CAPITAL MARKETS – NATIONAL AND INTERNATIONAL

A System is a set of inter-related parts working together to achieve some purpose.  Conceptually, the term financial system includes they complex of institutions and mechanism which affects the generation of savings and effects its transfer to those who will invest.  In other words, Financial Systems may be said to be made up of all those channels through which savings become available for industrial investment.

Capital Market deals in Financial Assets excluding coin and currency.  Banking, pension funds, provident funds, mutual funds, insurance, share, debentures of government and private companies and other securities.

The ‘Securities Market’ is a segment of the financial system which provides the trading mechanism for long term securities.  Securities markets is a broad term embracing a number of markets in which securities are bought and sold:

· Types of Securities bought and sold

· New Issues or Outstanding and Owned by Investors

· Industrial or Corporate Securities

· Government or Gilt-edged Securities

Capital  -  Securities Market has 2 independent and inseparable segments – 

1. Primary Market - New Issues Market   

2. Secondary Market – provides the ‘market-floor’ for trading of the Securities already issued, ensuring liquidity and marketability.

Secondary Market, known as Stock Market with constituents such as brokers, general investors, financial institutions, mutual funds, investment institutions and foreign agencies, etc., involves in buying and selling of securities.

When the Secondary Market is active and buoyant, it enables the Corporates to enter the Primary Market.  Similarly, the activities of a Primary Market determine the depth of the Secondary market.

FUNCTIONS OF SECURITIES MARKET

· Provides linkage between the savings and the investments

· Market place of purchase and sale of securities

· Provides Liquidity 

· Individuals can contribute to the Investment in enterprises or can obtain funds to start an enterprise

· Diversification of Risks

FOREIGN EXCHANGE MARKET

Foreign exchange is simply a payment or a deposit in some national currency (or artificial currency) that is exchanged for a payment in another currency.  Thus any money can become foreign exchange by surprise and the moment after it has been exchanged it forgets it was foreign exchange.  Once more, it is national money.

As foreign exchange market deals not in credit but in means of payment, beings one fundamental point:

While foreign exchange deals frequently take place between residents of different countries the money being traded never actually leaves the country of the currency.  Thus when German Deutsche Marks are changed for US $ in London, the DM and $ stay in Germany and US respectively.  The act of trading only effects a change of ownership of the money.  The money itself, in the form of bank deposits, merely gets shifted from one deposit to another through the countries inter-bank payment system. 

In contrast to a spot transaction, a forward foreign exchange contract calls for delivery at a fixed future date of a specified amount of one currency for specified amount of another currency.   By borrowing money in one currency, buying a second current spot, placing the funds in a deposit in the foreign currency, and simultaneously selling the foreign currency forward, an arbitrageur can profit if the domestic interest rate does not equal the foreign interest rate, adjusted for the forward premium or discount (the difference between the spot and forward exchange rate, expressed a as an annualized percentage).  This means that arbitrage will insure interest rate parity – the forward premium or discount always equals the interest rate differential between two currencies.

Covered interest arbitrage of this kind represents the fundamental link between Euro currency deposit or loans denominated in different currencies, and also between national capital markets – although, as well be shown, the last are imperfectly linked because of national controls on financial markets and because of exchange controls.

Exchange Risk is the additional systematic risk to a firm’s flow arising from exchange rate changes. 

The Capital of markets of the world consists of sources of finance, and uses for finance in a number of different counties.  Each of these is a capital markets on its own.  On the other hand, National Capital Markets are partially linked, and partially segmented.  

The fact is what makes international finance so exciting.  Because national capital markets are of very different stages of development and size and depth, they have very different prices and availability of capital.  Hence, the international financier has great opportunities for arbitrage - finding the cheapest source of funds, and the highest return, without adding to risk. And  because markets are imperfectly linked, the means and channels by which foreigners enter domestic capital markets, and domestic sources or uses of funds go abroad, are the essence of this aspect of international financial management.  The other aspect is the fact that domestic claims and liabilities are denominated in national currencies.  These must be exchanged for one another for capital to flow internationally, since relative values on supply and demand, the international financial faces exchange risk.  Finally, the past two decades have seen a new phenomenon: the separation of currency of denomination of assets and liabilities from country of jurisdiction;  This removal of currencies from their countries is the Euro-market phenomenon.

EXTERNAL COMMERCIAL BORROWINGS (ECB)

ECB includes commercial bank loans, buyers credit, suppliers credit, securities instruments such as floating rate notes and fixed rate bonds.  The other categories would include credit from Official Export Credit Agencies and Commercial Borrowings from the private sector window of multi-lateral financial institutions such as International Finance Corporation, Asian Development Bank, AFIC, CDC, etc.

Ministry of Finance (ECB) division issues guidelines on policies and procedures – June 1997.  Detailed guidelines announced July 1999.  Liberalising further ECB approvals – June 2000.

In September 2000, operationalised the automatic route for fresh ECB approvals upto US$. 50 million and for all refinancing of existing ECBs with effect from 1st September 2000.

Utilisation of ECB Proceeds

ECB proceeds can be utilized fro overseas direct investment in Joint Ventures (JV), Wholly Owned Subsidiaries (WOS) subject to the existing guidelines relating to Indian Direct Investment in JV/WOS abroad.

Utilisation of EC?B proceeds is permitted in the first stage of acquisition of shares in the dis investment process and also in the mandatory second stage offer to the public under the Government’s disinvestments program of PSU shares.  However utilisation of ECB proceeds is not permitted for on-lending or investment in capital market by corporates.   Utilisation of ECB proceeds is also not permitted in real estate.  The term ‘real estate’ excludes development of integrated township.

Also for Utilisation of Proceeds under Approval Route, ECB can be raised only for investment (such as import of capital goods, new projects, modernization / expansion of existing production units) in real sector - industrial sector including small and medium enterprises (SME) and infrastructure sector – in India.

PURE INSTRUMENTS AND HYBRID INSTRUMENTS

Pure Instruments are Equity Shares, Preference Shares and Debentures / Bonds which were issued with their basic characteristics in tact without mixing features of other classes of instruments.

Hybrid Instruments are those which are created by contributing the features of equity with bond, preference and equity, etc.  Examples of Hybrid instruments are Convertible Preference Shares, Cumulative Convertible preference Shares, Non Convertible Debentures with equity warrants, partly convertible debentures, partly convertible debentures with Khokho (buy-back arrangement), optionally convertible debentures, warrants convertible debentures or shares, secured premium notes with warrants, etc.

SPN

Secured Premium Note is an instrument, which is secured by a mortgage of immovable property of the company and which is issued at its face value and does not carry any interest and is redeemed at premium in one or more tranches.  SPN was first issued in 1992 by TISCO.  There can be attached various rights and entitlements with a SPN such as detachable warrant, conversion option, buy back, put and call option, etc.

LEVERAGE FUNDS AND HEDGE FUNDS

Leverage Funds also known as borrowed funds, increase the size and value of portfolio and offer benefits to members from out of the excess of gains over cost of borrowed funds.  They tend to indulge in speculative trading and risky investments.

Hedge Funds employ their funds for speculative trading, i.e. for buying shares whose prices are likely to rise and for selling shares whose prices are likely to dip.  Hedge Funds use a wide variety of trading strategies involving positions-taking in a range of markets.  They employ as assortment of trading techniques and instruments, often including short-selling, derivatives and leverages.

HEDGE FUNDS

There is no exact definition to the term “Hedge fund”; it is perhaps undefined in any securities laws.  There is neither an industry wide definition nor universal meaning for “Hedge funds”. Hedge Funds, including fund of funds are unregistered private investment partnerships, funds or pools that may invest and trade in many different markets, strategies and instruments and are not subject to the same regulatory requirements as Mutual Funds, including mutual fund requirements to provide certain periodic and standardized pricing and valuations information to investors.

The term can also be defined by considering the characteristics most commonly associated with hedge funds.  Usually, hedge funds:

· are organized as private investment partnerships or offshore investment corporations;

· use a wide variety of trading strategies involving position-taking in a range of markets;

· employ as assortment of trading techniques and instrument, often including short-selling, derivatives and leverage;

· ppay performance fees to their managers; and

· have an investor base comprising wealthy individuals and institutions and relatively high minimum investment limit ( set at US $100,000 or higher for most funds) 

HEDGE FUND AND OTHER POOLED ILNVESTMENT VEHILCLES

‘Rich man’s Mutual Fund’.    Other unregistered investment pools – Venture Capital Funds, Private Equity Funds, and Commodity Pools – though also referred to as Hedge Funds – having similar feature in accepting investors money and generally invest it on a collective basis, they have characteristics that distinguish them from hedge funds.

Mutual fund or registered investment companies 

Private equity fund 

Venture capital fund 

Commodity pool

DOMESTIC AND OFFSHORE HEDGE FUND 

Domestic hedge fund 

Offshore hedge fund 

FUND OF FUNDS – Any fund that pools capital together, while utilizing two or more sub managers to invest money in equity, commodities, or currencies, is considered a Fund of Funds.  Fund of Funds invests in other hedge funds.  Structured as limited partnerships.  Due diligence is primary advantage.  

HEDGE FUNDS BY STRATEGY TYPES

Event Driven – Merger Arbitrage Funds and Distressed Asset funds – taking advantage of price movements on corporate events.

Global Macro – Based on economic scenario takes positions – long or short in major financial markets.

Market Neutral – Long / Short Equity Funds, Convertible Bonds Arbitrage Funds and Fixed Income Arbitrage Funds – attempts minimizing market risks.

SIZE OF THE HEDGE FUND MARKET 

REASONS FOR RAPID GROWTH OF HEDGE FUND INDUSTRY 

PERFORMANCES OF HEDGE FUND INDUSTRY

MARKET BENEFITS OF HEDGE FUNDS 

How is the financial system regulated and what is the legislative framework for its regulation?  Give a brief account of regulatory agencies and the statues involved in the whole process.

Regulation of financial system

The financial system of a country is conglomeration of various sub markets – Capital Market, Money market and Forex Market and the market comprising of Financial Intermediaries.  Based upon the maturity and interest structure of these subsystems, funds flow to these are multi directional.

Agencies involved are:

i. Ministry of Finance

ii. Department of Company Affairs

iii. Department of Economic Affairs

iv. RBI

v. SEBI

vi. Stock Exchanges

What do “Promoters’ quota shares” mean?  What is the rationale behind prescribing the loci-in period on promoters’ quota shares?

“Promoters’ quota shares” means the shares kept reserved for allotment to promoters in case of issue of shares by listed companies.  The SEBI (Disclosures and Investor Protection) Guidelines 2000 stipulates the minimum contribution and also the limit up to which the promoters shall participate in the issue of securities.

The rationale behind prescribing the lock-in period on promoter’s quota shares is to restrict the promoters from selling their stake in the company after inducing the public to invest their money.  Further to ensure that the promoters take serious efforts to make the project successful for which public money is raised by issue of shares.

CIRCUIT  BREAKERS - a mechanism by which exchanges temporarily suspend the trading  in a security when its prices are volatile and tend to breach the price band. 

Circuit breakers or price limits have been imposed by BSE to control volatility in the price movements vis-à-vis prescribed daily and weekly limit for every stock. Daily price limit is checked against the stocks closing price in the previous trading session.  Weekly price limit of stock depends on its closing price on the last trading day in the previous week.  The BOLT system is so structured that it rejects buy or sell orders of a stock at prices outside the price limits, though it does not stop trading itself.

FORWARD TRADING refers to trading where contracts traded today are settled at some future date at prices decided today.

