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FOREWORD

BCSM certification, along with authenticating a candidate for market trading,
gives comprehensive information on securities market, regulatory perspective,
functioning of the stock exchange, and trading. The certification helps the
candidate in becoming a recognized professional and entitles him for a worthy

job.

The Bombay Stock Exchange Training Institute Ltd. (BTI Ltd.) is a wholly owned
subsidiary of Bombay Stock Exchange (BSE); the oldest stock exchange in Asia.
BTI Ltd. inherits from BSE the knowledge and insights into the capital markets

industry, garnered over the past 135 years.

BTI Ltd. has the distinct advantage of being at the centre of action —the financial
hub of India, one of the worlds most rapid emerging markets. This has helped us
provide insights into the unique functioning of this world. Emerging markets such
as the BRIC countries—Brazil, Russia, India, and China, can entice and
intimidate. The first hand experience of our faculty and subject matter experts in
dealing with the realities of this market, enables us to appreciate how
organizations, entrepreneurs, and investors identify and respond to these new

challenges and opportunities.

BTIL conducts various certifications in cash markets, derivatives, options trading,
fundamental analysis, security analysis, financial reporting standards, credit
rating etc. This book is specially designed to cater to the reference and guidance
needs of the participants for the certification of BCSM (BSE’s Certification on
Securities Market). This book is prepared especially by in house professionals
who are actually working on the processes and explains exhaustively the minute

details on the working of the exchange.

BSE TRAINING INSTITUTE LIMITED
TEAM
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This workbook has been developed to assist candidates in preparing for the
BSE’s Certification on Securities Market Examination (BCSM).

All rights reserved. Reproduction of this publication in any form without prior

permission of the publishers is strictly prohibited.

Disclaimer

The contents of this publication do not necessarily constitute or imply its
endorsement, recommendation, or favoring by the Bombay Stock Exchange Training
Institute Ltd. this publication is meant fro general reading and educational purpose
only. It is not meant to serve as guide for investment. The views and opinions and
statements of authors or publishers expressed herein do not constitute a personal
recommendation or suggestion for any specific need of an individual. It shall not be
used for advertising or product endorsement purposes. The
statements/explanations/concepts are of general nature and may not have taken into
account the particular objective/move/aim/need/circumstances of individual
user/reader/organization/institute. Thus Bombay Stock Exchange Training Institute
Ltd. does not assume any responsibility for any wrong move or action taken based
on the information available in this publication. Therefore before acting on or
following the steps suggested on any theme or before following any
recommendation given in this publication user/reader should consider/seek
professional advice. The publication contains information, opinions, statistics, and
materials that have been obtained from sources believed to be reliable and the
publishers of this title have made best efforts to avoid any errors. However,
publishers of this material offer no guarantees and warranties of any kind to the
users/readers of the information contained in this publication. Since the work and
research is still going on in all these knowledge streams. Bombay Stock Exchange
Training Institute Ltd. does not warrant the totality and absolute accuracy, adequacy
or completeness of this information and material and expressly disclaim any liability
for errors or omissions in this information and material herein. Bombay Stock
Exchange Training Institute Ltd. does not accept any legal liability what so ever
based on any information contained herein. While the BSE’s Certification on
Securities Market Examination (BCSM) examination will be largely based on
material in this workbook, Bombay Stock Exchange Training Institute Ltd. does not
guarantee that all questions in the examination will be from material covered herein.
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Introduction

To BSE's Certification on Securities Markets (BCSM)

EXAMINATION PLAN & CERTIFICATION
The passing of this examination shall entitle the candidate to receive BSE’s Certification on
Securities Markets (BCSM).

BTIL shall conduct a test of 100 marks consisting of 60 questions. The questions would be of

objective type having multiple choice. A quarter mark would be deducted for each wrong answer.

BCSM shall be awarded to only those candidates who obtain a minimum of 50% marks.

The candidates who secure less than 50% marks and willing to get BTIL’s Certificate for
successful completion of the program shall appear for the test conducted in the subsequent
batches of the same program by paying an examination fee as applicable per attempt. It shall be
the responsibility of such candidates to enquire about the subsequent programs and their test

dates.

The candidates securing less than 50% marks may be given patrticipation certificates.

OBJECTIVES OF THE TEST
To ensure that the candidates in stock market have adequate knowledge of the Stock Exchange

operations they are dealing in.

TARGET AUDIENCE

Stock Brokers, Sub-brokers, Mutual Funds, DPs and Investors.

DURATION & TIME

90 minutes

TEST SYLLABUS

Secondary Market, Trading Clearing and Settlement, Rolling Settlement, BOLT, Mutual Funds,
Tax Provisions, Dematerialization of Shares, Surveillance, Sensex and Other Indices, Futures
and Options, Inspection of Brokers' Books, Ethics and Code of Conduct of Brokers/Sub-brokers,
Primary Market, Book Building & IPOs, Listing, Investors' Grievances Redressal System available
with BSE, SEBI & CLB, Debt Market and Internet Trading
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Chapter 1
The Indian Securities Market

1.1. INTRODUCTION

The Indian securities market, considered one of the most promising emerging markets, is
one of the top eight markets of the world. The market comprises of equity, debt and
derivative segments and has a large investor base. The investor base comprises of
individuals, corporates and foreign institutional investors and has been rapidly rising

over the past decade after financial market deregulation and economic liberalization.

Bombay Stock Exchange Ltd., Mumbai, was established in 1875 as "The Native Share
and Stock Brokers Association" (voluntary non-profit organization), has evolved over the

years and is now one of premier exchange in the country.

BSE is the world's number 1 exchange in the world in terms of the number of listed
companies (over 4900). It is the world's 5th most active in terms of number of
transactions handled through its electronic trading system. And it is in the top ten of
global exchanges in terms of the market capitalization of its listed companies (as of
December 31, 2009). The companies listed on BSE command a total market
capitalization of USD Trillion 1.28 as of Feb, 2010.

BSE is the first exchange in India and the second in the world to obtain an ISO
9001:2000 certifications. It is also the first Exchange in the country and second in the
world to receive Information Security Management System Standard BS 7799-2-2002
certification for its BSE On-Line trading System (BOLT). Presently, it is ISO 27001:2005

certified, which is an ISO version of BS 7799 for Information Security.

The BSE Index, SENSEX, is India's first and most popular Stock Market benchmark
index. Exchange traded funds (ETF) on SENSEX, are listed on BSE and in Hong Kong.

Futures and options on the index are also traded at BSE.

At the end of March 2010, there were 4975 companies listed at BSE. The Spot
Market segment of BSE reported a trading volume of Rs 1378808.61 crore during
2009-10 with an Y-O-Y increase of 25.34% and at the end of March 2010, the BSE
Market Capitalization was Rs. 6164157.00 crore.

The debt markets in India comprise of markets for central government, state government
and corporate debt securities. Several reforms have taken place in the debt markets

as well in the past decade. Apart from modification of settlement systems, trading
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infrastructure and clearing mechanism has been created to make it easier for
participants to undertake transaction in efficient and transparent manner. This
segment has seen an increased activity in the stock exchanges over the past few

years.

At present, 24 stock exchanges operate are recognized in India. The stock exchanges
provide facilities for trading in securities. Securities markets provide a common platform
for transfer of funds from those who have them in excess to those in need of them.

Securities markets in India is regulated by SEBI.

1.2. COMPONENTS OF SECURITIES MARKETS
The major components of the securities markets are listed below:

e Securities: Shares, Bonds, Debentures, Derivatives, Mutual Fund Units

e Intermediaries: Brokers, Sub-brokers, Custodians, Share Transfer Agents,

Depository Participants, Credit Rating Agencies, Merchant Bankers

e Issuers of Securities: Companies, Bodies Corporate, Government, Financial

Institutions, Mutual Funds, Banks

e Investors in Securities: Individuals, Associations of Persons, Companies, Mutual

Funds, Financial Institutions, Foreign Institutional Investors

o Regulators: SEBI, RBI (to a certain extent), Department of Economic Affairs
(DEA), Department of Company Affairs (DCA)

Each component of the securities markets is discussed in later sections

1.2.1. SECURITIES

The Securities Contract (Regulation) Act, 1956 defines "Securities" to include shares,
scrips, stocks, bonds, debentures, debenture stock or other marketable securities of like
nature in or of any incorporated company or body corporate, derivative, units or any other
instrument issued by any collective investment scheme to the investors in such schemes,
government securities, or any other instruments so declared by the central government

to be securities, rights and interest in securities, and security receipt.

In any economy, there are investors who have surplus funds and seek returns by
investing these funds and there are issuers who need funds and who seek to provide a
profitable return on these funds to those investors. These issues of securities provide
initial fuel to the economy and to securities markets. Having issued securities, there are

other players who seek to buy these issued securities from the original holder and
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generate a higher return on them by seeking to sell them later at a higher price. This
demand generates a continuous need for a secondary market, which apart from price
discovery also creates a market place, provides liquidity to investors and issuers and

finally acts a barometer for the entire economy.

Investors and issuers are aided by various intermediaries in the market place who help

them find each other.
1.2.2. INTERMEDIARIES

Intermediaries provide various services to investors and issuers and have grown to
become among both powerful and knowledgeable due to substantial growth of
securities markets over the last century. A large variety and number of intermediaries
provide intermediation services in the Indian securities market. The major ones are listed

below in Table 1.

Table 1.1: Market Participants in Securities Market
Market Participants Number as on March 31
2007 2008

Securities Appellate Tribunal 1 1
Regulators* 4 4
Depositories 2 2
Stock Exchanges

With Equities Trading 21 19

With Debt Market Segment 2 2

With Derivative Trading 2 2
Brokers 9,443 9,487
Corporate Brokers 4,110 4,183
Sub-brokers 27,541 44,073
Flls 996 1,319
Portfolio Managers 158 205
Custodians 15 15
Primary Dealers 17 16
Merchant Bankers 152 155
Bankers to an Issue 47 50
Debenture Trustees 30 28
Underwriters 45 35
Venture Capital Funds 90 106
Foreign Venture Capital Investors 78 97
Mutual Funds 40 40
Collective Investment Schemes 0 0
* DCA, DEA, RBI & SEBI.

* As on 30 June, 2007 Source: SEBI Bulletin July 2007
1.2.3. ISSUERS OF SECURITIES

Every organization, whether it is a company, institution or a Government body needs

funds for various operations. Organizations issue securities in the primary market
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depending on their needs. The Securities market in India is an important source for
corporate and government. The corporate sector depends significantly on equity and
debt markets for meeting its funding requirements and equity has become the preferred

mode of financing for companies today.

During the year 2006-07 total funds raised through capital issues were Rs. 33,508 crore
approx. The share of the Public Sector was Rs. 1,779 crore and Private Sector Rs.

31,728 crore. The Most of the Fund Raising was done through Equity Financing.

Table 2 SECURITIES AND CAPITAL ISSUES DATA

Settlement Cycle T+2
Number of Listed Companies (BSE) 4,821
Number of Listed Sricps (BSE) 7,561
Ratio of Traded Sricps /Listed Sricps (BSE) 34.9%
Share of Top 5 Sricps to Total Turnover (BSE) 15.3%
Share of Top 10 Sricps to Total Turnover (BSE) 23.9%
Delivery/Turnover Ratio (BSE) 31.1%
Capital Issues (Rs. Cr.) 33,508
* Public Sector (Rs. Cr.) 1,779
* Private Sector (Rs. Cr.) 31,728
« GDRs/ADRs Floatation (US$ million) 3,776
Foreign Capital Inflows (net) (US $ billion) 46.2
External Commercial Borrowings (US$ million) 16,084
NRI Deposits (US$ million) 3,895
FDI (US $ million) 19,531
FIl Investments (US $ million net) 3,225
BSE Sensex (1979=100) March end 2007 13,072
PE Ratio 20.3
PB Ratio 5.1
Yield (% p.a.) 1.3

Sources: SEBI Bulletin 2007 (RBI Macroeconomic & Monetary Developments *First Quarter
Review 2007 - 08)

1.2.4. INVESTORS

Investors are those who have excess funds with them and want to employ it for returns.
Indian securities market has more than 10 million investors, comprising Individuals,
Association of Persons, Companies, Mutual funds, Financial Institutions, Foreign

Institutional Investors.

Foreign direct investment has more than doubled from US$ 7,722 million in 2005 - 06
to US$ 19,531 million in 2006-07. Portfolio Investment has increased from US$ 26,880
million in 2005 - 06 to US$ 32,025 million in 2006-07.
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Table 3: FOREIGN INVESTMENT INFLOWS
Year A. Direct B. Portfolio Investment Total (A+B)
Investment (US (US $ million) (US$
2005-06 7,722 26,880 34,602
2006-07 19,531 32,025 51,556

Source: RBI Macroeconomic & Monetary Developments *First Quarter Review 2007 — 08

1.2.5. MARKET REGULATORS

Securities market is regulated by following governing bodies:

Securities and Exchange Board of India (SEBI)
Department of Economic Affairs (DEA)
Department of Company Affairs (DCA)
Reserve Bank of India

Stock exchanges

Significant among the legislations for the securities market are the following:

The SEBI Act, 1992, which establishes SEBI to protect investors and development
and regulate securities market. All the powers under this act are exercised by
SEBI.

The Companies Act, 1956, which set out the code of conduct for the corporate
sector in relation to issue, allotment and transfer of securities, disclosures to be
made in public issues and non payment of dividend. Powers under this Act are
exercised by SEBI in case of listed public companies and public companies

proposing to get their securities listed.

The Securities Contract (Regulation) Act, 1956, which provide for regulation of
transaction in securities through control over stock exchanges. Most of the powers
under this act are exercised by Department of Economic Affairs (DEA), some are

concurrently exercised by DEA and SEBI and a few powers by SEBI.

The Depository Act, 1996, which provides for electronic maintenance and transfer
of ownership of dematerialized securities. SEBI administers the rules and

regulation under this Act.

The Securities and Exchange Board of India was established in 1988, as a government

department. The passing of the SEBI Act in 1992 made SEBI the apex regulator of the

Indian securities markets. It was established to regulate and develop the growth of the

capital market. SEBI regulates the working of stock exchanges and intermediaries

such as stock brokers and merchant bankers, accords approval for mutual funds, and
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registers Foreign Institutional Investors who wish to trade in Indian scrips. Section 11(1)
of the SEBI Act provides that it shall be the duty of the Board to protect the interests of
investors in securities and to promote the development of, and to regulate the securities

market, by such measures as it thinks fit.

SEBI regulates the business in stock exchanges and any other securities markets and
the working of collective investment schemes, including mutual funds, registered by it.
SEBI promotes investor's education and training of intermediaries of securities markets.
It prohibits fraudulent and unfair trade practices relating to securities markets, and
insider trading in securities, with the imposition of monetary penalties, on erring market
intermediaries. It also regulates substantial acquisition of shares and takeover of
companies and can call for information from, carry out inspection, conduct inquiries and
audits of the stock exchanges and intermediaries and self regulatory organizations in

the securities market.

SEBI has introduced various reforms including improved transparency, computerization,
enactments against insider trading, improved capital adequacy, imposed restrictions on
forward trading, and enacted provisions to encourage corporate membership in the

stock exchanges.

Stock exchanges have also laid down strict compliance measures covering detection of
irregular trading practices through sophisticated surveillance systems, margining,
trading volume controls and set up investor protection funds. Stock exchanges ensure

compliance of brokers on a continuous basis through inspection and other measures.
1.3. TYPES OF SECURITIES MARKETS

In the context of equity products, which this publication seeks to cover in depth, the
following markets could be defined:

e Primary Market

o Secondary Market

e Derivative Market
1.3.1. Primary Markets

Fresh issues of shares and other securities are effected though the Primary market. It
provides issuers opportunity to issue securities, to raise resources to meet their
requirements of business. Equity issues can be effected at face value or at
discount/premium. Issues at discounts are rare and almost unheard of. Issuers can
issue the securities in domestic market and/or international market through

ADR/GDR/ECB route. Resources raised from domestic as well as international markets
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by issuers have gone up significantly over the years. During 2006-07, a total of Rs. 33,508
crore was mobilized by the government and corporate sector from the primary market

through public issues.

Capital raised from the primary market through public, rights & follow-on offerings have
aggregated Rs. 33,508 crore during FY 2006-07, as compared to Rs. 27,382 crore during
the previous fiscal year. The number of issuances from the primary market in fact
reduced from 139 to 124 over the same period because of a larger per issue size.
During 2006-07, the regulator introduced a new product called a "Qualified Institutional
Placement ("QIP"). QIP enables a listed company to offer shares to qualified
institutional buyers through a private placement mechanism and is a landmark
introduction in the Indian Capital Markets. The banking/finance, construction, IT &

Telecom sectors dominated the primary market issuances during 2006 - 07.

Table: Capital Raised from the Primary Market

Year Total Category-wise Issuer-type
Month |Public Rights Listed IPOs

No.| Amount |[No. | Amount | No.| Amount [No.| Amount | No. | Amount

2004 - 05|60 | 28,256 |34 | 24,640 |26 | 3,616 |37 | 14,507 |23 | 13,749
2005-06|139| 27,382 | 1032]|23,294 |36 | 4,088 60 | 16,446 |79 | 10,936
2006 - 07 (124 | 33,508 |85 (29,796 (39 | 3,710 |47 | 5,002 77 | 28,504

Source: SEBI Bulletin July 2007

Table: Industry-wise Classification of Capital Raised

Industry 2005 - 06 2006 - 07
No. Amount (Rs. Crore) | No. | Amount (Rs. Crore)

Banking / FlIs 12 12,439 5 2,190
Cement & Construction | 11 1,020 13 | 2,747
Chemical 2 128 5 147
Electronics 2 54 9 480
Engineering 6 1,124 2 465
Entertainment 7 710 8 1,219
Finance 7 824 9 2,765

Food Processing 9 427 9 634

Health Care 10 651 2 208
Information Technology | 15 902 12 2,077
Paper& Pulp 4 182 1 15

Plastic 0 0 3 106

Power 6 2,164 1 30

Printing 1 43 2 121
Telecommunication 0 0 3 2,994
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Textile 13 771 15 1,064
Others 34 5,944 25 16,246
Total 139 27,382 124 | 33,508

Source: SEBI Bulletin 2007
1.3.2. SECONDARY MARKET

Investors can buy and sell securities in secondary market from/to other investors. The
securities are traded, cleared and settled through intermediaries as per prescribed
regulatory framework under the supervision of the Exchanges and oversight of SEBI.
The regulatory framework has prohibited trading of securities outside the exchanges.
There are 22 exchanges today recognized over a period of time to enable investors

across the length and breadth of the country to access the market.

The broad structure of the secondary market as on March 31, 2007 is presented

below:
Stock Exchanges 22
National Stock Exchanges 2
With Corporate Debt Market Segment 2
With Derivative Trading 2
With Clearing Corporation 2
Registered Members (brokers) 14,778
Registered Corporate Members 4,076
Registered Sub-Brokers 27,894
Registered Flls 996
Listed Companies 4,821
Market Capitalization of BSE Rs. 3,545,041 crore
Turnover on BSE during 2006 - 07 Rs. 956,185 crore

Source: SEBI Bulletin July 2007 (These relate to only equity segments of exchanges)

1.3.3. DERIVATIVES MARKET

Derivatives are contracts that are based on or derived from some underlying asset,

reference rate, or index.

Most common financial derivatives are: forwards, futures, options and swaps. Currently,

the Indian markets provide equity derivatives of the following types:

. Index Futures- 3 Indices
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. Stock Futures-187 Stocks
. Index Options- 3 Indices
. Stock Options -187 Stocks

Derivatives help to improve market efficiencies because risks can be isolated and sold to
those who are willing to accept them at the least cost. Using derivatives breaks risk into
pieces that can be managed independently. Corporations can keep the risks they are
most comfortable managing and transfer those they do not want to other companies that
are more willing to accept them. From a market-oriented perspective, derivatives offer

the free trading of financial risks.

Financial derivatives have changed the face of finance by creating new ways to
understand, measure, and manage financial risks. Ultimately, derivatives offer
organizations the opportunity to break financial risks into smaller components and then
to buy and sell those components to best meet specific risk-management objectives.
Moreover, under a market-oriented philosophy, derivatives allow for the free trading of
individual risk components, thereby improving market efficiency. Using financial
derivatives should be considered a part of any business's risk-management strategy to

ensure that value-enhancing investment opportunity can be pursued.
Derivatives include:

(@) A security derived from a debt instrument, share, loan whether secured or
unsecured, risk instrument or contract for differences or any other form of

security, and

(b) A contract which derives its value from the prices, or index of prices, or
underlying securities. The Act also made it clear that derivatives shall be legal
and valid only if such contracts are traded on a recognized stock exchange. The
Government also rescinded in March 2000 an old notification, which had banned
forward trading in securities in the 1960s.

1.4. EQUITY & DEBT MARKETS

Markets can also be broadly classified into:

e Equity Market
o Debt Market

Debt markets are currently classified by a large institutional presence, though attempts
are being made to attract retail investors. Debt markets trade in Government Securities,
Treasury Bills, Corporate Bonds and other debt instruments while Equity markets deal

mainly in equity shares and to a limited extent in preference shares and company
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debentures. Futures and Options in indices and equity shares are of a relatively recent

origin and form part of equity markets.
1.4.1. EQUITY MARKET

Publicly traded equities form a significant source of capital for firms, and equity markets
are a key part of the process of allocating capital among competing uses in our
economy. Through issuance of equities, companies enable a broad set of investors to
share in the risk and reward of economic activities. A company's value is often
measured by the price of its equity share. Equity offerings could take the form of shares,
ADRs, GDRs & QIPs. Equity shares are traded on the secondary market through cash &

derivative segments.
1.4.2. DEBT MARKET

The Indian debt markets play an important role in the capital formation process. It
comprises of two main segments, viz., the government securities market and the
corporate securities market, besides a small emerging market for interest rate
derivatives. The market for government securities is the most dominant part of the debt
market in terms of outstanding securities, market capitalization, trading volume and
number of participants. It sets benchmark for the rest of the market. Major investors in

Debt Market are shown in table Participants and Products in Debt Market.

There are two broad methods by which an Indian corporate can raise term debt from the
capital market. The first is the private placement market where the issuer invites a select
group of qualified institutional investors to subscribe to bonds/debentures issued: The
second method is a Public offer where securities are offered to the Public at large

including retail investors.

Table: Participants and Products in Debt Market

Issuer Instruments |Maturity |(Investors

RBI, Banks, Insurance Companies,
Central Dated 2-25

» Provident Funds, Mutual Funds, PDs,

Government Securities years o

Individuals, Flls
Central 91/364 RBI, Banks, Insurance Companies,
Govemment T-Bills days Provident Funds, PDs, Mutual Funds,

Individuiale Flle
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tat
State State 510 Banks, Insurance Companies, Loans
Devel t - ears
Government evelopmen y Provident Funds, Individuals
Loans
Issuer Instruments Maturity Investors
Bonds, Banks, Insurance Companies,
PSUs Structured 5-10 years Obligations Provident Funds,
Obligations Mutual Funds, Individuals,
Coarnorates. Flls
Corporate Bonds 1-12 years Corporates, Individuals,
Commercial 15 days to 1 Banks, Mutual Funds, Financial
Corporate, PDs o
Papers year Institutions, Corporates,
Certificates 3 months to o
Banks . Banks, Corporates, Individuals, Flls
of Deposits 1 year

Source: NSE website

The various segments in debt market in India are discussed below:

"The market for government securities comprises the securities issued by the
central government, state governments and state-sponsored entities. The
Central Government mobilizes funds mainly through issue of dated securities
and T-bills, while State Governments rely solely on State Development
Loans. The major investors in sovereign papers are banks, insurance
companies and financial institutions, which generally do so to meet statutory

requirements.

The Indian corporate sector relies, to a great extent, on raising capital
through debt issues, which comprise of bonds and CPs. Of late, most of the
bond issues are being placed through the private placement route. These
bonds are structured to suit the requirements of investors and the issuers,
and include a variety of tailor-made features with respect to interest
payments and redemption. Corporate bond market has seen a lot of
innovations, including securitized products, corporate bond strips, and a
variety of floating rate instruments with floors and caps. In the recent years,
there has been an increase in issuance of corporate bonds with embedded
put and call options. While some of these securities are traded on the stock
exchanges, the secondary market for corporate debt securities is yet to fully

develop.
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e Bonds issued by government-sponsored institutions like DFls, infrastructure-
related institutions and the PSUs, also constitute a major part of the debt
market. The preferred mode of raising capital by these institutions has been
private placement, barring an occasional public issue. Banks, financial
institutions and other corporates have been the major subscribers to these

issues.

¢ In addition to above, there is another segment, which comprises of short-term
paper issued by banks, mostly in the form of certificates of deposit (CDs). This

segment is, however, comparatively less dominant.

e The Indian debt market also has a large non-securitized, transactions-based
segment, where players are able to lend and borrow amongst themselves.
This segment comprises of call and notice money markets, inter-bank market
for term money, market for inter-corporate loans, and market for ready
forward deals (repos). Typically, short-term instruments are traded in this

segment.

e The market for interest rate derivatives like FRAs, IRSs is emerging to enable
banks, PDs and Flls to hedge interest rate risks.
1.5. EXCHANGE TRADED FUNDS:

An exchange-traded fund, or ETF, is a type of Investment Company whose investment
objective is to achieve the same return as a particular market index. An ETF is similar
to an index fund in that it will primarily invest in the securities of companies that are
included in a selected market index. An ETF will invest in either all of the securities or a
representative sample of the securities included in the index. For example, one type of
ETF, known as Spiders or SPDRs, invests in all of the stocks contained in the S&P 500

Composite Stock Price Index.

Exchange traded fund has qualities of an Index fund viz. Constructed to track the
Index, Open ended Mutual fund, Low Expense ratio, Low Turnover and also those of a
stock viz. Trading flexibility intraday on the exchange, Real time price. Units of
exchange traded fund can be bought and sold with cash through trading members on
respective stock exchange. The First ETF - SPDR (S&P 500 depository receipts) was
launched in the year 1993.

The role of stock exchange in case of launch of any ETF is Index Licensor. Some of the
ETF's traded on BSE SENSEX are SPICE, Kotak MF, etc. Value of one unit of exchange
traded fund SPICE (ETF on SENSEX) is typically 1/100th of SENSEX. SPICE was
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sponsored by Pru ICICIAMC Ltd. Value of one unit of exchange traded fund launched
by Kotak MF (ETF on SENSEX) is typically 1/100th of SENSEX.

1.6. EMERGING PATTERNS AND REGULATORY CHANGES
1.6.1. Implications of change in technology

More powerful and functional computers and newer telecommunications technologies
have facilitated the development of new trading venues for equities. These new venues
offer investors a wide range of alternatives for entering orders and executing trades.
Some of the new trading mechanisms also offer speedier executions or greater

anonymity, which are important to some type of investors.

At the BSE, a new initiative WebEXx allows investors to trade directly through the Internet.
The investor is required to quote a broker code, but the transaction is put through directly
through the Internet. Further, all investors (whether trading through the WebEx or
otherwise) have a facility to confirm their trades through the website: www.bseindia.com.
They can punch in their transaction details to know what time their trade was executed

and at what price.
1.6.2. Trading Cycle

Earlier, settlement was done at the end of the settlement period which varied from 14
days to 30 days, depending on the securities traded. The introduction of the rolling
settlement in 2001, led to the settlement being carried out in T+5 days, i.e., the 5th day
after the trade. This settlement time reduced to T+3 in 2002 and T+2 in 2003. This is in

accordance with international standards.
1.6.3. Demutualization

Stock exchanges were owned, controlled and managed by brokers. This led to a conflict
of interest over the settlement of disputes as self got precedence over regulations. The
regulators advised the stock exchanges for 51% representation by non-broker members.
In May 2007, 51% of the equity share capital of the BSE was placed with Indian

Corporates, non-broker members, private equity funds etc.
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Chapter 2:
Regulatory Framework

2.1. INTRODUCTION

The regulatory framework governing securities markets in India is broad and
comprehensive. The Parliament has enacted SCRA, SEBI Act and the Depositories Act.
SEBI has framed regulations under the SEBI Act and the Depositories Act for
registration and regulation of all market intermediaries, for prevention of unfair trade
practices, insider trading, etc. Under this framework, Government and SEBI issue
notifications, guidelines, and circulars, which need to be complied with, by market
participants. The self-regulatory organizations (SROs) like stock exchanges have also

laid down their rules of game
2.2. Role of the Regulators

The regulators ensure that the market participants behave in a desired manner so that
the securities market continue to be a major source of finance for Corporates and
government and the interest of investors are protected. The responsibility for regulating

the securities market is shared by:
e Department of Economic Affairs (DEA)
e Department of Company Affairs (DCA)
¢ Reserve Bank of India (RBI)
e Securities and Exchange Board of India (SEBI)
e Securities Appellate Tribunal (SAT)

Government has issued notifications providing that the contracts for sale and purchase
of government securities, gold-related securities, money market securities and securities
derived from these securities and ready forward contracts in debt securities shall be
regulated by RBI. Such contracts, if executed on stock exchanges, shall, however, be

regulated by SEBI in a manner that is consistent with the guidelines issued by RBI.

Most of the powers under the SCR (A) are exercisable by Department of Economic
Affairs (DEA), while a few others by SEBI. The powers of the DEA under the SCRA are
also con-currently exercised by SEBI. The powers in respect of the contracts for sale and
purchase of securities, gold-related securities, money market securities and securities
derived from these securities and ready forward contracts in debt securities are

exercised concurrently by RBI. The SEBI Act and the Depositories Act are mostly
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administered by SEBI. The powers under the Companies Act relating to issue and
transfer of securities and non-payment of dividend are administered by SEBI in case of
listed public companies and public companies proposing to get their securities listed.
The SROs ensure compliance with their own rules relevant for them under the
securities laws.

2.3. Key regulations governing the Indian Securities Market.

The key regulations currently governing Indian securities market are:

(@) The Securities Contracts Regulation Act, 1956, which provides for the
regulation of the transactions in securities through control over stock

exchanges;

(b) The Companies Act, 1956, which sets out the code of conduct for the corporate
sector in relation to issue, allotment and transfer of securities, and disclosures to

be made in public issues;

(c) The SEBI Act, 1992 which establishes SEBI to protect investors and develop

and regulate securities market; and

(d) The Depositories Act, 1996 which provides for electronic maintenance and transfer

of ownership of dematerialized securities.

(e) Prevention of Money Laundering Act, 2002 to prevent money-laundering and to
provide for confiscation of property derived from or involved in money-

laundering.

In addition to above there are key rules and regulations framed time to time by SEBI as

per the powers granted to it by the Government of India under SEBI act 1992.

2.3.1. Securities Contracts (Regulation) Act (SCRA), 1956

SCRA provides for direct and indirect control of virtually all aspects of securities trading
and the running of stock exchanges and aims to prevent undesirable transactions in
securities. It gives SEBI regulatory jurisdiction over:

(a) Stock exchanges through a process of recognition and continued supervision,

(b) Contracts in securities, and

(c) Listing of securities on stock exchanges.
As a condition of recognition, a stock exchange complies with conditions prescribed by
SEBI. Organized trading activity in securities takes place on a specified recognized stock

exchange. The stock exchanges determine their own listing regulations which have to
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conform to the minimum listing criteria set out in the Rules like 90% subscription is

necessary for listing.

According to section 2(h) of the Indian Contract Act, 1872, a contract is an agreement
enforceable by law. Therefore, there has to be an agreement to create a contract and
secondly, it has to satisfy certain requirements mentioned in section 10 of the Act, i.e., the
agreement has to be between parties competent to contract, with their free consent, for a
lawful object and with lawful consideration, and it should not have been declared as

void agreement.

The Securities Contracts (Regulation) Act, 1956 [SC(R)A1 was enacted to prevent
undesirable transactions in securities by regulating the business of dealing therein and
by providing for certain other matters connected therewith. This is the principal Act,

which governs the trading of securities in India.
Contract

Under