indexes Value-weighted indexes indexes have
some some good properties:

= These indexes reflect the average rupee — weighted performance of all investors. This

means that for anyone who does better than the index, someone else must do worse.

® In an efficient market, capitalization — weighted portfolio provides investors the “best"

trade-off between risk and return. This property is referred to as mean-variance

efficiency.

Chain-Linked Methodology

The index employs a chain-linked methodology. This means that today's values are based
on the previous value times the change since the previous calculation. This ensures that it
is easy to add and remove stocks from the index while preserving its integrity.

To illustrate this, consider a simple situation where in periods 1 and 2, stocks A and B
are included in the index, but in period 3, stock B is dropped and in its place stock C
is included. Period 1 is the base period and its index value is set at 100. The number of
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~ *The index value for period 3 is calculated as follows:
' , ( 0d 2 Market capitalisation of stocks A and C in period 3
ingex VEILE or pefiod 2 Market capitalisation of stocks A and C in period 2

=114.3 x(8400/7600) = 126.3

Total Returns Index A price index captures only the price movements of constituent stocks.
To get a better picture of returns, dividends received from the constituent stocks should also
be factored into the index value. Such an index is called a total returns index. Total returns

indices are available on the Nifty Price Index and other Nifty Indices.

Stock Market Indices in India

A number of stock market indices are
Index, RBI Share Price Index, BSE-500, BSE Dollex, Nifty Junior, and so on. Out of these.

the most popular indices are Nifty Index and S&P BSE Sensex and so they will be discussed
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Other Indices in India  Apart from Nifty and Sensex, which are the most
India. there are many other indices reported by NSE and BSE. Since Nifty
tructed with 50 and 30 shares respectively, some researchers feel that these
totality. Hence, they prefer to look at broader mcc b
on a larger number of shares. The popular broad-based indices of NSE are Nift oy
200 and Nifty 500. Similarly, NSE also reports indices based on the market céin:
such as Nifty Midcap 100, Nifty Smallcap 100 etc. Sectoral indices are another Z;“ ‘
indices that are considered by analysts interested in specific sectors. Some of m:
.indices of NSE are Nifty Bank, Nifty FMCG, Nifty Pharma etc. NSE also has a set o; thematic
indices such as Nifty Commodities, Nifty PSE etc. Another interesting category of |nd|C;3
by NSE are the indices covering the companies belonging to a particular corporate gro;c

such as Tatas.
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STOCK MARKET INDICES AROUND THE WORLD
are the Dow Jones Industral
and FTSE (pronounced

arket indices around the world

The most popular stock m
or's Composite 500 Index, Nikkei 225,

Average, the Standard & Po

“footsie”).

s The Dow Jones Industrial Average (DJIA) is based on 30 large, “blue-chip”

hted index.

corporations in the US. It is a price-weig

te 500 (S & P 500)

s The Standard & Poor’s Composi
index of 500 US stocks. Itis ava

s The Nikkei 225 is based on the larges
price-weighted average.

s FTSE published by the Fin |
Stock Exchange stocks. Itis a value-weight

lue-weighted index.

ed index.

{ 225 stocks of Tokyo Stock Exchang

ancial Times of London is based 0

stock index is a broad based
e. ltisa

n 100 large London
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