
AUDIT OF MEMBERS OF STOCK EXCHANGE



Every active member shall get his accounts audited by a chartered accountant.

Company can also become a member of stock exchange.

SEBI may levy monetary fine & penalties on any person in following cases: (i)	Failure to furnish document information etc. required by Board
(ii)	Failure to maintain books of accounts/returns.

(iii)	Failure by sponsor of any collective investment scheme including M.F. to obtain registration certificate. To comply with terms of such certificate, to dispatch unite certificate, to refund application money, to invest money in desired manner & in specified securities.

(iv)	Failure to Issue contract notes in form required, to deliver security, make payment to client, charging excess brokerage.

(v)	Failure to enter into agreement with client.

(vi)	Person dealing/communicating on basis of price sensitive information.

(vii)	Failure to disclose aggregate of shareholding in body corporate before acquiring furthers share & to make public announcement to acquire share at minimum price in case of takeovers.

Business at S.E. can be transacted only by its members. They enter into transaction either on their own behalf or their clients or sub-brokers.


MARGIN
1. Due to wide fluctuations in prices of securities over a period of time, the exchange levies margin on its members.

2. This certain deposit is to be kept with exchange by its members.

3. This mechanism is adopted, in order to restrict excessive speculations and safeguard the interest of the investors.

4. The members are required to collect margins from their clients and deposit it with the clearing house of exchange.

5. The three types of margins are –

1. Volatility Margin :
(a) The volatility margin is imposed to curb excessive volatility in the securities. (b) It is also used to prevent building up of excessive outstanding positions.



(c) This margin is calculated at the discretion of stock exchange to charge margin on any particular security because of its volatile nature, on specific percentage.

2. Gross Exposure Margin :
(a) It is the percentage of net cumulative outstanding position in each security that the member should keep with the exchange at all times.
(b) This margin is calculated on continuous basis.
(c) This margin is to be kept with stock exchange in advance.
(d) Gross exposure is calculated on all securities unlike volatility margin which is on any specific security.

3. Mark to Market Margin :
(a) This margin is imposed to cover a loss that a member may incur in case the transaction is closed out at the closing price of the trading day, which is different from the price at which the transaction has been entered into.
(b) It is the notional loss if net cumulative outstanding position in all the securities were closed out at closing price of relevant transaction date, for a specific member.

TYPES OF MARKET
There are four types of market.

I.	Normal Market – All orders which are of the regular lot size or multiples thereof are traded in the Normal Market. For D-mat shares, lot size is 1 share.

II.	Odd lot Market – An order is called an odd lot order if the order size is less than the regular lot size, such orders are traded in the odd lot market. But for order matching both price & quantity should tally with each other.

III.	Spot Market – in all respects spot orders are similar to the normal market orders except that spot orders have different settlement periods vis-à-vis normal orders. Pay in pay out takes place on the same day.

IV.	Auction Market – Stock exchange on behalf of their members initiate auctions to purchase from the market, the number of shares short deposited by the members. In this way, they complete the settlement process. Loss is recovered from members but profit it any deposited to investors education & protection fund.

TYPES OF ORDER BOOKS
As has been explained above, a member has various options regarding the type of order he wants to place. When an order is received it is given a unique number and a unique time stamp. In case, an order could not be matched, then they are stored in a different book in price – time priority in the following sequence.
	Best price
	Within price, by time priority.

Thus when two orders are entered at the same time the one with a better price gets priority. Similarly, incase two orders were entered at the same price; the one which was entered earlier gets priority.

The following types of books are maintained in the Capital Market
i.	Regular Lot Book – This book contains only regular lot orders and order do not have any of the following attributes attached to them.
	All or Non (AON) 	Minimum fill (MF) 	Stop Loss (SL)

ii.	Special Term Book – All the orders, which have any of the following attributes, are recorded in this book. They are –
All or NON (AON) Minimum Fill (MF)



iii.	Stop-Loss Book –

 Stop loss orders are stored in this book till the trigger price is reached or surpassed.

 When the trigger price is reached or surpassed, the order is released in the regular lot book.  The stop loss conditions are met under the following circumstances.
	Buy order – a buy order in the stop loss book gets triggered when the last traded price in the normal market reaches or exceeds the trigger price of the order.

	Sell order – a sell order in a stop loss book gets triggered when the last traded prices in the regular market reaches or falls below the trigger price of the order.

iv.	Odd Lot Book – The odd lot book contains all orders with lot size lesser than the marketable lot.

v.	Spot Book – The spot book contains all orders having different settlement periods only. The system attempts to match an active spot order with a passive spot order in the book.

vi.	Auction Book –Auction Book contains orders that are entered for all auctions.

ORDER MATCHING RULES
(i)	The best buy-order is matched with the best sell order.

(ii)	It is obvious that a seller would like to sell at the highest available price. (iii)	Thus, the best buy-order is the one with the highest price.
(iv)	At the same time, a buyer would like to buy at the lowest available price. (v)        Thus the best sell-order is the one with the lowest price.
(vi)	Thus the trading system tries to find for the seller the best possible buying price and the best possible selling price for the buyer.

Order Matching Rule
	Buy	Sell


	Qty 500 400 100

	Price 38.90 38 37

	Qty 200 500 700

	Price 39 40 41


	
	
	
	

	
	
	
	

	
	
	
	

	1000

	36

	200

	41.50


	300

	35.50

	1000

	42


	Best price (Buy) highest

	Best sell (lowest price)




(vii)	Orders that match with other orders are called ‘active’ orders while those, which do not match, are called ‘passive’ orders.
(viii)	The system always matches orders with passive orders in order to clear earlier orders on priority basis.

Order conditions : The order matching conditions fall into three categories i.	Time Related conditions
ii.	Price related conditions
iii.	Quantity related conditions

i.	Time Related Conditions
a. Day order – A day order is valid only for the day on which it is entered. It gets automatically cancelled if not matched by the end of the day.

b. Good till cancelled order – A GTC order remains in the system until it is cancelled by the trading member. The maximum number of days for which a GTC order is valid is notified by the concerned stock exchange.

c. Good Till Days/Date order (GTD) – In such orders the trading member specifies the days / date upto which the order shall remain valid. The stock exchanges specify the maximum permissible term of such orders.






d. Immediate or Cancel orders (IOC) – An IOC order allows a member to buy or sell a security as soon as the order is released into the system, failing which the order is cancelled. If it is partially matched remaining quantity is automatically cancelled.

ii.	Price Related Conditions
a. Limit Price order – An order where the trader specifies his offer price is called a limit price order.

Buyer – Max price upto which he is willing to pay. Seller – Minimum price is which he ready to sell.
b. Market price order – An order to buy and sell securities at the best market price at the time of placing the order.

c. Stop loss price order – Stop loss price orders get activated when the market price reaches or crosses a threshold price specified in the order (refer stop loss book).

iii.	Quantity Related conditions

a. Disclosed Quantity Order (DQ) – A DQ order allows a trading member to disclose only part of the order quantity to be displayed. For example in a buy order for 500 units only 100 units will be disclosed, when these are purchased the buy order for the next 100 units are disclosed to the market.

b. Minimum fill orders (MF) – Minimum fill orders allow the members to specify the minimum quantity by which an order should be filled.

c. All or None order (AON) – All or none orders allow the members. Put the order into market with the condition that only whole quantity should be matched.

d. Short Sell – The seller sells the shares even if he doesn’t own then. These are speculative order (for bear). In this case, the order anticipates a decline in the price of shares. However, it is risky as he has to square up the transaction within the day.


SETTLEMENT SYSTEM AT STOCK-EXCHANGES
	There are two types of settlement systems that can be adopted in stock exchanges – Accounting period system and rolling settlement system. Now-a-days, stock exchange in India adopts rolling settlement only.

a. Accounting period settlement systems -
	There is a predetermined period of usually 7 – 12 days, over which total trades are aggregated.
	Cumulative net obligations of each member are calculated on last day of cycle.
	It is more speculative than the rolling settlements. It may lead to payment crisis in case of wide fluctuations in the market.

b.	Rolling Settlement

Each day constitutes an accounting period and that days traders are settled after 2 – 3 days.

(T + 3) rolling settlement was in operation in India upto 31st March, 2003, which was switched on to “T+2” rolling settlement system from 1st April, 2003.

Trades o/s at end of day are to be settled with ‘X’ business day form transaction.

T+2, transaction on Monday pay in & pay out takes place on Wednesday.

Trades on each single day settled separately from trades done earlier or subsequent trade days.

Netting of trades is done only for the day & not for multiple days (as earlier in settlement period).

It adopts VAR (Value at Risk) based margining approach.

If member fails to deliver shares sold the exchange conducts an auction session on T+3 to meet short fall due to non-delivery.




Derivatives

It has two mechanism futures & options.

Contracts are available for trading with one months & three months expiry.

TM (Trading member) & CM (Clearing member)

CM – (i) TM – CM (Both)

(ii) PCM (professional CM)

Premium is paid on entering each option.

Trading in index options also available.


AUDIT OF ACCOUNT
All active members of stock exchanges are required to get their accounts audited by a Chartered Accountant. Active member is any member who has conducted business in securities even for a single day in the year.

Books of Accounts and other Documents Subjected to Audit
A member holding membership of many stock exchanges or different segments of same exchange (derivatives/capital market segment), he has to maintain separate records and documents with respect to each exchange or each segment.

A member of the exchange is required to maintain the following books of accounts – 	Register of transactions / Sauda Book

	Clients ledger 	General ledger
	Journal Register 	Cash Book
	Bank pass book
	Documents (received / delivered) register
	Members contract book showing details of all contracts entered into by him with other members of the same exchange.

	Counterfoils or duplicates of contract notes issued to clients.
	Written consent of clients to the contracts entered into as principals. 	Margin deposit book.
	Register of accounts of sub brokers.
	Copies of agreements with sub-brokers.
	Copies of margin statements down loaded from the exchange. 	Details of spot delivery transactions.
	Clients database and member client agreement.
	Copy of registration certificate of each sub-broker.
	Copy of the power of attorney / board resolution authorizing the directors / employees to sign the contract notes.

	Copies of pool account statements.

Audit Procedures

1. Daily Transactions List (Sauda Book)
This is the basis record maintained by the member containing details of all transactions entered by them on a daily basis. It contains information on
	Name of the client
	Securities traded on behalf of client



	Rate and quantity of securities bought and sold.
Daily transaction register contains a record of all the following categories of transactions i.	Member’s own business on the exchange
ii.	Member’s business on behalf of his clients
iii.	Member’s business with his clients on a principal to principal basis iv.	Member’s own business with member’s of other stock exchanges
v.	Member’s business on behalf of his clients with members of other stock exchanges vi.	Spot transactions

2. Contract Notes
Every member of the stock exchange has to issue contract notes to its clients for all business executed on their behalf within 24 hours of the execution. In reference to contact notes, the auditor should ensure that
i.	Contract notes are serially numbered
ii.	These are in the format prescribed by relevant exchange.
iii.	Brokerage has been charged within specified limits and shown separately
iv.	Ordering time should be reflected on contract notes along with the time of execution of order.
v.	Member/authorized signatory should sign contract notes.
vi.	Brokerage, Service tax & security transactions tax shown separately.

3. Client bills

(i)	It contain summary of all trades executed on behalf of the client during a period. (ii)	It shows the net amount receivable from or due to the client.
(iii)	The auditor should ensure their proper postings.

4. Clients ledger
It contains transactions with each client. The auditor should examine

i.	Transactions remaining unsettled for a long time.

ii.	Whether amounts received from clients is consistently different from the contract bills.

iii.	That amounts received or paid as loans or deposits have not been passed through clients ledger.

iv.	Confirmation of balances received from clients of the member.






5. Settlement / Vallan control account
(a) It shows the net amount receivable from or payable to the exchange or clearing house. (b) The auditor should verify that balance in this account is nil after settlement.
(c) If not reconciliation should be obtained.

6. Margin Deposit Book
It records the margin deposited by the member with the Clearing house. The auditor should check

i.	Whether margin has been in accordance with SEBI guidelines.

ii.	The margin statement downloaded from the stock exchange / clearing member should be verified.

iii.	Whether margins have been properly calculated, collected and paid

iv.	Any exemptions from deposit of margin for particular trades available to the members

7. Member’s own Trading Account
(a) The auditor should verify the entries with the bills raised for trading on own account.
(b) He should also ensure that there is a proper system for revenue recognition and closing stock from such transactions.



(c) No brokerage is charged on this account.

8. Bank book
The member holds a fiduciary position in the security trading system and hence certain restrictions are imposed on the operation of the bank account in respect of his clients. According to these restrictions –

A. No money be paid into clients account other than i.	Money held or received from clients
ii.	Money for replacement of withdrawal by accident from such account.

C. No money can be paid from clients account other than (i)	Settlement with the client
(ii)	Payment to clearing house on behalf of client
(iii)	Money for replacement of deposit by accident into such account.

9. Documents Register / (Inward / Outward) Register
It contains particulars of securities including their distinctive numbers received from or delivered to the client in physical form. With regard to documents register, the auditor should check

i.	Balance of stock as shown in deposit register segregated into client stock and own stock. ii.	The reasons for client’s stock remaining with the member for a long time.
iii.	The auditor should also physically verify the stocks.

10. Dematerialized securities
(a) Now-a-days, most of the securities have been converted into dematerialized form because of benefits of electronic trading system.

(b) Under this system, each member has to maintain two demat accounts.

(c) One of these is used to hold its own securities and known as “BeneficiaryAccount”. (d) The other one, ‘PoolAccount’, is meant for trades executed on behalf of clients.
(e) The securities meant for sale are transferred to the ‘Pool Account’ from where these are given to the clearing house on the relevant pay in day.

(f) The audit procedures should include

i.	whether securities received n pool account have been transferred to client’s Demat Account within 48 hours.

ii.	Reasons for holding a particular security in pool account for an unreasonable time.

iii.	Ensuring that securities lying in pool account have not been used to settle member’s own trade obligations.

Audit Report:
(i) We have audited B/s & P&L a/c of .......... (ii) Obtained all information & explanation
(iii) Proper books of a/c & records specified by securities contracts (regulation) rules are kept.
(iv) Broker complied with requirement of exchange . So for as they relate to maintenance of a/c & was regular in submitting req. information to S.E.
(v) In our opinion & to best of our information ... (true).

Matters to be considered by SEBI while granting registration to a prospective stockbroker: 1. Is eligible to be admitted.

2. Has necessary infrastructure.

3. Has past experience in business of securities.

4. Is not subjected to in disciplinary proceedings by stock exchange.

Hit or take orders

(i)	These are a variations of market orders.

(ii)	Faster order execution.

(iii)	For the quantity specified, the system attaches the counter touchline price to it.

(iv)	The order will be matched while all unexecuted orders of this type are automatically killed.



Bought out deals
(i)	Companies may place its equity intended to be offered to be public with a sponsor member at a mutually agreed price through the Concept of Bought out deal.

(ii)	Thus after buying out the total equity. Sponsor member would sell the shares of the company to the public through “offer for sale”.

(iii)	It ensures faster availability of funds to the company for timely completion of its projects and also a listed status on a later date.

Circuit Breakers



Individual security wise	Market wide


1. In securities:

(a)	To curb excessive volatility.

(b)	May be 2%, 5%, 10% or 20% based upon categories of shares. (c)	It is calculated w.r.f closing price of previous trading day.
(d)	For example, if on 13-06-2005 the closing rate of AFTEC INFOSYS is Rs. 100 the price band in case of 20% circuit breaker is 80 (Lower freeze)and 120 (upper freeze).


2. Market wide C.B.
(a)	W.e.f 02-07-2001.

(b)	3 stages of index movement 10%, 15% and 20%

(c)	It brings about trading halt in market nationwide (all markets)

(d)	The % are calculated into absolute points of index variations on quarterly basis, based upon closing index of last day of trading in a quarter.

[image: ][image: ](e)	So far only twice in Indian history (f)	17th May, 2004
22nd May, 2006




Movement




	10%
Before 1 pm – 1 hour halt 1– before 2:30 pm – ½ Hr. halt
On or after 2:30 – No halt

	15% Before 1 pm – 2 hour halt
1 – before 2 pm – 1 hour halt
on or after 2 pm – halt for remainder of day.

	20%
Halt for remainder of the day.




Depending upon time of index movement & its percentage trading may be halted for specified time period.

Depositories and Dematerialisation :
(a) NSDL & CDSL keep record of ownership of securities electronically in book entry form. (b) Transfer of ownership of securities is done by simple account transfers.

Advantage :



(I)	Liquidity of scripts (immediate transfer and register) (II)	Receive bonus and right as direct credit to A/c.
(III)	Much lower risk of bad deliveries. (IV)	Saving of stamp duty.
(V)	Saving of courier charges.
(VI)	No physical certificates (no risk of getting them misplaced) (VII)	Reduction in brokerage.
(VIII)	Easy settlement with clearing house.

Clearing and Settlement Mechanism
1. the securities pay-in obligations of members are downloaded by the clearing agency.
2. The members make available the required securities in their pool accounts with Depository Participants (DPs) by the prescribed pay-in time for securities.
3. The depository runs an electronic file to transfer the securities from the pool accounts of members with DPs to the DP account of the clearing agency.
4. The securities are transferred on the pay-out day by the depository from the DP account of the clearing agency to the DP accounts of members.
5. Select banks have been empanelled by clearing agency for electronic transfer of funds. 6. The members are informed electronically of their pay-in obligations of funds.
7. The members make available required funds in their accounts with clearing banks by prescribed pay-in day.
8. Same way, funds are transferred on the pay-out day by the clearing banks from the account of the clearing agency to the accounts of members.
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