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“It’s Time To Be Busy BECAUSE Today Will Be Yesterday Very Soon ”

©
(0 When nothing seems to help,I go & look at a stonecutter hammering away at his rock ,
perhaps a hundred times, with no crack showing in it. Yet, at the hundred-and-one blow it will
spilt into two , and I know it was not that blow that did it but all that had gone before.
Remember ,Failure is not final —until you make it final.
J

Y
“I've missed more than 9000 shots in my career. I've lost almost 300 games. Twenty-six times I've been trusted
to take the game winning shot and missed.
I’ve failed over and over and over again in my life.
And that is why | succeed.”

Michael Jordan

We make our own fortunes and call them fate.
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From the desk of CA Aaditya Jain
The Il mportance Of Patience In CA Career

Sometimes in life there are situations which makes you to loose your patience.
Thebest way to react at these situation isnot toreact at all. These situationsare
meant just to distract you from your goal. Believe it or not a one minute
involvement in such situation will take away your 2-5 hours of precious time or
sometimes even more. When ever you encounter such situation just keep your
head cool and try to get out of the atmosphere if posssible and afterwards just
“relax your mind by cracking ajoke or by taking 14-15 long breathesin a single

stroke.

Believe me it”’ll work. So be ready to face such situations

Murphy'sLaw " If anything can go wrong,it will " .....Everything for thefirst time looks tough.
REMEMBER .....
AB,C,D.... was also tough for you one day
Practice makes a man perfect......Follow the proper approach you will definitely succeed

Ending in this high note said by late Dhiru Bhai Ambani
" For Those Who Daren Dream ThereisA Wholeworld towin "
Jinke hondlo mein udaan hoti hai wo aasmaan ki uchayion se nahi darte
" | Welcome You as a Bright Future CA in ThisAmazing World of Finance"

“In Every Man There is Something of Which | May Also Learn, and
in All That He is My Teacher”
| Wish All My Sudentsto AlwaysAim Highin Life.You haveto grow
From Inside Out.None Can Teach You,None Can Make You
Spiritual. Thereisno Other Teacher But Your Own Soul.

"Lifeisnot measured by the number of breathswe take,
but by the momentsthat take our breath away."

The only thing that will stop you from fulfilling your dreamsisyou
Now You Can Also Dream Of Scoring Good MarksIn MAFA/SFM

" Targetting 90+ ln Mafa/SFM" o

CD "All your life you are told the things you cannot do. All your life they will say
you're not good enough or strong enough or talented enough; they will say
you're the wrong height or the wrong weight or the wrong type to play this or
be this or achieve this. THEY WILL TELL YOU NO, a thousand times no, until all
the no's become meaningless. All your life they will tell you no, quite firmly
and very quickly.

AND YOU WILL TELL THEM YES."

Winning isn't everything, neither is losing,
but the only thing is doing your best."
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QUESTION NO. 1 How project appraisal isdone under inflationary conditions?

~ 1t is needless to mention that Inflation is a universal phenomena. In a developing country like India, it has become a part of
life.

~It is a well known fact that during inflationary conditions,project cost is bound to increase on all heads viz.labour,raw
material ,fixed assets such as equipments,plant & machinery,building material ,remuneration of technicians & managerial per-
sonnel etc.

~Under such circumstances, project appraisal has to be done generally keeping in view the following guidelines which are
usually followed by Government agencies, banks and financia institutions:

(i) Itisaways advisable to make provisionsfor cost escalation on all heads of cost, keeping in view therate of inflation during
likely period of delay in project implementation.

(i) The various sour ces of finance should be carefully scruitinised with reference to probablerevision in therate of interest by
the lendersand the revision which could be effected in the interest bearing securitiesto beissued. All these factorswill push up
the cost of funds for the organisation.

(iii) Adjustments should be madein profitability and cash flow projectionsto take care of theinflationary pressures affecting
future projections.

(iv) It isalso advisable to examine the financial viability of the project at the revised rates and assess the same with reference
to economic justification of the project. The rate of return should be acceptable which also accommodates the rate of inflation
p.a

(v) Inan inflationary situation, projects having early payback periods should be preferred because projects with longer pay-
back period are more risky.

=~ Under conditions of inflation, the project cost estimates that are relevant for afuture date will suffer escalation. Either of the
following two approaches may be used while appraising projects under such conditions.

(i) Adjustment Of Cash Flows : Projected Cash Flows should be adjusted to an inflation index,recognizing selling price
increases and cost increases annually or

(ii) Adjustment Of Cut-Off Rate : “Acceptance Rate “ (cut-off) should be adjusted for inflation, retaining cash flows projec-
tions at current price levels.

~|t must be noted that measurement of inflation has no standard approach nor is easy. This makes the job of appraisal a
difficult one under such conditions.

QUESTION NO. 2Writeanoteon " Credit Rating" in India?OR Briefly explain the meaning and importanceof " Credit
Rating" ?

~Meaning Credit Rating is an act of assigning values to credit instruments by assessing the solvency i.e. the ability of the
borrower to repay debt. Thus Credit Rating is:

(1) An expression of opinion of arating agency.(2) The opinion is in regard to a debt instrument.(3) The opinion isason a
specific date.(4) The opinion isdependent on risk evaluation.(5) The opinion depends on the probability of interest and principal
obligations being met timely.

~What Credit Rating do not indicate It may be noted that credit rating is only an opinion and not the guarantee or protection
against default.It is not arecommendation to buy, or sell, or hold a security. Thus Credit Rating does not in any way linked with
(1) Performance Evaluation of the rated entity unless called for.(2) Investment Recommendation by the rating agency to invest
or not intheinstrument to be rated.(3) Legal Compliance by the issuer-entity through audit.(4) Opinion on the holding company,
subsidiaries or associates of the issuer entity.

=~ Credit Rating in India Credit Rating is a specialised and technical work. There are five Credit Rating agenciesin India
(i) CRISIL (Credit Rating & Information Services of IndiaLtd.) (ii) ICRA ( Investment Information and Credit Rating Agency
of India) (iii) CARE (Credit Analysis and Research Limited )(iv) DCR (Duffs& Phelps Credit Rating IndiaLtd) (v) ONICRA
(Onida Credit Rating Agency Ltd.)

CRISIL wasthefirst credit rating agency in India, incorporated in 1987 jointly by ICICl and the UTI. CRISIL has pioneered the
concept of Credit Rating in India.

Thefirst private sector credit rating institution was set up asajoint venture between the M Financials, Alliance Group and the
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international rating agency Duffs and Phelps in 1995, known as Duffs & Phelps Credit Rating India Ltd. (DCR).

~Need of Credit Rating : A firm hasto ascertain the credit rating of prospective customers, to ascertain how much and how
long can credit be extended. Credit can be granted only to a customer who is reliably sound.This decision would involve
analysis of the financial status of the party , his reputation and previous record of meeting commitments.

~How Credit Ratings are Expressed: Ratings are expressed in alphabetical or alphanumeric symbols like (AAA,BBB,P1,
P2).

~Usefullness of Credit Rating As a fee-based financial advisory service, credit rating is obviously extremely useful to the
Investors, the cor por ates (borrower s) and banks and financial institutions.

Totheinvestors(a) Itisanindicator expressing the credit quality of the instruments (b) Fair and good Credit Rating motivate
the public to invest their savings (c) It enables the investors to get superior information at low cost.

To the corporate borrowers (a) They can raise funds at a cheaper rate with good rating and enter the capital market confi-
dently. (b) It minimize the role of name recognition and less known companies can also approach the market on the basis of
their rating.

To banks and other financial institutions The fund ratings are useful to the banks and other financia institutions while
deciding lending and investment strategies.

~3epsor Functionsinvolved in Credit Rating : The steps or functionsinvolved in Credit Rating are :

(i) To gather sufficient information to evaluate the credit risk of the specific issues.The main sources of information to the
credit rating agencies are : (a) Annual and Interim reports and other publised data (b) Prospectus, letter of offer etc of particular
security (c) Industry,Sectoral and Economic data from industry groups (d) Reports and data from Government agencies (ii) To
analyse and come to aconclusion on the appropriate rating (iii) To monitor the credit quality of the rated issuer or security over
time, deciding on the timely changesin rating if company fundamentals changes and (iv) To keep investors and market place
informed

Hence we can say that Credit Rating has assumed an important place in the modern and developed financial market like India.

QUESTION NO. 3 Explain the factor s/deter minants for determining Dividend Policy?

The factors that affect the dividend policy of a company are as follows :

(i) Legal Considerations : The provisions of the Companies Act, 1956 must be kept in mind since they provide a major
dimension to the dividend decision. Section 205 of the CompaniesAct prescribes the quantum of distributable profits. Further
the provisions of the Income-tax Act specially asthey relate to closely held companies may also be seen. In 1975, the Company
Law Board issued certain rulesregarding the payment of dividend out of reserves and the transfer of profitsto the reserves over
and above a stipulated amount.

All these provisions provide the legal framework within which the dividend policy has to be formulated. Under no circum-
stances, it is possible to declare a dividend higher than the amount legally permissible.

(ii) Sability of Earnings: A firm having stable income can afford to have higher dividend pay-out ratio as compared to afirm
which does not have such stability in its earnings conditions.

(iii) Opportunities for Reinvestment and Growth : A company which sees a high growth potential for itself and, therefore,
requires alarge amount of funds for financing growth will declare lower dividends to conserve resources and maintain its debt
equity ratio at a proper level. If, however. acompany does not have immediate requirement for funds. it may decide to declare
high dividends.

(iv) Cashflow : From the point of view of financial prudence, acompany must consider its cash requirements before declaring
adividend. In caseit has a strained liquidity position. it may declare alower dividend.

(v) Level of Inflation in the Economy : The dividend decision is aso linked up with the level of inflation in the economy. If
acompany declares a higher dividend. than what iswarranted by the inflation figure of profits, it will not have enough fundsto
replace its capital assets and maintain its productivity and profitability. This will be harmful for the company in the long run.
(vi) Effect on Market Prices: Dividend decision is one of the major factors which affect the market price of shares. As per
traditional approach the Market Price of the share is considered to be the Present Value of the future dividend.

(vii) Tax Consider ations: Thetax status of the major shareholders al so affects the dividend decision sometimes. For example.
if acompany isowned by afew shareholdersin the high income tax bracket, it would bein their interest not to receive too high
an amount of dividends. Such shareholders may be interested in taking their return from the investment in the form of capital
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gains rather than in the form of dividends.

(viii) Other Factors: There are many other factors such as dividend policy of other firms in the same industry; attitude of
management on dilution of existing control; fear of being branded inefficient or conservative etc. which also affect the divi-
dend policy of a company.

QUESTION NO. 4 An Indian company is desirous of obtaining foreign technology.Write a brief note explaining the
important financial consider ationsit should take into account in this context.

Financial Consider ation while Buying Foreign Technology :

(i)_Lump Sum vs. Royalty : Whether to pay for the technology in alump sum front-end or asroyalty over aperiod of years, is
an important issue.

Advantages of lump sum payment are (a) the amount will become certain (b) the amount can be discounted forward and
therefore be less; (c) the forex exposurerisk isavoided; (d) it provides an opportunity to reduce the per unit cost of technology
by maximizing sales.

The main advantage of royalty payment is (a) it ensures that the sales benefit is realized before technology payment accrues;
(b) it provides easy instalments for funding;

The advantages of lump sum model becomes the disadvantages of the royalty model and vice versa. It isfor the organization to
choose what is best under its circumstances.

(ii) Tax Issues : Deduction of tax at source is mandatory. This should be important from the receipient’s point of view and
should be made clear to them If it is a lump sum upfront payment, tax also could be certain; whereas, in protracted royalty
payment, there is a chance of tax uncertainty.

Asto allowability in the hands of the payer, there have been various case laws and it would be advisable for the payer to obtain
beforehand expert opinion as to how to plan its tax shield in the best manner possible.

(iii) Government Clearance: Automatic permission will be given for foreign technology agreements upto certain limits -
currently, USD 2 million or royalty at 5% for domestic sales and 8% for export sales. In other cases approval will have to be
obtained.

QUESTION NO. 5 Write a short note of “Bridge Finance” or “ Bridge Loan” ?

=~ M eaning : Bridge Finance refersto loans taken by acompany normally from commercial banks for a short period, pending
disbursement of loans sanctioned by financial institutions.

~Why it is Taken : Normally, it takes time for financial ingtitutions to disburse loans to companies. However, once the loans
are approved “in -principle” by the term lending institutions, companies, in order not to lose further time in starting their
projects, arrange short term loans from commercial banks. Bridge [oans are also provided by financial institutions pending the
signing of regular term loan agreement, which may be delayed due to non-compliance of conditions stipulated by the institu-
tions while sanctioning the loan.

~Terms:

(a)Interest : The rate of interest on bridge finance is higher as compared with that on term loans.

(b) Repayment : The bridge loans are repaid/adjusted out of the term loans as and when disbursed by the concerned institu-
tions. (c)_Secuity : Bridge loans are normally secured by hypothecating movable assets, personal guarantees and promissory
notes.

QUESTION NO. 6 Write a short note on Systematic and Unsystematic Risk?OR Distinguish between ‘Systematic risk’
and ‘Unsystematic risk? or Discuss the various kinds of Systematic and Unsystematic Risk ?
Total Risk = Systematic Risk + Unsystematic Risk
Systematic Risk or Non-Diversiable Risk or Market Risk
~Thisrisk affects all companies operating in the market.
~They are beyond the control by the management of entity.
=~ Example : Interest Rate; Inflation ; Taxation; Political Development ; Credit Policy.
= Systematic Risk is also called non-diversiable risk as it cannot be reduced with the help of diversification.
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Unsystematic Risk or Diversiable Risk or Specific Risk

=~ Thisrisk affects only a particular security / company .

~ They can be controlled by the management of entity.

~Example : Strikes, change in management, special export order, the research & development expert of company leaves; a
formidable competitor enters the market, the company loses abig contract in abid etc .

~Unsystematic Risk are also called Diversifiable Risk as they can be eliminated through Diversification.

Kinds of Systematic and Unsystematic Risk : There are two types of Risk -

Systematic (or non-diversifiable or General Risk) & Unsystematic (or diversifiable or Specific Risk) relevant for investment
Types of Systematic Risk

(i) Market Risk : Evenif the earning power of the Corporate sector and the interest rate structure remain more or less uncharged
, prices of securities, equity shares in particular, tend to fluctuate. Major cause appears to be the changing psychology of the
investors. The irrationality in the security markets may cause losses unrelated to the basic risks. These losses are the result of
changesin the general tenor of the market and are called market risks.

(ii) Interest Rate Risk : The changein theinterest rate have abearing on the welfare of the investors. Astheinterest rate goes
up, the market price of existing fixed income securitiesfalls and vice versa. This happens because the buyer of afixed income
security would not buy it at its par value or face value if its fixed interest rate is lower than the prevailing interest rate on a
similar security.

(iii) Social or Regulatory Risk : The social or regulatory risk arises, where an otherwise profitable investment isimpaired as
aresult of adverse legislation, harsh regulatory climate, or in extreme. instance nationalization by a socialistic government.
(iv) Purchasing Power Risk : Inflation or risein priceslead to risein costs of production, lower margins, wage rises and profit
squeezing etc. The return expected by investors will change due to change in real value of returns.

Types of Unsystematic Risk

(i) BusinessRisk : Asaholder of corporate securities (equity shares or debentures) oneis exposed to the risk of poor business
performance. This may be caused by a variety of factors like heigthtened competition, emergence of new technologies,
development of substitute products, shifts in consumer preferences, inadequate supply of essential inputs. changes in
governmental policies and so on. Often of course the principal factor may be inept and incompetent management.

(if) Einancial Risk : This relates to the method of financing. adopted by the company. high leverage leading to larger debt
servicing problem or short term liquidity problems due to bad debts, delayed receivables and fall in current assets or rise in
current liabilities.

(iii) Default Risk : Default risk refersto the risk accruing from thefact that aborrower may not pay interest and/or principal on
time. Except in the case of highly risky debt instrument, investors seem to be more concerned with the perceived risk of default
rather than the actual occurrence of default. Even though the actual default may be highly unlikely. they believe that a change
in the perceived default risk of abond would have an immediate impact on its market price.

QUESTION NO. 7 State the Obj ectives of Portfolio Management?

(i) Security/Safety of Principal The objective isto keep the capital / principal amount intact, in terms of value and in terms of
purchasing power. The capital or the principal amount invested should not erode , either in value or in terms of purchasing
power.

(ii) Sability of Income so as to facilitate planning more accurately & systematically the reinvestment or consumption of
income.

(iii) Capital Growth which can be attained by reinvesting in growth securities or through purchase of growth securities.
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(iv) Marketability i.e. the case with which a security can be bought or sold. This is essential for providing flexibility to
investment portfolio.

(v) Liquidity i.e. nearnessto money. It isdesirablefor the investor so asto take advantage of attractive opportunities upcoming
in the market.

(vi) Diversification : The basic objective of building a portfolio isto reduce therisk of loss of capital and income, by investing
in various types of securities and over awide range of industries.

(vii) Eavour able Tax Status: The effective yield an investor gets from hisinvestment depends on tax to which it is subject. By
minimising the tax burden, yield can be effectively improved.

QUESTION NO. 8 State two basic principlesfor effective Portfolio M anagement?

Basic Principles of Portfolio M anagement : There are two basic principles for effective portfolio management.

Effective investment planning for theinvestment in securities by considering the following factors:

(a) Fiscal, Financial and Monetary Poalicies of the Government of India and the Reserve Bank of India.

(b) Industrial and economic environment and its impact on industry prospects in terms of prospective technological changes,
competition in the market, capacity utilisation with industry and demand prospects etc.

(ii) Constant Review of Investment : Portfolio managers are required to review their investment in securities and continue
selling and purchasing their investment in more profitable avenues. For this purpose they will have to carry the following
analysis:

(a) Assessment of quality of management of the companies in which investment has already been made or is proposed to be
made.

(b)Einancial & trend analysis of companies balance sheet/profit&loss account to identify sound companies with optimum
capital structure & better performance & to disinvest the holding of those companies whose performance is found to be
slackening.

(c) The analysis of securities market and itstrend isto be done on a continuous basis.

QUESTION NO. 9Write short notes on the following:*Factor effecting investment decisions in Portfolio Management”

Factor effecting investment decisions in Portfolio Management are as follows :

(i) Objectives of I nvestment Portfolio : There can be many objectives of making an investment. The manager of a provident
fund portfolio has to look for security (low risk) and may be satisfied with lesser return, An aggressive investment company
may, however, bewilling to take ahigh risk in order to have high capital appreciation. The objectives of an investment portfolio
are normally expressed in terms of risk and return. Risk and return have direct relationships. Higher the return that one wishes
to have from the investment portfolio, higher could be the risk that one has to take.

(ii) Selection of I nvestment :

(a) What types of securitiesto buy or invest in? There isawide variety of investments opportunities available i.e, debentures,
convertible bonds, preference shares, equity shares, government securities and bonds, income units, capital units etc.
(b)What should be the proportion of investment in fixed interest/dividend securities & variable interest/dividend bearing
securities?

(c)In case investments are to be made in the shares or debentures of companies,which particular industries shows potential of
growth?

(d) Once industries with high growth potential have been identified, the next step is to select the particular companies, in
whose shares or securities investments are to be made.

(iii) Timing of Purchase : At what price the share is acquired for the portfolio depends entirely on the timing decision. It is
obvious if a person wishes to make any gains, he should “buy cheap and sell dear” i.e, buy when the shares are selling at a low
price and sell when they are at ahigh price.

QUESTION NO. 10 What isthe Dow Jones Theory to Portfolio Management?

~The Dow Jones Theory is probably the most popular theory regarding the behaviour of stock market prices. The theory
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derives its name from Charles H. Dow, who established the Dow Jones & Co., and was the first editor of the Wall Street
Journal- aleading publication on financial and economic mattersin the U.S.A.

=~ The Dow Jones theory classifies the movements of the prices on the share market into three major categories:

1. Primary Movements. 2. Secondary Movements. 3. Daily Fluctuations.

1. Primary Movements: They reflect the trend of the stock market & last from one year to three years, or sometimes even
more During abull phase, the basic trend isthat of risein prices. Graph | above shows the behaviour of stock market pricesin
bull phase. As can be seen from the graph that prices do not rise consisitently even in abull phase. They rise for sometime and
after eachrise, they fall. However, thefalls are of alower magnitude than rise . Asaresult, pricesreach higher levelswith each
rise. Oncethe prices haverisen very high, the bear phase in bound to start, i.e., pricewill start falling.Graph 2 showsthetypical
behaviour of prices on the stock exchange in the case of a bear phase. It would be seen that prices are not falling consistently
and, after each fall, thereisarisein prices. However, the rise is not much asto take the prices higher than the previous peak.
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2. Secondary Movements: We have seen that even when the primary trend is upward, there are also downward movements of
prices. Similarly, even where the primary trend is downward, there is upward movements of prices also. These movementsare
known as secondary movements and are shorter in duration and are opposite in direction to the primary movements. These
movements normally last from three weeks to three months and rangesfrom 1/3 (33 %) to 2/3 (66 %) of the previous advance
in abull market or previous fall in the bear market.
3. Daily Movements: There areirregular fluctuations which occur every day in the market. These fluctuations are without any
definitetrend. Thusif the daily share market price index for afew monthsis plotted on the graph it will show both upward and
downward fluctuations. These fluctuations are the result of speculative factors. An investment manager really is not interested
in the short run fluctuationsin share prices since he is not a speculator. It may be reiterated that anyone who tries to gain from
short run fluctuationsin the stock market, can make money only by sheer chance. Speculation isbeyond the scope of the job of
an
investment manager.
Timing of investment decisionson the basis of Dow JonesTheory : Dow Jonestheory identifiesthe turnin the market prices
by seeing whether the successive peaks and troughs are higher or lower than earlier. Consider the following graph:
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According to the theory, the investment manager should purchase investments when the prices are at T1. At this point, he can
ascertain that the bull trend has started, since T2, is higher than T1 and P2 is higher than P1.

Similarly, when prices reach P7 he should make sales. At this point he can ascertain that the bearish trend has started, since P9
is lower than P8 and T8 is lower than T7

Ideally speaking, the investment manager would like to purchase shares at atime when they have reached the lowest trough and
sell them at atime when they reach the highest peak. However, in practice, this seldom happens. Therefore, he hasto time his
decision in such a manner that he buys the shares when they are on the rise and sells them when they are on the fall. It means
that he should be able to identify exactly when the falling or the rising trend has begun.

=~ Benefit Of Dow- Jones Theory :

(a) Timings of Investments: Investor can choose the appropriate time for his investment / divestment.Investment should be
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made in shares when their prices have reached the lowest level, and sell them at atime when they reached the highest peak.
(b) Identification of Trend : Using Dow-Jones theory, the correct and appropriate movement in the market prices can be
identified, and depending on the investors preference, decisions can be taken.

QUESTION NO. 11 Explain the Randon Walk Theory to Portfolio Management?

~Many investment managers and stock market analysts believe that stock market prices can never be predicted because they
are not aresult of any underlying factors but are mere statistical ups and downs. = This hypothesisis known as Random Walk
hypothesis which states that the behaviour of stock market prices is unpredictable and that there is no rel ationship between the
present prices of the shares and their future prices.~ Proponents of this hypothesis argue that stock market prices are indepen-
dent. =In other words, the fact that there are peaks and troughs in stock exchange prices is a mere statistical happening -
successive peaks and troughs are unconnected. = In the layman’s language it may be said that prices on stock exchange behave
exactly the way a drunk would behave while walking in a blind lane, i.e., up and down, with an unsteady way going in any
direction he likes, bending on the one side to other side .

The supporters of this theory put out a simple argument. It follows that :

(a) Prices of sharesin stock market can never be predicted.

(b) Thereason isthat the price trends are not the result of any underlying factors, but that they represent a statistical expression
of past data.

(c) There may be periodical ups or downs in share prices, but no connection can be established between two successive peaks
(high price of stocks) and troughs (low price of stocks).

QUESTION NO. 12 What isinterest raterisk, reinvestment risk & default risk & what arethetypesof risk involved in
investmentsin G-Sec.?

Interest Rate Risk : Interest Rate Risk, market risk or pricerisk are essentially one and the same. These are typical of any fixed
coupon security with afixed period to maturity. Thisis on account of inverserelation of price and interest. As the interest rate
rises the price of a security will fall. However, this risk can be completely eliminated in case an investor’s investment horizon
identically matches the term of security.

Re-investment Risk : Thisrisk is again akin to all those securities, which generate intermittent cash flows in the form of
periodic coupons. The most prevalent tool deployed to measure returns over a period of time is the yield-to-maturity (YTM)
method. The YTM calculation assumes that the cash flows generated during the life of a security is reinvested at the rate of
YTM. Therisk hereisthat the rate at which the interim cash flows are reinvested may fall thereby affecting the returns.
Default Risk : Thistype of risk in the context of a Government security is always zero. However, these securities suffer from
asmall variant of default risk i.e. maturity risk. Maturity risk isthe risk associated with the likelihood of government issuing a
new security in place of redeeming the existing security. In case of Corporate Securitiesit is referred to as credit risk.

Types of risk involved in investments in G-Sec. : G. Secs are usually referred to as risk free securities. However, these
securities are subject to only one type of risk i.e. interest rate risk. Subject to changes in the overall interest rate scenario, the
price of these securities may appreciate or depreciate.

QUESTION NO. 13 Write a short note on Lease? What are the characteristic features of Financial and Operating
L ease?

~Meaning : Lease can be defined as aright to use an equipment or capital goods on payment of periodical amount.
~Partiesto a L ease Agreement : There are two principal parties to any lease transaction as under :

L essor : Who is actual owner of equipment permitting use to the other party on payment of periodical amount.

L essee : Who acquires the right to use the equipment on payment of periodical amount.

~Typeof L easing : The different leasing options may however, be grouped in two broad categories as under:
Operating L ease : Salient features of Operating L ease

(i) The lease term is significantly less than the economic life of the equipment.

(ii) It can be cancelled by the lessee prior to its expiration date.

(iii) The lease rental is generally not sufficient to fully amortize the cost of the asset.
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(iv) The cost of maintenance, taxes, insurance are the responsihility of the lessor.

(v) The lessee is protected against the risk of obsolescence.

(vi) Thelessor has the option to recover the cost of the asset from ancther party on cancellation of the lease by leasing out the
asset.

These Agreements may generally be preferred by the lessee in the following circumstances: (a) When the long-term suitability
of asset isuncertain.(b) When the asset is subject to rapid obsolescence (¢) When the asset isrequired for immediate usetotide
over atemporary problem.

Computers & other office equipments are very common assets which form subject matter of many operating lease agreements,
Financial Lease: Salient features of Financial L ease

(i) It isan intermediate term to long-term arrangement.

(i) During the primary lease period, the lease cannot be cancelled.

(iii) The lease is more or less fully amortized during the primary lease period.

(iv) The cost of maintenance, taxes, insurance etc., are to be incurred by the lessee unless the contract provides otherwise.

(V) Thelessee is required to take the risk of obsolescence.

(vi) Thelessor isonly the Financier and is not interested in the asset.

~ Advantages of L easing

(i) Elexibility : The first and foremost advantage of a lease agreement is its flexibility. The leasing company in most of the
cases would be prepared to modify the arrangement to suit the specific requirements of the lessee. The ownership of the leased
equipment gives them added confidence to enable them to be more accommodative than the banks and other financial institu-
tions.

(ii) 100% Financing : The leasing company may finance 100% of cost of the equipment without insisting for any initial
disbursement by the lessee, whereas 100% finance is generally never allowed by banks/financial institutions.

(iii) Timely & Easy Availability of Finance : Banks & financial institutions may involve lengthy appraisal and impose strin-
gent terms and conditions to the sanctioned loan. The processis time consuming. In contrast leasing companies may arrange
for immediate purchase of equipment on mutually agreeable terms.

(iv)Simple Documentation : Lengthy and time consuming documentation procedure is involved for term loans by banks/
institutions. The lease agreement is very simple in comparison.

(v)Safequarded Against the Risk of Obsolescence : In short-term lease (operating |ease) the lesseeis safequarded against the
risk of obsolescence. It isalso an ideal method to acquire use of an asset required for a temporary period.

(vi) Doesnot affect the Borrowing Capacity : The use of leased assets does not affect the borrowing capacity of the lessee as
lease payment may not require normal lines of credit and are payable from income during the operating period. This neither
affects the debt equity ratio or the current ratio of the |essee.

(vii) Off the Balance Sheet Financing :_Leased equipment isan ‘off the balance sheet’ asset being economically used by the
lessee and does not affect the debt position of lessee.

(viii) Sale and L ease Back Arrangement : By employing ‘sale and lease back’ arrangement, the lessee may overcome a
financial crisis by immediately arranging cash resources for some emergent application or for working capital.

(ix) Piecemeal Financing of small equipmentsis conveniently possible through |ease arrangement only,as debt financing for
such items isimpracticable.

(x) Tax Benefits may also sometimes accrue to the lessee depending upon his tax status.

~Disadvantages of L easing :

(i) the lease rental's become payable soon after the acquisition of assets and no moratorium period is permissible asin case of
term loans from financial institutions. The lease arrangement may, therefore, not be suitable for setting up of the new projects
asit would entail cash outflows even before the project comes into operation.

(ii) The leased assets are purchased by the lessor who is the owner of equipment. The seller’s warranties for satisfactory
operation of the leased assets may sometimes not be available to lessee.

(iii) Lessor generally obtain credit facilities from banks etc. to purchase the |eased equipment which are subject to hypotheca-
tion charge in favour of the bank. Default in payment by the lessor may sometimesresult in seizure of assets by banks causing
lossto the lessee.

(iv) Lease financing has a very high cost of interest as compared to interest charged on term loans by financial institutions/
banks.




y CA Aadiya Jain

Despite all these disadvantages, the flexibility and simplicity offered Dy lease finance is bound to make it popular. Lease
operations will find increasing use in the near future.

(v) Restriction on Use : The Lessor generally imposes certain restrictions on the leased assets. The L essee may not be permitted
to make addition on alterations to suit his needs.

QUESTION NO. 14 Mention few points of differences between :-

(a) Operating Lease & Finance L ease:

Basis
1. Life of contract
2. Maintenance

Finance L ease

Approximates the economic life of the asset
The burden of the costs of maintenance, repairs,
taxes,insurance etc. are borne by the lessee
unless the contract provides to the contrary.

Operating L ease
Shorter than the economic life of the aseet.
The burden of al these expenses are borne by the
| essor.

3. Cancellation It isanon-revocable contract i.e. it cannot be Itisarevocable onei.e.it can be cancelled by the
cancelled by the lessee prior to its expiration date. lessee prior to its expiration date.
4. Duration In this case, the lease period is usually related to It isusually of ashorter duration & bears no
the useful life of the asset. relation to the economic life of the asset.
5. Risk of The lessee has to take the risk of obsolescencein Thelesseeisprotected against risk of obsolescence.
Obsolescence the case of Financial lease.

6. Cost of Asset  The lease rental would cover the lessor’s original

investment cost plus return on investment.

The lease rental is generally not sufficient to fully
amortise the cost of the asset.

QUESTION NOQO. 15 Write a short note on factoring?

~Meaning : Factoring means an arrangement between a factor and his client which includes the following services to be
provided by the factor.

(a) Finance (b) Maintenance of debt (c) Collection of debts (d) Protection against credit risk

In other words Factoring is an arrangement in which a financial intermediary called ‘Factor’ collects the account receivables on
behalf of the seller of goods and services.Factoring is thus an aternative to in-house management of receivables.

=~ Types/Forms of Factoring : Depending upon the features built into the factoring arrangement to cater to the varying needs
of trade there can be different kinds of factoring. Some of which are:

Recour se and Non-Recour se Factoring : Under a recourse factoring arrangement, the factor has recourse to the client (firm)
if the purchased/receivable factored turns out to be irrecoverable. In other words, the factor does not assume credit risks
associated with the receivables. The factor does not have the right to recourse in the case of non-recourse factoring. The loss
arising out of irrecoverable receivablesis borne by him, as a compensation for which he charges a higher commission.
Advanceand Maturity Factoring : In advance factoring the factor paid a pre specified portion, ranging between three-fourths
to ninetenths, of the factored receivablesin advance, the balance being paid upon on the guaranteed payment date. The client
hasto pay interest on the advance between the date of such payment and the date of actual collection from the customers or the
guaranteed payment date, determined on the basis of the prevailing short-term rate, the financial standing of the client and the
volume of the turnover.

In maturity factoring the factor does not make any advance or prepayment. The factor pays the client either on a guaranteed
payment date or on date of collection from the customer.

Full Factoring : Full Factoring is the most comprehensive form of factoring combining the features of all the factoring spe-
cialy those of non-recourse and advance factoring. It is also known as old line factoring.In this type of factoring all the
components of service like short term finance,administration of sales ledger and credit protection are available to the client .
Disclosed and Undisclosed Factoring: In disclosed factoring, the name of the factor is disclosed in theinvoice by the supplier
manufacturer of the goods asking the buyer to make payment to the factor. The name of the factor is not disclosed intheinvoice
in undisclosed factoring although the factor maintains the sales ledger of the supplier-manufacturer. The entire realization of
the

business transaction is done in the name of the supplier company but all control remains with the factor.
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Domestic and Export/Cross Border Factoring: If the three parties involved, namely, customer (buyer), client,(seller-sup-
plier) and factor (financial intermediary) are domiciled in the same country then it is known as domestic factoring. There are
usually four parties involved to a cross border factoring transaction. They are:

(a) Exporter (client) (b) Importer ( customer) (c) Export factor(d) Import Factor

It is also known as two-factor system.

~ Functions of a Factor: The main functions of afactor could be classified into five categories :

(i) Maintenance/Administration of Sales L edger : The factor maintains the clients’ sales ledgers. The ledger is generally
maintained under the open-item method in which each receipt is matched against the specific invoice. The factor also gives
periodic reports to the client.

(ii) Collection Facility : The factor undertakes to collect the receivables on behalf of the client relieving him of the problems
involved in collection, and enables him to concentrate on other important functional areas of the business. It also enables the
client to reduce the cost of collection by way of savings in manpower, time and efforts. Also, the debtors are more responsive
to the

demands from afactor being a credit institution.

(iii) Einancing Trade Debts : The unique feature of factoring is that a factor purchases the book debts of its clients at a price
and the debts are assigned in favour of factor who is usually willing to grant advances to the extenT of 80% of the assigned
debts.

(iv) Credit Control and Credit Protection : Assumptions of credit risk is one of the most important functions of the factor.
This serviceis provided where debts are factored without recourse. The factor in consultation with the client fixes credit limits
for approved customers. Within these limits, the factor undertakes to purchase all trade debts of the customer without recourse.
(v) Advisory Services : By virtue of their specialized knowledge and experience in finance and credit dealings and access to
extensive credit information; factors can provide the following information servicesto the clients:

(a) Customer’s perception of the clients products, changing in marketing strategies, emerging trends etc.

(b) Audit of the procedures followed for invoicing, delivery and dealing with sales returns.

(c) Introduction to the credit department of abank/subsidiaries of banks engaged in leasing, hire-purchase, merchant banking.
=~ Advantages of Factoring : Factoring offers the following advantages which makesit quite attractive to many firms:

(a) Convertibility : Thefirm can convert receivablesinto cash without bothering about repayment.

(b) Definite Pattern Of Cash I nflows : Factoring ensures a definite pattern of cash in flows for the company.

(c)_Reduction in Collection & Administration Costs :Continuous factoring virtually eliminates need for the credit depart-
ment.

(d) Compensating Balance are Not Required : Unlike an unsecured loan, compensating balances are not required in this
case.

QUESTION NO. 16 What is Forfaiting?

~ Forfaiting is aform of financing of receivables pertaining to international trade.

~ It is French term and implies, ‘surrendering or relinquishing rights to something’.

~|n thefield of exports, it implies surrender by an exporter of the rightsto claim payment for goods or services rendered to an
importer in return for cash payment for those goods or services from the forfaiter (generally a bank), who takes over the
importer’s promissory note or the exporter’s bills of exchange.

= Forfaiting arrangement diminates virtually dl (a) Credit Risks (b) Interest Rate Risk, that the interest rate may fluctuate (c)
Foreign currency risk that of any adverse movement (d) Political Risk (e) Business Risk, that the business conditions may
weaken in the importer’s country.

~ Features :(a) Forfaiter discounts the entire value of the note/bill. (b) The forfaiter’s decision to provide financing depends
upon the financing standing of the avalling bank. (c) Forfaiting is a pure financial agreement (d) Forfaiting spreads over 3-5
years.

(e) It is always without recourse (f) There exists a secondary market in forfaiting. This adds depth and liquidity to forfeiting.
~Foreign banks are major players in the Forfeiting market. Recently RBI permitted EXIM Bank and Authorised Deders
(Banks) to offer Forfeiting servicesin India. Global Trade Finance Pvt. Ltd., ajoint venture of EXIM Bank (India), WESTLB
(Germany and IFC (Whashington), is aleading player in thisfield.
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QUESTION NO. 17 What are the difference between Factoring & Forfaiting?

(a) Extent of Finance : Forfaiter discounts the entire value of the note/bill. In afactoring arrangement the extent of financing
available is 75-80%.

(b) Credit Worthiness : The forfaiter’s decision to provide financing depends upon the financing standing of the avalling
bank. On the other hand in afactoring deal the export factor bases his credit decision on the credit standards of the exporter.
(c) Services Provided : Forfaiting is a pure financial agreement while factoring includes ledger administration and collection
also.

(d) Maturity : Factoring is a short-term financial deal. Forfaiting spreads over 3-5 years.

(e) Market : Factoring is applicable to domestic receivables. However the forfaiting as a system of financing of receivables
arising out of export business or international business.

(f) Recour se : Factroing may be with or without recourse, while forfaiting is always without recourse.

(g) Liquidity : Factoring tends to be a case of sell of debt obligation to the factor, with no secondary market. There exists a
secondary maket in forfaiting. This adds depth and liquidity to forfaiting.

(h) Cost : The seller (client) bears the cost of factoring. The overseas buyer bears the cost of forfaiting.

QUESTION NO. 18 Write a short note about functions of M erchant Banker ? OR Explain therole of Merchant Bank-
ersin Public issue?

~Meaning : In modern times, importance of merchant banker has gained legitimacy because it is the key intermediary be-
tween the company and the issue of capital . SEBI Act 1992 defines a Merchant Banker as follows: -

Merchant Banker means a person who is engaged in the business of issue management either by making arrangements regard-
ing selling, buying or subscribing to securities as manager, consultant, advisor or rendering corporate advisory service in
relation to such issue management.

~ The company has to select a Merchant Banker keeping in view the following points:

(a) the support of financial ingtitutions by participating in the issue. (b) proposed size of the issue. (c) the background, exper-
tise and infrastructure facilities of the Merchant banker. (d) the condition of primary and secondary markets.

The Merchant Banker will have to liaison with the company, institutions, bankers, Stock Exchange, underwriters, brokers,
registrars to the issue, the printers and establish rapport with all these persons to make the issue a success.

~ Activities/Functions of Merchant Banker : Merchant Banker may undertake the following activities:

() Managing of Public Issue of securities. (b) Underwriting concerned with the aforesaid Public | ssue Management Business.
(c) Managing & Advising International offerings of Debt, Equity, i.e., GDRs, ADRs, bonds and other instruments. (d) Private
Placement of securities. (€) Primary or Satellite dealership of Government Securities. (f) Corporate Advisory Servicesrelating
to Securities Market, e.g., takeovers, acquisitions, Disinvestment. (g) Stock-broking (h) Advisory services for projects (i)
Syndication of rupee term loans (j) Internationa Financial Advisory Services

Other Services which are generally performed by Merchant Bankersin Indiainclude :

1. Project promotion services.2. Project finance.3. Management and marketing of new issues.4. Underwriting of new issue.5.
Syndication of credit.6. Leasing services.7. Corporate advisory services.8. Providing venture capital .9. Operating mutual funds
and off shore funds.10. Investing management of portfolio management services 11. Bought out deals.12. Providing assistance
for technical and financial collaborations and joint ventures.13. Management of and dealing in commercial papers.14. Invest-
ment services for non-resident Indians.

~Role of Merchant Bankersin Public Issue

In the present day capital market scenario the merchant bank plays an encouraging and supporting force to the entrepreneurs,
corporate sectors and the investors. Several new institutions have appeared in the financial spectrum and merchant bankers
have joined to expand the range of financial services. Moreover, the activities of these Merchant Bankers have developed
considerably both horizontally and vertically to cope with the changing environment . Merchant Banks help in promoting and
sustaining capital markets and money markets, and they provide avariety of financial services to the corporate sector.
Management of the public issues of shares, debentures or even an offer for sales, has been the traditional service rendered by
merchant bankers. Some of the services under issue management are:
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(i) Deciding on the size and timing of a public issue in the light of the market conditions.

(i) Preparing the base of successful issue marketing from the initial documentation to the preparation of the actual launch.
(iii) Optimum underwriting support.

(iv) Appointment of bankers and brokers as well as issue houses.

(v) Professional liaison with share market functionarieslike brokers, portfolio managers and financial pressfor pre-selling and
media coverage.

(vi) Preparation of draft prospectus and other documents.

(vii) Wide coverage throughout the country for collection of applications.

(viii) Preparation of advertising and promotional material.

The merchant bankers presencein all the major mancial centres aswell hislong established relationships with the underwriter
and

broker fraternities, makes possible the high degree of synchronisation required to ensure the success of an issue.

QUESTION NO. 19 Write short notes on therole of Mutual Fundsin the financial market?

Mutual Fundsis a method of channeling the savings of alayman person directly to the productive capacities of the country.
Though till at a nascent stage, Indian MF industry offers a plethora of schemes and serves broadly al types of investors.
Mutual Funds have opened new doorsto investors and imparted much needed liquidity to the system. In this process they have
challenged

the dominant role of the commercial banksin the financial market and national economy.

Mutual Funds and Household Savings : They are the ideal route for many household to invest their savings for a higher
return in Mutual Fund rather than normal term deposits with Banks.The share of mutual fund in household financial assetsis
over 5% in India. The most significant growth wasin respect of UTI.

Mutual Funds and the Capital Market : According to Center for Monitoring Indian Economy(CMIE), “Mutual Funds”
cornered 12% of the total market capitalization. Mutual funds have strongly supported the equity market. While non UTI
mutual funds have tended more towards equities and debentures, UTI due to its special structure, has rendered better support
to government securities market.

Mutual Funds and the Money Market :Money market is an important part of financial market. It plays a crucial role in
maintaining the equilibrium between the short-term demand & supply of money. It is a market for short-term money. Such
schemesinvest in safe highly liquid instrumentsincluded in commercial papers,certificates of deposits & governments securi-
ties.

Money market MF schemes generally provide high returns and highest safety to the ordinary investors. Money market MF
schemes are active players of the money market. They channelise the idle short funds, particularly of corporate world, to those
who require such funds. This process helps those who have idle funds to earn some income without taking any risk and with
surety that that whenever they will need their funds, they will get the same. Short-term / emergency requirements of various
firms are met by such MFs. participation of such MFs provide a boost to money market and help in controlling the volatility.
Mutual Funds and Corporate Finance : According to the flow of funds statistics published by the RBI, the share of the
banking sector in filling the resource gap of the corporate sector has declined from 54.24% in 1988-89 to 2.3% in 1991-92
while of the other financial sector ( including mutual funds) has increased from 39.9% to 102.58%. RBI has noted that “The
rapid growth of mutual funds and increase in term lending by other financial institutions appear to have contributed to this
trend”.Due to participation of Mutual Fund in a large scale,it has transformed the Financial Market Transactions into a much
more organized market .

QUESTION NO. 20 What are the advantages of investing in Mutual Fund?

The major advantages of investing in Mutual Fund are discussed below:

1. Professional M anagement One of the major advantage of the mutual fund isthe availability of low cost highly professional
and skilled management services. The managers have sound knowledge and wide experience in investment.

2. Low Cost High Value Portfolio Diversification Market related risk can be reduced by diversification of portfolio. For a
small investor appropriate portfolio diversification is not possible due to shortage of minimum required funds. But with
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investments in mutual funds, portfolio of even a small investor gets automatically diversified.

3. Reduction/Diversification of Risk When a investor, invest in a mutual fund he is actually investing in a pool of funds.
These funds will in turn be invested in securities. So the individual investor will share the losses with others investors.

4. Reduction in Transaction Cost A mutual fund can offer economies of search & verification dueto size & scale of operations.
5. Liquidity Mutual fund investsin anumber of securities but not all the securities are easily sellable. When ainvestor invests
in amutual fund, he can sell his units any time to the fund, in case of open ended schemes or cash hisinvestment by selling in
secondary market, in case of close ended schemes, thus mutual fund investments are quite liquid.

6. Tax Benefits There are many tax benefits available under Income Tax Act 1961 for investing in Mutual Fund Schemes.

7. Convenient Administration :Investing in aMF reduces paper work and hel psinvestorsto avoid many problems such as bad
deliveries,delayed payments and unnecessary follow up with brokers and Companies .

8. Transparency : Investors get regular information on the value of their investment in addition to disclosure on the specific
investments made by scheme , the proportion invested in each class of assets and the Fund Manager’s investment strategy and
outlook.

9. Return Potential : MF hasthe potential to provide ahigher return asthey invest in adiversified basket of selected securities.

QUESTION NO. 21 How to establish a Mutual Fund?

~The Mutua Fund has to be established as a Trust & instrument of trust shall be in the form of a deed.The deed-shall be
executed by the sponsor in favour of the trustees named in the instrument of trust.The trust deed shall be duly registered under
the provisions of Indian Registration Act,1908.The trust deed shall contain clauses specified in the Third Schedule of the
Regulations.

=~ An AMC who holds an approval from SEBI, is to be appointed to manage the affairs of the Mutual Fund and it should
operate the schemes of such fund.

~ The sponsor should contribute at least 40% to the networth of the AMC.

The Trustee should hold the property of the Mutual Fund in trust for the benefit of the unit holders.

QUESTION NO. 22 Who can be appointed as an Asset Management Company (AMC)?

A Company formed and registered under the CompaniesAct, 1956 and which has obtained the approval of SEBI to function as
an AMC may be appointed by the sponsor of the mutual fund as such.

If the trust deed of a Mutual Fund authorises the trustee, the latter shall appoint the aforesaid AMC. The appointment of an
AMC can be terminated by majority of the trustees or by 75% of the unit holders of the scheme. Any changein the appointment
of the AMC shall be subject to prior approval of SEBI and unit holders.

QUESTION NO. 23What are the conditionsto be fulfilled by an AMC?

The following conditions are to be fulfilled by AMC :

(i) Redtrictions for Directors: Any director of the AMC shall not hold the place of a director in another AMC unless such
person is independent director referred to in the Regulations and approval of the Board of AMC of which such personis a
director, has been obtained.

(i) Infor mation about any material change: TheAMC shall forthwith inform SEBI of any material changein theinformation
or particulars previoudy furnished which have a bearing on the approval granted by SEBI.

(iii) Prior approval before appointment : No appointment of adirector of an AMC shall be made without the prior approval
of the trustees.

(iv) Compliance of Regulations : The AMC undertakes to comply with SEBI (Mutual Funds) Regulations, 1996.

(v) Change in controlling interest : No change in controlling interest of the AMC shall be made unless prior approval of the
trustees and SEBI is obtained and :

(a) awritten communication about the proposed change is sent to each unit holder and an advertisement is given in one
English daily newspaper having nation wide circulation and in a newspaper published in the language of the region where the
head office of the mutual fund is situated.
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(b) the unit holders are given an option to exit at the prevailing Net Asset Value without any exit load.
(c) the AMC shall furnish such information and documents to the trustees as and when required by the trustees.

QUESTION NO. 24 What are the Obligations of the AMC?

The following are the obligations of AMC :

(i) AMC shall manage the affair s of the Mutual Fund and operate the schemes of such Fund.

(ii) The AMC shall take all reasonable steps and exercise due diligence to ensure that the investment of the mutual funds
pertaining to any scheme is not contrary to the provisions of SEBI Regulations and the trust deed of the Mutual Fund.

(iii) The AMC shall exercise due diligence and carein all its investment decisions as would be exercised by other persons
engaged in the same business.

(iv) Recording of Investment Decisions - SEBI has advised AMC to maintain records in support of each investment decision
(v) The AMC shall be responsible for the acts of commissions and omissions by its employees or the person whose services
have been obtained by that company.

QUESTION NO. 25 Write short note on NAV (Net Asset Value)?

~Meaning : It isthe amount which aunit holder would receiveif the mutual fund were wound up. Aninvestor in mutual fund
isapart owner of all its assets and liabilities.It is the basis for assessing the return that an investor has earned.

~ There are three aspects which need to be highlighted :

(i) Itisthe net value of all assetslessliabilities. NAV represents the market value of total assets of the Fund lesstotal liabilities
attributabl e to those assets.

(ii) NAV changes daily. The value of assets and liabilities changes daily. NAV today will not be NAV tomorrow or day later.
(iif) NAV is computed as a value per unit of holding.

=~ Asset Values : Valuation Rule

Nature of Asset Valuation Rule

Liquid Assets e.g. cash held As per books.

All listed and traded securities Closing Market Price(other than those held as not for sale)
Debentures and Bonds Closing traded price or yield

Illiquid shares or debentures Last available price or book value whicheveris lower.

Estimated Market Price approach to be adopted if suitable
benchmark is available.

Fixed Income Securities Current Yield.

~Netting the Asset Values : The asset values obtained from above have to be adjusted as follows :
Additions Deductionsfor L iabilities

Dividends and Interest accrued Expenses accrued

Other receivables considered good Liabilities towards unpaid assets

Other assets (owned assets) Other short term or long term liabilities

=~ Computation of NAV :It isvalue of net assets of the funds. The investors subscription is treated as the unit capital in the
balance sheet of the fund and the investments on their behalf are treated as assets. The funds net assets are defined as the assets
less liabilities.

=~ Symbolically : NAV = Net asset of the scheme/Number of units outstanding

Where net assets of the scheme is defined as below.

Net Assets of the Scheme = Market value of investments + Receivables + Other accrued income + other assets - Accrued
Expenses - Other Payables - Other Liabilities

~Example : If total assets of a scheme are Rs. 200 lacs and liabilities are Rs. 20 lacs and there are 10 lacs unit holders, the
NAV per unitisRs. 18

QUESTION NO. 26 What are important Investor’s Rigths, Legal limitation, & Obligations under Mutual Fund?
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~ [nvestor sRights The offer documents of ascheme lays down theinvestors rights. T heimportant rights of the unit holdersare
1. unit holders have a proportionate right in beneficial owner ship of the schemes assets aswell as any dividend or income
declared under the scheme.

2. they have the right to infor mation regarding any adverse happening

3. they are entitled to receive dividend warrants within 42 days of the date of dividend declaration.

4. Right to terminate : AMC can be terminated by 75% of the unit holders of the scheme present and voting at a special
meeting.

5. Right to inspect : The holders have the right to inspect major documents of the fund i.e. material contracts, the investment
management agreement, the custodian services agreement, registrar and transfer agency agreement, memorandum and articles
of association of the AMC, recent audited financial statements and the offer document of the scheme.

6. With the consent of 75% of the unit holders they have the right to approve any changesin the close ended scheme.

7. Every unit holder hastheright to receivea copy of theannual statements& periodic statementsregarding histransaction.
~Legal Limitations to Investors’ Rights

1. No Right to SueTrust :Unit holders cannot sue thetrust but they can initiate proceedings against the trustees, if they feel
that they are being cheated.

2. No Right to Suefor L ower Returns : Except in certain circumstances AMC cannot assure a specified level of return to
the investors AMC cannot be sued to make good any shortfdl in such schemes.

~ Investors’ Obligations

1 .Sudy Of Risk Factors : An investor should carefully study therisk factors & other information provided in the offer
document. Failure to study will not entitle him for any rights thereafter.

2. Monitoring the Scheme : It is the responsibility of investor to monitor his schemes by studying the reports & other
financial statements of the funds.

QUESTION NO. 27 What isa Takeover by Reverse Bid or Rever se Takeover?

~Meaning : Itistheact of asmaller company gaining control over alarger one.In ordinary case, the company taken over isthe
smaller company; in a ‘Reverse Takeover’, a smaller company gains control of a larger one. The concept of takeover by reverse
bid, or of reverse merger, is thus not the usual case of amalgamation of a sick unit which is non-viable with a healthy or
prosperous unit but i s a case whereby the entire undertaking of the healthy and prosperous company isto be merged and vested
in the sick company which isnon viable.

=~ Tests For | ndentifying Takeover by Reverse Bid :

The three tests in atakeover by reverse bid that are required to be satisfied are, namely,

(i) the assets of the transferor company are greater than the transferee company,

(i) equity capital to be issued by the transferee company pursuant to the acquisition exceeds its original issued capital, and
(iii) the change of control in the transferee company through the introduciton of a minority holder or group of holders.
Takeover by reverse bid could happen where already a significant percent of the shareholding is held by the transfer company,
to exploit economies of scale, to enjoy better trading advantages and other similar reasons.

=~ Application of the concept of ‘takeover by reverse bid’ The concept of takeover by reverse bid has been successfully
employed in schemes formulated for revival and rehabilitation of sick industrial companies under the Sick Industrial Compa-
nies (Specia Provisions) Act 1985.

=~ Recent Example: A recent example of a non-sick unit ‘reverse merger’ was that of ICICI Bank (smaller unit) merging with
ICICI Ltd. (larger unit) to form ICICI Bank Ltd. The aim was to give the company an identity of a *‘Universal Banking Com-

pany’.

QUESTION NO. 28 Write ashort noteon Leveraged Buyouts

A Leveraged buy-out (L BO) isan acquisition of acompany in which the acquisition is substantially financed through debit.
Typically in the LBO 90% or more of the purchase price is financed with debt.

~While some |everaged buyoutsinvolve acompany in its entirety most invol ve a buisness unit of acompany. After the buyout,
the company invariably becomes a Private Company.
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~ A large part of the borrowings is secured by the firms assets, and the lenders, because of a high risk, take a portion of the
firms equity. Junk bonds have been routinely used to raise amounts of debt needed to finance LBO transaction.

=~ The success of the entire operation depends on their abilty to improve the performence of the unit, curtail its buisness risk,
exercise cost controls and liquidate disposable asset. If they fail to do so, the high fixed financial costs can jeopardize the
venture.

~ An attractive candidate for acquisition through leveraged buyout should possess three basic attributes :

(a) It firm have a good position in its industry with a solid profit history and reasonable expectations of growth.

(b) Thefirm should have arelatively low level of debt and a high level of bankable assets that can be used as |oan collateral.
(c) It must have a stable and predictable cash flows that are adequate to meet interest and principle payment of the debt and
provide adequate working capital.

~ Recent example: India has experienced a number of buyouts and leveraged buyouts . A successful example of LBO isthe
acquisition of Tetley brand, the biggest tea brand of Europe by TATA Tea of India at 271 million pounds. It was one of the
biggest cross border acquisition by an Indian Company. Another recent example of aleveraged buyout is Tata Steel ( India)
acquiring Corus ( United Kingdom ) for $11.3 billion .

QUESTION NO. 29 Mention various products which are available in the market to cover exchangeraterisks?

Various products (tools) which are available in the market to cover exchange rate risks.

(i) Currency & Interest Rate Swaps (i) Rupee Forward Contracts  (iii) Rupee Roll-Over Contracts
(iv) Cross-Currency Forward Contracts (v) Currency Futures (vi) Cross-Currency Options
(vii) Cross Currency Roll Over Contracts (viii) Arbitrage (ix) Spot Contracts

QUESTION NO. 30 Write a short note on the following topics :

Exposure Netting

~M eaning : Exposure Netting refersto offsetting exposuresin one currency with Exposuresin the same or another currency,
where exchange rates are expected to move in such away that losses or gains on the first exposed position should be offset by
gains or losses on the second currency exposure.

=~ Objective : The objective of the exercise isto offset the likely loss in one exposure by likely gain in another.

~Hedaing Tool : This is a manner of hedging forex exposures though different from forward and option contracts. This
method is similar to portfolio approach in handling systematic risk.

~Example : let us assume that a company has an export receivables of US$ 10,000 due 3 months hence, if not covered by
forward contract, here is a currency exposure to USS.

Further, the same company imports US$ 10,000 worth of goods/commodities and therefore also builds up areverse exposure.
The company may strategically decide to leave both exposures open and not covered by forward, it would be doing an exercise
in exposure netting.

~ Application Of Exposure Netting in Banking Transactions: For years now, banking transactions have been based on the
principle of netting.A Bank generally offsetsits position in a currency , by taking a opposite position in the same currency . In
banking terms this is known as settlement risk or settlement netting where only the difference of the summed transactions
between the parties is actually transferred.In Banking transaction Exposure Netting occurs where outstanding positions are
netted against one another in the event of counter party default.

Euro Convertible Bonds

~Euro Convertible Bonds are quasi-debt securities (unsecured) which can be converted into depository receipts or local
shares. ECBs offer theinvestor an option to convert the bond into equity at afixed price after the minimum lock in period. The
price of equity shares at the time of conversion will have a premium element. The bonds carry a fixed rate of interest.

=~ These are bearer securities and generally the issue of such bonds may carry two options viz., call option and put option
Call Options: (Issuer’s Option) - where the terms of issue of the bonds contain a provision for call option, the issuer company
has the option of calling (buying) the bonds for redemption before the date of maturity of the bonds.

Put Options- (Holder’s Option)- A provision of put option gives the holder of the bonds a right to put (sell) his bonds back to
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the issuer company at a pre-determined price and date.

~ Application of Put Option : If the market interest rate increases, then the investor will exercise the put option on the Bonds
for redemption earlier to the date of maturity.

~ Application of Call Option : If the market interest rate decreases, then the company will exercise the call option on the
Bonds and re-market it for the remaining maturity period.

~In case of Euro-convertible bonds, the payment of interest and the redemption of the bonds will be made by the issuer
company in US dollars. ECBs issues are listed at London or Luxemburg stock exchange.

~|ndian companies which have opted ECBsissue are Jindal Strips, Reliance, Essar Gujarat, Sterlite etc. Indian companies are
increasingly looking at Euro-Convertible bond in place of Global Depository Receipts because GDRs are falling into disfavour
among international fund managers.

~Prior Government Approval :Company desirous of issuing ECB , should obtain the prior permission of Ministry of Eco-
nomic Affairs. Certain restrictions are imposed on the eligibility norms such as good financial track record , nature of industry
etc.

~ Application Of Proceeds : Proceeds of ECBs can be applied only for the following :

(a) Import of Capital Goods (b) Retiring Foreign Currency Debts (iii) Capitalizing Indian Joint Venture Abroad (iv) Applica
tion for Working Capital and Othersisrestricted to 25 % of total proceeds.

QUESTION NO. 31 Name few types of Credit Instrumentsused in for effecting foreign remittances?

There are many types of credit instruments used in effecting foreign remittances. They differ in the speed, with which money
can be received by the creditor at the other end after it has been paid in by the debtor at his end. The following are some of the
international credit instrumentsin practice for the remittance of funds from one place to another.

(i) Telegraphic or Cable Transfer (ii) Mail Transfer (iii) Banker’s Draft or Banker’s Cheques

(iv) Personal Cheques (v) Bills of Exchange (vi) Letter of Credit

(vii) Other means of foreign payments like (a) Currency Notes and Coins (b) Bullion (c) International Money Order

QUESTION NO. 32 Write short note on Debt Route for foreign exchange funds?

The following are some of the instruments used for borrowing of funds from the international market :

(i) Syndicated Bank L oans: The borrower should obtain a good credit rating from the rating agencies. Large loans can be
obtained in areasonably short period with few formalities. Duration of the loan isgenerally 5to 10 years. Interest rate is based
on L1BOR plus spread depending upon the rating. Some covenants are laid down by the lending institutions like maintenance
of key financia ratios.

(ii) Euro Bonds: These are basically debt instruments denominated in a currency issued outside the country of the currency.
For example, Yen bond floated in France. Primary attraction of these bonds is the shelter from tax and regulations which
provide scope for arbitraging yields. These are usually bearer bonds and can take the form of :

(a) traditional fixed rate bonds (b) floating rate notes (FRN’s) (c) Convertible bonds.

(iii) Foreign Bonds: Foreign Bonds, are foreign currency bonds which are sold at the country of that currency and are subject
to the restrictions as placed by that country on the foreigners’ funds.

(iv) Euro Commercial Papers: These are short term money market securities usually issued at adiscount, for maturity in less
than one year.

(v) External Commercial Borrowings (ECB’s) : These include commercial bank loans, buyer’s credit and supplier’s credit,
securitised instruments such as floating rate notes and fixed rate bonds, credit from official export credit agenciesand commer-
cial borrowings from multi-lateral financial institutions like IFCI, ADS etc. Externa Commercia borrowings have been a
popular source of financing for most of capital goodsimports. They are gaining importance dueto liberalization of restrictions.
ECB’s are subject to overall ceilings with sub-ceilings fixed by the government from time to time.

(vi) All other loans are approved by the government.

QUESTION NO. 33 What istherole of Financial Advisor in PSU?
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The financial adviser occupies an important position in al public sector undertakings (PSU). He functions as the principal
advisor to the chief executive of the enterprise on all financial matters. The committee on public sector undertakings has
specified the following functions and responsibilities for afinancial adviser:

(i) Determination of financial needs of the firm and the ways these needs are to be met.

(if)_Formulation of a programme to provide most effective cost-volume profit relationship.

(iii) Analysis of financial results of all operations and recommendations concerning future operations.

(iv) Examination of feasibility studies & detailed project reports from the point of view of overall economic viability of the
project.

(v) Conduct of special studies with a view to reduce costs and improve efficiency and profitability.

QUESTION NO. 34 What are the Advantages and Disadvantages of a Depository?or Explain Briefly the advantage of
holding security in Demat form rather than in physical form ?

Benefits/Advantages of depository system are asfollows:
For the Capital M arket:

(i) It helps to eliminates voluminous paperwork, (ii) It eliminates bad delivery (iii) It helps in quick settlement and reduces
settlement time, (iv) It facilitates stock lending.(v) It helps to eliminate the problems of odd lot (vi) It is speedier and avoids
delay in transfers. (vii) It avoids lot of paper work. (viii) It saves on stamp duty.

For the Investor:

(i) It reducesrisks associated with loss, theft and forgery of physical shares, (ii) It ensuresliquidity by speedier settlements of
trades, (iii) It makes the investors free from physical holding of shares, (iv) It reduces the transaction costs, (v) It helps
investors to get preference in getting loan against securities.(vi)Benefit accruing from issue of bonus shares, consolidation,
split or merger is credited without much difficulty (vii) Change of address will be recorded very soon.

For thelssuers:

(It provides up-to-date knowledge of shareholder’s names and addresses, (ii) It enhances image of the company,(iii) It in-
creases efficiency of registrars and transfer agents, (iv) It reduces the cost of secretrial department,(v) It provides better facili-
ties of communication with shareholders.(vi) Savingsin printing certificates, postage expenses. (vii)Stamp duty waiver. (viii)
Easy monitoring of buying/selling patterns in securities,increasing ability to spot takeover attempts & attempts at price rig-
ging.

Disadvantages of Depository are asfollows: Risks associated with derivatives are as follows :

1. Systemic failure— Input control, process control and output control being parts of computerized environment apply equally
to the dematerialization process.Unforeseen failures, intentional or otherwise, on the part of the individuals entrusted with
protecting data integrity, could lead to chaos.

2. Additional record keeping - In built provisions for rematerialization exist to take care of the needs of individualswhowish
to hold securities in physical form. Companies will invariably need to maintain records on a continuous basis for securities
held in physical form. Periodical reconciliation between demat segment and physical segment is very much necessary.

3. Cost of Depository Participant (DP) — For transacting business, investors have to deal not only with brokers but also with
depository participant which acts as an additional tier in the series of intermediaries. A one time fee islevied by the depository
participant which small investors consider to be an avoidable cost.

4. Human Fraud — Dematerialization is not aremedy for all ills. Unlawful transfers by individual s against whom insolvency
proceedings are pending or transfers by attorney holders with specific or limited powers are possible.

5.Thereisarare possibility of setting up of a single depository.Multiple Depository system raises the problem of co-ordination
between different accounts of asingleindividual and deduction of TDS and other statutory dues. It may increase the number of
frauds

QUESTION NO. 35 Explain the term “Derivatives”? or Explain Briefly : (i) What are derivatives ? (ii) Who are the
users and what are the purposes of use ? (iii) Enumerate the basic differences between cash and derivatives market ?

~Meaning : A derivativeisafinancial instrument which drives its value from some other financial price. In other words it
does not have any value of its own but its value, in turn, depends on the value of other physical assets which are called the
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underlying assets. T he underlying assets can be Equity, Forex, Commodity.

~ A derivative is defined as a contract that has all the following characteristics:

(i) Itsvalue changesin response to a specified underlying, e.g. an exchange rate, interest rate or share price;(ii) It requireslittle
or noinitia net investment; (iii) It is settled at a future date;

The most common derivatives are currency forwards, futures, options, interest rate swaps etc.

For instance : A wheat farmer may wish to contract to sell hisharvest at afuture date to eliminate the risk of achangein prices
by that date. The price for such a contract would obviously depend upon the current spot price of wheat. Such a transaction
could take place on a wheat forward market. Here, the wheat forward is the ‘derivative’ and wheat on the spot market is ‘the
underlying’.

The terms “derivative contract’, ‘derivative product’, or ‘derivative’ are used interchangeably.

~User & Purpose: Derivative serve as a method to hedge and reduce risks .

Users Purpose

(i) Corporation To hedge currency risk and inventory risk

(ii) Individual Investors For speculation, hedging and yield enhancement.

(iii) Institutional Investor For hedging asset allocation, yield enhancement and to avail arbitrage opportunities.
(iv) Dedlers For hedging position taking, exploiting inefficiencies and earning dealer spreads.

~ Differ encesbetween Cash and the Derivative M arket : The basic differences between Cash and the Derivative market are
asfollows:

(a) In cash market tangible assets are traded whereas in derivative markets contracts based on tangible or intangibles assets
likesindex or rates are traded.

(b) In cash market, we can purchase even one share whereas in Futures and Options minimum lots are fixed.

(c) Cash market is more risky than Futures and Options segment because in “Futures and Options” risk is limited upto 20%.
(d) Cash assets may be meant for consumption or investment.Derivative contracts are for hedging, arbitrage or speculation.
(e) Thevalue of derivative contract is always based on and linked to the underlying security. Though this linkage may not be on
point-to-point basis.

(f) In the cash market, a customer must open securities trading account with a securities depository whereasto trade futures a
customer must open a future trading account with a derivative broker.

(9) Buying securities in cash market involves putting up all the money upfront whereas buying futures simply involves putting
up the margin money.

(h) With the purchase of shares of the company in cash market, the holder becomes part owner of the company. Whilein future
it does not happen.

~Example : The most important derivatives are Futures, Options, Forward, Swaps

~Types of Derivative Market : (a) Exchange Traded Derivatives (b) OTC (Over the Counter) Derivatives
Exchange-traded derivatives: Derivativeswhich trade on an exchange are called ‘Exchange-traded derivatives’. Tradeson
an exchange generally take place with anonymity. Trades at an exchange generally go through the clearing corporation. Ex-
ample : Interest Rate Futures, Interest Rate Options, Currency Futures, Currency Options.

OTC derivative : A derivative contract which is privately negotiated is called an OTC derivative. OTC trades have no
anonymity, and they generally do not go through a clearing corporation. Example :Interest rate swaps, Currency swaps, Caps,
collars, floors, forward.

~Risk Associated With Derivative Market: The various risks associated with them.The different types of derivatives risks
are:(a) Credit Risk (i) Pre-settlement Risk (ii) Settlement Risk (b) Market Risk (c) Liquidity Risk (i) Market liquidity Risk (ii)
Funding liquidity Risk (d) Operational Risk (e) Legal Risk (f) Regulatory Risk (g) Reputation Risk

QUESTION NO. 36 What isthe purpose of Future Markets?

The purpose of futures market are as follows :

(i) Elexibility : Futuers markets provide flexibility to an otherwise rigid spot market because of their very concept which
allows awhalistic approach to the price mechanism involved in futures contracts.

(it Quick & L ow Cost Transactions :Futures contracts can be created quickly at low cost to facilitate exchange of money for
goodsto be delivered at future date.Since these low cost instruments |ead to aspecified delivery of goods at a spcified price on




2 CA Aaditya Jain

a specified date,it becomes easy for finance managers to take optimal decisions in regard to production,consumption &
inventory.

(iii) Price Discovery Function : The pricing of futures contracts incorporates a set of information based on which the pro-
ducers and the consumers can get afair idea of the future demand and supply position of the commodity and consequently the
futures spot price. This is known as the “price discovery’ function of futures.

(iv) Advantage to Informed Individuals : Individuals who have superior information in regard to factors like commodity
demand or supply, market behaviour, technology changes etc., can operate in futures markets and impart efficiency to the
commodity’s price determination process. This, in turn, leads to a more efficient allocation of resources.

(v) Hedging Advantage : Adverse price changes which may lead to losses. can be adequately and efficiently hedged against
through futures contracts.

(vi) Speculation : Future contracts provide arbitrage opportunity to the speculators

(vii) Integrity :A key element of exchange-traded futures is that parties to the contract are not exposed to the risk of counter
party default. Futures exchanges have perfected systems of margins to protect market participants.

Thus,futures markets provide economic as well as social benefits through their functions of risk management & price discov-
ery.

QUESTION NO.37 What are the types of ORDERS in a future market? ( RTP Nov 2008)

Customers in futures and option markets are able to submit a complete range of dealing instructions to their brokers. This
allows them to give precise instructions as to how their orders will be treated. Generally, following types of orders are issued:
(i) Market Order : When atrader places a buy or sell order at the price which prevailsin the futures market at the time the
order isgiven, it is called a market order.

(if) Limit Order : If the trader specifiesa particular price or the price limit within which the order should be executed, such an
order iscalled alimit order.

(iii) Market-if-touched (MIT) Order : If an order is executed at the best available price after a trade occurs at a particular
price or at a price more favourable than the specified price, it is called a Market-if-touched order.

(iv) Sop Loss Order : Stop loss orders are normally placed by specifying a range in which the order should be executed
instead of giving asingle price order.

(v) Good Till Cancelled (GTC) Order : Interms of National Stock Exchange (NSE) regulations, Good till cancelled orders
shall be cancelled at the end of 7 calendar days from the date of entering the order.

Other type of ordersinclude: (vi) Guaranteed Stop.(vii) Spread Order.(viii) Scale Order.(ix) Opening Order.(x) Closing Order.(xi)
Limit or Market on Close Order.(xii) Stop Limit Order.(xiii) Public Limit Order.

QUESTION NO. 38 Explain the terms ‘Intrinsic Value of an Option’& the *Time Value of an Option’? OR Distinguish
between Intrinsic Value &Time Value of an option?

Option Premium is the component of two parts: Intrinsic value + Time Value of an option

Intrinsic Value ~Intrinsic Value is the gross profit that the option buyer would realize upon immediate exercise of the
option.= It is defined as the difference between the option’s strike price and the stock’s actual current price.~Intrinsic Valueis
the value or profit that any given option would have if it were exercised today.~ It can never be negative ( always equal to or
greater than zero).~Intrinsic Value of Call Option= Maximum of (0,Market Price-Exercise Price); Intrinsic Value of Put
Option=Maximum of (0,Exercise Price-Market Price).=An option which is out of the money or at the money has zero intrinsic
value.~Example: If Wipro stock is selling at Rs 105,and Call Option on Wipro stock is Rs 100,then Intrinsic Value of Wipro
stock isRs5 (Rs 105-100).Againif Wipro stock isselling at Rs 105 and Put Option on Wipro is Rs 100 then Intrinsic Value will
be zero (Rs 100-Rs105=-5) as it cannot be negative.

Time Value of Option:~Time Value of Option is the amount by which the option price exceeds the Intrinsic Value.On the
expiration date, the time value of option is zero and the premium is entirely represented by the Intrinsic Value.~If there is At
TheMoney or Out Of The Money position,it meansthereisnointrinsic value and the entire premium is represented by thetime
value.~Time Valueis basically the risk premium that the seller requires, to provide the option buyer with the right to buy/sell
the stock up to the expiration date. This component may be regarded as “insurance premium” of the option. = Thisisalso known
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as extrinsic value.~ Time Value decays over time.In other words,the time value of an option is directly related to how much
time an option has until expiration.i.e lesser the time ,lesser isthe time value.~Example:If Wipro stock ‘s current market price
isRs. 20 Exercise PriceisRs. 100 .Call Option Premium on wipro stock isRs 25.Then the time value of option in such casewill
be Rs 5(Option Premium Rs 25-Intrinsic Value Rs 20=Time Value Rs 5)

QUESTION NO. 39 Distinguish between Caps and Collar s?

These are derivatives which a finance manager can use to manage his cash-flows effectively and also to reduce the risk
involved in case of a major devaluation of currency.

=~ Caps : If acompany decides on a particular rate of a currency vis-a-vis the rupee over which it is not ready to take arisk, it
can buy a cap at that rate.In other words Caps means setting the Upper Limits

~Floor : The cost of caps is very prohibitive and can be offset by selling a “floor’ which is just the opposite of cap.In other
words Floor means setting the Lower limits

~Collar : acombination of caps and floorsis called collar.

QUESTION NO. 40 Write a Short Noteson BOOK BUILDING ?

~ The book-building system is part of Initial Public Offer (IPO) of Indian Capital Market. It was introduced by SEBI on
recommendations of Mr. Y.H. Malegam in October 1995.1t is most practical, fast and efficient management of Mega I ssues.
Book Building involves sale of securities to the public and theinstitutional bidders on the basis of predetermined price range.
~ Book Building is a price discovery mechanism and is becoming increasingly popular asamethod of issuing capital. Theidea
behind this processis to find a better price for the issue.

~ The issue price is not determined in advance.Book Building is a process wherein the issue price of a security is determined
by the demand and supply forcesin the capital market.

~Book building is a process used for marketing a public offer of equity shares of acompany and is acommon practicein most
developed countries.

~Book building is called so because it refers to the collection of bids from investors, which is based on an indicative price
range. Theissue priceisfixed after the bid closing date. The various bids received from theinvestors arerecorded in abook,that
iswhy the processis called Book Building.

=~ Unlike international markets, India has a large number of retail investors who actively participate in Intial Public Offer
(IPOs) by companies. Internationally, the most activeinvestors are the mutual funds and other institutional investors, hencethe
entireissueisbook built. But in India, 25 per cent of theissue hasto be offered to the general public. Herethere aretwo options
with the company.

=~ According to the first option, 25 percent of the issue hasto be sold at afixed price and 75 per cent isthrough book building.
The other option is to split the 25 % on offer to the public (smal investors) into a fixed price portion of 10 percent and a
reservation in the book built portion amounting to 15 % of the issue size. The rest of the book-built portion is open to any
investor.

=~ Advantage

(i) The book building process helps in discovery of price & demand.

(ii) The costs of the public issue are much reduced.

(iii) The time taken for the completion of the entire process is much less than that in the normal public issue.

(iv) In book building, the demand for the share is known before the issue closes. Infact, if thereis not much demand, the issue
may be deferred.

(v) It inspires investors confidence leading to a large investor universe.

(vi) Issuers can choose investors by quality.

(vii) The issue price is market determined.

~ Disadvantage

(i) There isa possibility of pricerigging on listing as promoters may try to bail out syndicate members.

(ii) The book building system works very effeciently in matured market conditions. But, such conditions are not commonly
found in practice.
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(iii) 1t is appropriate for the megaissues only.

(iv) The company should be fundamentally strong & well known to the investors without it book building process will be
unsuccessful.

~ Recent Example: Recent example of abook buliding processin Indian context isthe IPO of Reliance Power. Theissuewas
made through 100 % book building process . The price band for the the book buliding pocessswas between Rs 405 and Rs 450
with Rs 20 discount for retail investors .

Book-huilding process

| Company plans an PO via the book-build route |

Appoirts a merchant
banker as book-runner

Izzues a draft prospectus (containing all mandstary
company dizsclosures ather than price)

Draft prospectus filed
simultaneously with
concerned authority (SEBRD

Book-runner appoints syndicates members and
registred irtermediaries to garner subscription)

Price dizcovery bedinz
through the hidding process

At cloge of hidding, book runner and company decide
upion the allocation and allotments

QUESTION NO. 41 What isGREEN SHOE OPTION ? or What is Green Share Option ? Explain the working mecha-
nism ?

=~ Green Shoe Option (GSO) means an option available to the company issuing securities to the public to allocate shares in
excess of the public issue and operating a post-listing price stabilising mechanism through a stabilising agent.

=~ This option acts as a safety net for the investors and is a standard global practice.

=~ The name comes from the fact that Green Shoe Company was the first entity to use this option.SEBI inserted a new Chapter
No. VIII-A, with effect from August 14, 2003, in the SEBI (Disclosure and Investors Protection) Regulations, 2000 to deal with
the GSO.

~ The GSO is availableto acompany which isissuing equity shares through book-building mechanism for stabilising the post-
listing price of the shares. The following is the mechanism of GSO :

1. The Company shall appoint one of the |eading book runners as the Stabilising Agent (SA), who will be responsible for the
price stabilising process.

2. “The promoters of the company will enter into an agreement with SA to lend some of their sharesto thelatter, not exceeding
15% of the total issue size.
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3. The borrowed shares shall be in the dematerialised form. T hese shares will be kept in a separate GSO Demat AJc.

4. In case of over subscription, the allocation of these share shall be on pro-rata basis to all applicants.

5. The money received from allotment of these shares shall also be kept in a *‘GSO Bank A/c’, distinct from the issue account
, and the amount will be used for buying shares from the market during the stabilization period.

6. The shares bought from the market by SA for stabilization shall be credited to GSO Demat Account.

7. These shares shall be returned to the promoters within 2 days of closure of stabilisation process.

8. In order to stabilise post-listing prices, the SA shall determine the timing and guantity of shares to be bought.

9. If at the expiry of the stabilisation period, the SA does not purchase shares to the extent of over-allocated shares, then shares
to the extent of shortfall will be alotted by the company to the GSO Demat A/c multiplied by the issue price. Amount | eft in the
GSO Bank A/c (after meeting expenses of SA), shall be transferred to the [nvestors Protection Fund.

~|n the Indian context, green shoe option has alimited connotation. SEBI guidelines governing public issues contain appro-
priate provisions for accepting over-subscriptions, subject to a ceiling, say 15% of the offer made to public. In certain situa-
tions, the green-shoe option can even be more than 15%.

Examples of GSO issuesin India

~In April, 2004 the ICICI bank Ltd. becamethefirst Indian company to offer GSO. The ICICI Bank Ltd. offered equity shares
of Rs. 3050 crores through 100% book building process to the investors. The issue was over subscribed by 5.14 times.

=~ |DBI has also come up with their Flexi Bonds (Series 4 and 5) under GSO.

~ M ore recently Infosys Technologies has also excercised GSO for its issue. This offer initially involved 5.22 million deposi-
tory shares, representing 2.61 million domestic equity shares.

QUESTION NO. 42Write a short note on Buy-Back of shares by companies? OR Briefly explain ‘Buy Back of Securi-
ties’ and give the management objectives of buying Back Securities?

~ |n India buy back of Securitiesisgoverned by the CompaniesAct 1956.he Companies (Amendment) Act gives the power to
the corporates to purchase its securities by virtue of Sections 77A .Section 77AA and 77B.
=~ M eaning : Buyback is reverse of issue of shares by acompany , whereit offersto take back its shares owned by the investors
at aspecified prices.
~ Objectives of Buyback : The following are the management objectives of buying back securities:
(i) To return excess cash to shareholders, in absence of appropriate investment opportunities.
(i) To give asignal to the market that shares are undervalued.
(iii) To increase promoters holding, as a percentage of total outstanding shares, without additiona investment. Thus, buy back
is often used as a defence mechanism against potential takeover.
(iv) To change the capital structure.
(v)To Increase Earning per share
~ Resour ces of Buy Back : A Company can purchase its own shares from
(i) freereserves;(ii) securities premium account; or (iii) proceeds of any shares or other specified securities. A Company cannot
buyback its shares or other specified securities out of the proceeds of an earlier issue of the same kind of shares or specified
securities.
=~ Advantages of Buyback : The Advantages of Buyback of securitiesto investors, companies and economy are :
(i) Revival of the Capital Market : Buyback may flare up the market value of sharesin a bearish market. This can be shown
with the help of diagram given below. Buyback would also hel p the company to maintain the market price of its shares and to
keep its stable. When Buyback Takes Place
N7
Earning Per Share Increases

Demand to Purchase the Share Increases
v
Market Price of Share Increases
(i) Liquidity to Dormant Shares : Most of the shares of the companies which are held by Employees and Executives are
usually dormant By bringing in the buyback option, the company would be able to purchase those shares from the employees
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& executives. And thus not only increase the liquidity in the market but also would act as an incentive to the worthy employees.
(iii) Odd Lots: Odd Lotsare generally dormant in nature and buyback could act asarelief to the shareholders by way of selling
those shares to the company.

(iv) Restructuring of capital base by Companies with special reference to public sector units: It isfelt that buyback of
shares by Public Sector Undertaking is an attractive option, for two reasons. Oneit gives PSUs having a bloated equity base an
opportunity to restructure their capital and in process add value for the remaining shareholders.

(v) Increasing the Earnings Per Share (EPS) and at the sametime providing higher prices (P/E ratio) to Investors: The
shareholders’ money can be maximised by optimising the current earnings on the share and at the same time increasing the
market value of the shares by way of capital appreciation.

(vi) Proper Utilisation of Excess Funds: Many small and mid range companiesin this country sit upon so much cash without
having any idea of where to put them in. It would be better for them to return surplus cash to shareholders than go on spending
simply for want of alternatives.

(vii) For ensuring price stability in share prices

(viii) For exercising control over the company

(ix) For taking tax advantages

(x) For saving the company from hostile takeover

=~ Disadvantages of Buyback : Some of the disadvantages of Buyback are as follows :

(i) Manipulation of share prices by its promoters (ii) speculation (iii) collusive trading

=~ Conditions of Buy Back :

() The buy-back is authorised by the Articles of Association of the Company;

(b) A special resolution has been passed in the general meeting of the company authorising the buy-back.

(c) The buy-back is of less than twenty-five per cent of thetotal paid-up capital and fee reserves of the company and that the
buy-back of equity sharesin any financial year shall not exceed twenty-five per cent of its total paid-up equity capital in that
financial year;

(d) The ratio of the debt owed by the company is not more than twice the capital and its free reserves after such buy-back;
(e) There has been no default in any of the following :

i. in repayment of deposit or interest payable thereon,ii. redemption of debentures, or preference shares or iii. payment of
dividend, if declared, to al shareholders within the stipulated time of 30 days from the date of declaration of dividend or iv.
repayment of any term loan or interest payable thereon to any financial institution or bank;

(f) All the shares or other specified securities for buy-back are fully paid-up;

QUESTION NO. 43 Write a short note on Sock L ending Scheme-its meaning,advantages & risk involved?

=~ Stock lending or borrowing of securities is not a new phenomenon for international capital market, but for India, it has
recently been introduced. The stock lending began as a means to cover short sales (selling shares without possessing them).
SEBI has introduced scheme for securities lending and borrowing in 6th Feb. 1997.

~ Meaning : The Stoock Lending involves a lending institution who lends its securities to another party known as borrower
who needs the security for delivery to clients or other brokers to avoid afailed delivery .

=~ In stock lending, the legal title of a security is temporarily transferred from alender to aborrower. Thelender retainsall the
benefits of ownership, other than the voting rights. The borrower is entitled to utilise the securities as required but is liable to
the lender for all benefits (e .g. dividends, interest or rights).

=~ Parties : The main constituents or parties of the stock lending scheme are : (a) Lenders (b) Borrowers (c) Intermediaries
~ Obj ectives of the Scheme

(i) To improve the liquidity in the stock market.(ii) To facilitate the timely settlement of transaction of the securities.(iii) To
help in correcting the imbalances in supply and demand in the stock market.(iv) To work as hedging strategies (v) To avoid
delivery defaults

~ Advantages of Sock L ending Scheme:

Erom the point of view Borrowers:

(i) Borrowers use the securities lending programme to avoid settlement failures.

(i) It creates liquidity to facilitate trading strategies for borrowers.
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(i11) Securitieslending gives borrowers accessto lender portfolios, which provide the flexibility necessary when the borrowing
isfor strategic positioning and financing inventories.

(iv) Create aternative investment strategies involving Short Sales

(v) It aidsin arbitrage strategies such as reverse cash and carry

From the point of view Lenders and Inter mediaries :

(i) A securities lending programme is used by the lenders to maximise yields on their portfolio. Hence Securities lending
provides income opportunities for security-holders . It facilitate returns on idle securities .

(i) Securities lending is particularly attractive for large institutional holders of securities, as it is an easy way of generating
income to offset custody fees and requires little time.

(iii) Creates another revenue strem fot custodian and intermediaries .

From the point of view Capital Market :

It facilitates (i) timely settlement, (ii) increases the settlements, (iii) reduces market volatility , (iv) improves liquidity ,(v)
Facilitate Short Selling leading to better price discovery , (vi) smooths the spot market settlement process

~Risk Involved :

For Intermediary : In case, the borrower fails to return the securities, he will be declared a defaulter and the approved
intermediary will liquidate the collateral deposited with it.In the event of default of the borrower, the approved intermediary is
liable for making good the loss caused to the lender.

For Borrower : By the time the borrower is supposed to return the securities, the prices may go up the borrower has to
purchase the shares at high prices for returning the same to the lender. This may cause loss to the borrower.The borrower

cannot discharge his liabilities of returning the equivalent securities through payment in cash or kind.
For thelender : The default by the intermediary may cause loss to the lender.

QUESTION NO. 44 What are the differences between Primary & Secondary Markets?

Basis Primary Markets Secondary Markets
(a)Meaning A primary market refers to the set up The secondary market is market for subsequent
which helps the industry to raise funds sale/purchase and trading in the securities.
by issuing different types of securities.
(b)Nature of It deals with new securities, i.e. securities It isamarket for old securities which have been
Securities which were not previously available, and issued already.
are offered for the first time to the investors.
(c)sae Securities are acquried from issuing Securities are purchased and sold by the investors
Purchase Companies themselves. without any involvement of the companies.
(d)Nature of It provides funds to new enterprises & also for It does not supply additional funds to the company
Financing expansion and diversification of the existing one. since the company is not involved in transaction
(e)Liquidity It does not lend any liquidity to the securities The secondary market provides facilities for the
continuous purchase and sale of securities, thus
lending liquidity and marketability to the securi-
ties.
(f)Organisati- Itisnot rooted in any particular spot and Secondary market has physical existence in the
onal Differe-  has no geographical existence. It has form of stock exchange and are located in a
nce neither any tangible form nor any particular geographical area having an
administrat-

administrative organisational set up.

-ve organisation set up.

QUESTION NO. 45 Explain theterm Insider Trading and why I nsider Trading is punishable?

~ M eaning :Insider trading refersto usi ng the unpublised information about the performance or other matters of acompany ,in
dealings with the securities of the company.or
In other words Insider Trading
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-isabuying or selling or dealing in securities of alisted company,

-by a director, member of management, an employee or any other person such as internal or statutory auditor, agent, advisor,
analyst, consultant etc.

-who have knowledge of material ‘inside’ information not available to general public

~The dealing in securities by an insider isillega when it is predicated upon utilization of inside information to profit at the
expense of other investors who do not have access to such investment information.

=~ The word insider has wide connotation. An outsider may be held to be an insider by virtue of his engaging himself in this
practice on the strength of inside information.

~Why Insider Trading ispunishable: Insider trading which isan unethical practice resorted by those in power in corporates
has manifested not only in India but elsewhere in the world causing huge losses to common investors thus driving them away
from capital market. Therefore, it is punishable.lnsider trading is prohibited by the SEBI as (i) it results into unfair gains to
insiders and harms the interest of other shareholders, (ii) it downgrades the image of the company, (iii) it drives away the
investors from the market, and (iv) it causes unwarranted volatility in the prices of the shares of the company.

~Regulatory Regimein India: It wasin the late 70s and thereafter that the insider trading was recognised as an undesirable
practice .Sachar Committee (1979) ,Patel Committee (1986) , Abid Hussain Committee (1989 ) have pointed out a need for
regulation and control of Insider Trading. They all recommended that Insider Trading be made an offence punishablewith civil
aswell as criminal penalties.

~Current Case Of Insider Trading : The audit committee of Infosys Technologies board of directors hasimposed a penalty
of Rs5 lakh (Rs 500,000) on Gopalakrishnan and afine of $2,000 on Lehman as they failed to comply with the insider trading
norms of the company.The company, in perhapsthefirst instancein India, hasfined its CEO Kris Gopal akrishnan for atechnical
violation of itsinsider trading rules.

= Indian capita markets areincreasingly becoming global . In this scenario, we must devel op | egislative and regul atory mecha-
nismsto protect investors and build confidence in capital markets from both domestic and international perspectives. Itisvery
important for the regulator to check the practice of insider trading so as to maintain investor confidence.

QUESTION NO. 46 What isthe difference between Capital Market and Money Market?

Basics Money Market Capital Market
(i) Tenure It is a market for lending and borrowing of short Capital markets dealsin long term securi
term funds, upto one year . tiesfor a period beyond one year.
(ii)wWell defined It is anot awell-defined market where business It is a well defined market where bus
place isdone . -ness is done e.g. stock exchange.
(iii)Short Term It dealsin short term financial assets e.g .interbank It deals in medium & long term finan-
cia /Long Term call money, treasury bills,commercial paper, etc. assets e.g equity shares, debentures etc.
(iv)Classification There is no sub-division in money market . Capital Market is classified between
Primary Market and Secondary Market.
(v)Volume of Thetotal value of transaction in money market far Capital market lag behind thetotal value
business exceeds the capital market .According to DFHI of transaction done in money market.
only in call money market daily leading is Rs. 6000
crores arround
(vi)No. of The number of instruments dealt in money market are The number of instruments in capital
instrument various, e.g.(a) Interbank call money (b) Notice money market are shares and debentures.

upto 14 days (c) Short term deposits upto 3 months
(d) 91 daystreasury bill (e) 182 days treasury hill
(f) Commercial paper etc.
(vii)Participants The participants in money market are Bankers, RBI The participants in capital market are
and Government . general investors, brokers, merchant
bankers,registrars to issue, underwrit
ers,corporate investors,FlIs & Bankers.
(viii)Liquidity The important features of money market Whereas Capital market are not as
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instrument isthat it isliquid. liquid as money market instrument.
(viii)Regulator Itisregulated by the guidelines of RBI It isregulated by the guidelines of SEBI.

QUESTION NO. 47 Writeashort noteon :

INTER-BANK PARTICIPATION CERTIFICATE (IBPC)

~Meaning : A IBPC isadeed of transfer through which a bank, sells or transfersto athird party (transferee) apart or al of a
loan made its clients (borrowers).In other words The Inter Bank Participation Certificates are short term instruments to even
out the short term liquidity within the Banking system particularly when there are imbalances affecting the maturity mix of
assets in Banking Book.

~Why itiscalled so?: Itiscalled aparticipation certificate because through it, the PC holder participatesin abank loan, and
so also in the interest, the security of the loan, and risk of default on a proportionate basis.

~QObjective: The primary objectiveisto provide some degree of flexibility in the credit portfolio of banks & to smoothen the
consortium arrangements.

~WHho can Issue & Subscribe: The IBPC can be issued by scheduled commercial bank and can be subscribed by any com-
mercial bank.

~|ssued against underlyng Advance : The IBPC is issued against an underlying advance, classified standard during the
currency of the participation. the aggregate amount of participation should be covered by the outstanding balance in account.
~Types : The participation can be issued in two types, viz. with and without risk to the lender.

While the participation without risk can be issued for a period not exceeding 90 days. Participation is with risk can be issued
for a period between 91 days and 180 days. Under “‘with risk participation’, the issuing bank will reduce the amount of partici-
pation from the advances outstanding and participating bank will show the participation as part of its advances. Banks are
permitted to issue IBPC under ‘with risk’ nomenclature classified under Health Code-1 status and the aggregate amount of such
participation in any account should not exceed 40% of outstanding amount at the time of issue. Under without risk participa-
tion, the issuing bank will show the participation as borrowing from banks and participating bank will show it as advancesto
bank.

=~ Benefits : The schemeis beneficial both to the issuing and participating banks. The issuing bank can secure funds against
advances without actually diluting its asset-mix. A bank having the highest loans to total asset ratio and liquidity bind can
square the situation by issuing IBPCs. To the lender, it provides an opportunity to deploy the short term surplus funds in a
secured and profitable manner. The IBPC with risk can also be used for capital adequacy management.

~|nterest Rate: The interest rate on IBPC is freely determined in the market. The certificates are neither transferable nor
prematurely redeemable by the issuing bank.

ank.

=~ Current Scenario : Despiteits advantages, the IBPC scheme has not become a popular money market instrument one of the
reason for this may be the prohibition against transferability as the participants are not allowed to transfer the certificates.
Secondly dueto the absence of a ceiling on the interest rate the borrower bank hasto pay the issuing bank arate higher than that
agreed with the borrower.

QUESTION NO. 48 Explain theterms ESOS and ESPS with referenceto the SEBI guidelines for The Employees Sock
Option Plans (ESOPs).

ESOS ESPS
1. Meaning : Employee Stock Option Scheme means ascheme  Employee Stock Purchase Scheme means a scheme under
under which the company grants options to employees which the company offers shares to employees as a part

of public issue.
2.Auditors Certificate : Auditors Certificate to be placed at each No such Certificate isrequired
AGM stating that the scheme has been implemented as per the
guidelines and in accordance with the specia resolution passed

3. Transferability : It is not transferable It is transferable after lock in period
4. Conseguences of failure :The amount payable may be Not applicable

forfeited. If the option are not vested due to non-fulfillment




. CA Aaditya Jain

of condition relating to vesting of option then the amount
may be refunded to the employees
5. Lock in period : Minimum period of 1 year shall be there One year from the date of allotment. If the ESPS is part of

between the grant and vesting of options.Company is free public issue and the shares are issued to employees at the
to specify the lock in period for the shares issued pursuant to same price asin the public issue,the sharesissued to emplo-
exercise of option -yees pursuant to ESPS shall not be subject to any lock in.

QUESTION NO. 49 Writeashort noteon :

A. Einancial Intermediation

~Meaning :

It involves financial institutions acquiring funds from the public by issuing their own instruments and then using the funds to
buy primary securities.

Itisasort of indirect financing in which savers deposit funds with financial institutions rather than directly buying bonds and
the financial institutions, in turn, lend to the ultimate borrowers.

Efficient financial intermediation is the key necessity for economic growth and development.

~ Benefit:

(i) Financial intermediaries arein a better position than individual s to bear and spread the risks of primary security ownership.
(ii) Because of their large size, intermediaries can diversify their portfolios and minimize the risk involved in holding any
security. (iii) They

-employ skilled portfolio managers

-posses expertise in evaluation of borrower credit characteristics and

-take advantage of economiesin large scale buying and selling.

~Example : A good example of afinancial intermediary isamutual fund, which poolsthefinancial resources of anumber of
people and investsin abasket of securities. Financial intermediation isthe routing of savings to investments through financial
intermediaries. It is a process through which an economy’s savings are transformed into capital investments.

~Three Different Groups Of People : In this process, three different groups of people are involved

Savers/ Suppliers of Funds: The savers/suppliers of funds would like to maximize the return while minimizing the risks.
Those Who Needs Money for Productive Investment : Those in need of money would like to have it as cheaply as possible and
with as few conditions attached as possible.

The Financial Intermediaries : The financial intermediaries provide their services to both the groups of people for their own
(financial intermediaries) profits.

=~ Types of Financial Intermediations :There are two types of Financial Intermediations: (i) Traditional Financial Interme-
diation; and (ii) Contemporary Financial Intermediation.

B. External Commercial Borrowings

~ The foreign currency borrowings raised by the Indian corporates from confirmed banking sources outside India are called

“External Commercial Borrowings” (ECBSs).

=~ These Foreign Currency borrowings can be raised within ECB Policy guidelines of Govt. of India/ Reserve Bank of India

applicable from time to time.

=~ External Commercial Borrowings (ECB) are defined to include

1. commercial bank loans 2. buyer’s credit 3. supplier’s credit 4. securitised instruments such asfloating rate notes, fixed rate

bonds 5. credit from official export credit agencies etc

~Multilatera financial ingtitutions like IFC, ADB, AFIC, CDC are providing such facilities.

~Benefits : The ECBsroute is beneficial to the Indian corporates on account of following :-

1. It provides the foreign currency funds which may not be availablein India.

2. The cost of funds at times works out to be cheaper as compared to the cost of rupee funds.

3. The availability of the funds from the International market is huge as compared to domestic market and corporates can
raise large amount of funds depending on the risk perception of the International market.

4. ECBs provided an additional source of funds to the Indian companies, allowing themto supplement domestically
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available resources and to take advantage of lower international interest rates.

5. While the ECB policy provides flexibility in borrowing consistent with maintenance of prudential limits for total external
borrowings, its guiding principles are to keep borrowing maturities long, costs low and encourage infrastructure/core and
export sector financing which are crucial for overall growth of the economy.

~End-use:

(a) ECBsareto be utilised for foreign exchange costs of capital goods and services (on FOB and CIF basi s).Proceeds should be

utilized at the earliest and corporates should comply with RBI’s guidelines on parking ECBs outside till actual imports. RBI

would be monitoring ECB proceeds parked outside.However, in the case of infrastructure projects in the power,
telecommunications and railway sectors, ECB can be utilised for project - related rupee expenditure. License fee payments
would be an approved use of ECB in the telecom sector.

(b) ECB proceeds may also be utilised for project - related rupee expenditure, as outlined above. Proceeds must be brought into

the country immediately.However, under no circumstances, ECB proceeds will be utilised for :

(i) investment in the stock market (ii) speculation in rea estate

(c) ECB may be raised to acquire ships/vessels from Indian shipyards

~ECB cap : With a view to manage the country’s external debt prudently, the Finance Ministry sets an annual cap on the total

ECBsthat Indian corporates can accessin a year.There have been reports that the Government plans to hike the cap on ECB

currently fixed at $18 billion to about $22 billion.

~The government has been streamlining/liberalising ECB procedures from time to time to enable Indian corporates have

greater access to internationa financial markets.

~_Recent Example: About 812 companies have raised about $20.24 billion through ECBs in the April 2006-February 2007

period. That would be equivalent to about Rs 88,000 crore.The top fundraiser was Reliance Industries, which raised $700

million, followed by Reliance Communication, which raised $500 million.Units in SEZ are permitted to use ECBs under a

special window.

C. Reverse Mortgage

~Meaning:A reserve mortgageisaperiodic or lump sum loan against the mortgage of aresidence.A reverse mortgage,therefore
help converting the house equity into cash .Reserve mortgage helps the ‘house rich’ but “‘cash poor” people to have regular cash
inflowstill they are alive.

~|ndian Scenario : In the Union Budget 2007-08, the Finance Minister proposed in Budget Speech a proposal to introduce
‘Reverse Mortgages’ as a measure of social security to senior citizens.

~ Obj ective : To addressthefinancial needs of senior citizens owning self occupied property (house), for leading adecent life.
~ Process. In the reverse mortgage, senior citizens (borrowers), who own a house property, but do not have regular income, can
mortgage the same with the lender (a scheduled bank or a housing finance company). In return, the lender makes periodic
payment to the borrowers during their lifetime. Inspite of mortgaging the house property, the borrower can continue to stay in
it during his entire life span and continue to receive regular flows of income from the lender as well.

~The concept of reverse mortgage, although new in India, is very popular in countries like the United States. Recently,
National Housing Bank (NHB), a subsidiary of the Reserve Bank of India (RBI), released draft norms of reverse mortgage

=~ Benefits of a Reverse Mortgage:

(i) The borrower remains the occupier as well as the owner of the house during his/her life time.There is no risk of being
vacated’

(ii) The house property will not necessarily go to the lender. The heirs can repay the 1oan to keep the property.Else,they will get
the residual amount from the sale of the property by the lender.

(iii) The “dormat” wealth of the owner can be converted into a regular source of inflow.

(iv) Proceeds from reverse mortgages are tax-free. Proceeds could be used for: In-home care, Home repairs & improvements,
paying off an existing mortgage, Education of grandchildren, Hospital & health care costs, paying off taxes and credit card
debt, buying a second home and Travel.

(v) No loan repayment or payments aslong as you live in your home.

(vi) Reverse mortgage is a measure of social security and is a boon for the retiring people .

D.Credit CardsAsA Part Of Consumer Finance
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~Meaning : Credit cardsare primarily seen asameans of convenience in meeting ones expenses. A person who holds a credit
card need not pay in cash at the time of every expenditure. Instead, he can deposit alump sum in the bank or the agencies of
which he holdsthe credit card, to meet the expenditures.Credit Cards are a good substitute for cash and the resultant safety and
convenience, the competition in this business has made credit cards a source of short-term finance also for individuals.
~Parties Involved In Credit Card Transaction : Every transaction on a credit card involves three parties : (1) The credit
card issuer (2) The credit cardholder and (3) The party to whom the cardholder is supposed to pay, say the merchant outlet
(MO). Examples of MO are : a departmental store, hotel, railways, airlines etc.

~Advantages & Disadvantages:

Advantages:

(i) They allow you to make purchases on credit without carrying around alot of cash. This allows you alot of flexibility.

(if) They allow accurate record-keeping by consolidating purchases into a single statement.

(iii) They allow convenient remote purchasing - ordering/shopping online or by phone. They allow you to pay for large pur-
chases in small, monthly installments.

(iv) Under certain circumstances, they allow you to withhold payment for merchandise which proves defective.

(v) They are cheaper for short-term borrowing - interest is only paid on the remaining debt, not the full loan amount.

(vi) Many cards offer additional benefits such as additional insurance cover on purchases, cash back, air miles and discountson
holidays.

(vii)Beside this, the credit-card may also expend the benefit of roll over credit, supplementary cards and travel assistance.
(viii) Credit cards enable a person to track and document all his expenses

(ix) It is safer to carry Credit Cards rather than cash asit provides 100% safety of cash against theft

Disadvantages:

(i) You may become an impulsive buyer and tend to overspend because of the ease of using credit cards. Cards can encourage
the purchasing of goods and services you cannot really afford.

(ii) Credit cards are arelatively expensive way of obtaining credit if you don't use them carefully, especially because of the high
interest rates and other costs.

(iii) Lost or stolen cards may result in some unwanted expense and inconvenience.

(iv) The use of alarge number of credit cards can get you even further into debt.

(v)Using a credit card, especially remotely, introduces an element of risk as the card details may fall into the wrong hands
resulting in fraudulent purchases on the card. Fraudulent or unauthorized charges may take monthsto dispute, investigate, and
resolve.

QUESTION NO.50 State the difference betwen Factoring and Bill Discounting ?

Basis Factoring Bill Discounting
Parties: In this case, the Parties are: Client, In this case, the parties are: Drawer, Drawee
Factor and Debtor & Payee.

Nature: It is management of Book debts/ Receivables It is borrowing from commercial banks.

Grace Period : Gracetimeis not given Gracetime of 3 daysisgiven

Risk of Bad Debt : Bad debts may be borne by factor in case of No such provision. The risk of bad debts
extra commission as agreed isstill retained by the business.

Act : There isno specific Act There is Negotiable Instrument Act.

Service Offered : It finances and manages the receivables of the It does not offer any non-financial services
client

Basis of Financing : In factoring the basis of financing isturnover.  Whereasin bill discounting it is the security pro

vision aswell asthe requirement of finance which
determine the amount of financing.
Income To Financier : Factor earns “Interest” for the financing Banker earns “ Discounting Charges” on the
service,and Commission for other services transaction.
rendered
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QUESTION NO. 51 Write a short note on Shareholder Value Analysis (SVA) ?

~Meaning : SVA is an approach to Financial Management developed in 1980s. This approach focuses on the creation of
economic value for shareholders, as measured by share price performance and flow of funds. SVA is used as away of linking
management strategy and decisions to the creation of value for shareholders.

~Value Drivers: The factors, called “value drivers’ are identified which will influence the shareholder’s value. They may be
: growth in sales, improvement in profit margin, capital investment decisions, capita structure decisions etc. The management
is required to pay attention to such value drivers while taking investment & finance decisions.

=~ Benefits :

(i) SVA helps the management to concentrate on activities which create value to the shareholders rather than on short-term
profitability.

(ii) SVA helpsto strengthen the competitive position of the firm,by focussing on wealth creation .

(iii) They provide an objective and consistent framework of evaluation and decision making across all functions,departments
and units of the company

~ The shareholders value analysis got recognition only after 1986, when Prof. Rappaport of USA published his book Creating
Shareholder Value. As per the concept of Shareholder Value Analysis (SVA), all business activity should aim to maximize the
value of company’s equity shares in the long run. As per SVA, the primary responsibility of management (not only of the
finance manager) isto create value for the shareholders. All the decisions of the management should have only one target and
that is value creation for the shareholders.




