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CAPITAL MARKET                                                                                                                                                                            
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� Buy Back Of Shares 

� Random Walk Theory 

� Financial Services Providers                                                                    

(i) Merchant Bankers                                                                                     

(ii) Depositories                                                                                  

(iii)Credit Rating                                                                                      

� Venture Capital Financing                                                                         

� Borrowings                                                                                       

(i)Restrictive Covenants Placed by  Lender                                                   

(ii) Options With Reference to Debentures                                                           

(iii) Zero Coupon Bonds                                                                                    

(iv) Debt Securitizations                                                                           

� Refinancing  

CAPITAL market is that segment of financial market where long-term as well as 

medium-term financial assets are dealt with; in this market the funds can be 

invested as well as raised from medium/long-term time horizon. The term 

financial market refers to both capital market as well as money market. 

Stock Exchanges in IndiaStock Exchanges in IndiaStock Exchanges in IndiaStock Exchanges in India: There are 20 Stock Exchanges in India. BSE and NSE 

are the most prominent stock exchanges.                
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Q. No. 1: Q. No. 1: Q. No. 1: Q. No. 1: Distinguish between Money Market and Capital market. (Nov. 2004)  (Nov. 2004)  (Nov. 2004)  (Nov. 2004)  

Answer: Answer: Answer: Answer:  

Money Market  Capital Market 

MONEY market is that segment of 

financial market where short-term 

financial assets are dealt with; in this 

type of market where the funds can be 

raised as well invested from short-

term point of view. 

CAPITAL market is that segment of 

financial market where long-term as 

well as medium-term financial assets 

are dealt with; in this market the funds 

can be invested as well as raised from 

medium/long-term time horizon. 

The instruments of the money market 

are commercial papers, factoring, bills-

discounting, call money etc. 

The instruments of capital; market are 

shares, debentures and Loans. 

There are no segments of money 

market. 

There are two segments of capital 

market (i) Primary market (ii) 

Secondary market. 

RBI is the main regulator of this 

market. 

SEBI is the main regulator of this 

market. 

Q. No. 2: Q. No. 2: Q. No. 2: Q. No. 2: Write a note on SEBI    

Answer:Answer:Answer:Answer:    

Securities and Exchange Board of India (SEBI)Securities and Exchange Board of India (SEBI)Securities and Exchange Board of India (SEBI)Securities and Exchange Board of India (SEBI) is a board constituted by the 

Government of India in 1992 (under Securities and Exchange of India Act, 1992) 

with its head office in Mumbai. The Board regulates the capital market in India. 

Its main objects are (i) development of capital market in India and (ii) investor 

protection. 

Main FunctionsMain FunctionsMain FunctionsMain Functions    

 1. Regulating the business in stock exchanges and any other securities 

markets. 

 2. Registering and regulating the working of stock brokers, sub-brokers, 

share transfer agents, bankers to an issue, trustees of trust deeds, 

registrars to an issue, merchant bankers, underwriters, portfolio 

managers, investment advisers and such other intermediaries who may be 

associated with securities markets in any manner. 

 3. Registering and regulating the working of the Depository Participants 

(DPs), custodians of securities, FII, Credit Rating Agencies (CRAs) and 
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such other intermediaries as the Board may, by notification, specify in this 

behalf. 

 4. Registering and regulating the working of Venture Capital Fund (VCF) and 

collective investment schemes including Mutual Funds.  

 5. Promoting and regulating self-regulatory organizations (for example, 

association of Mutual Funds in India). 

 6. Prohibiting fraudulent and unfair trade practices relating to securities in 

markets. 

 7. Promoting investors education and training of intermediaries of securities 

markets.  

 8. Prohibiting insider trading in securities; regulating substantial acquisition 

of shares and takeover of companies. 

Q. �o. 3 : Write a note on Application Supported by Blocked Amount (ASBA). 

Answer                                                                                                                Answer                                                                                                                Answer                                                                                                                Answer                                                                                                                                                                                                

ASBA is a investor friendly scheme announced by SEBI. It    would be applicable to 

all public offerings having a book building process for price discovery.  

With this new process in place, the investors would not have to pay the money 

with the application for public offerings.. The amount would be retained in the 

investor’s bank account, and would be earmarked for the public issue  

application. It would be retained till the completion of entire allotment process. 

Only if shares are allotted to the investor, the amount would be paid to the 

company towards the allotted shares.. If there is no allotment, the amount would 

be simply released, and the investor would be able to utilize it immediately.  

� Initially the scheme was only for retail investors. Now it has been 

extended to the all investors. 

Investors applying using the ASBA form reap the following benefits 

� No loss of interest, since the application amount is not debited to the 

savings account on application.  

� The amount for which no shares have been allotted is available 

immediately on completion of allotment process. There is no need to 

wait for the refund amount.                                                                                                         

� Since the amount is available in the account, it is considered for 

calculation of the Average Quarterly Balance (AQB).                                                                               

Q. No. 4:  Q. No. 4:  Q. No. 4:  Q. No. 4:  Write a note on Book Building.         (Nov. 2003).         (Nov. 2003).         (Nov. 2003).         (Nov. 2003)                                                                                                                                                    

What is the procedure for the book building process? Explain the recent changes 

made in the allotment procedure.    (May, 2006)(May, 2006)(May, 2006)(May, 2006)    
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Answer:Answer:Answer:Answer:      Public issue of shares can be made in two ways:    

• Fixed price method, and 

• Book-building method.                                                                                                

Fixed price issues are issues in which the issuer fixes the issue prices of 

the shares offered to the public.  Prospectus is filed with the SEBI, stock 

exchanges and the registrar of companies. 

In case the issuer chooses to issue securities through the book building route 

then as per SEBI guidelines, an issuer company can issue securities in the 

following manner:  

a. 100% of the net offer to the public through the book building route.  

b. 75% of the net offer to the public through the book building process and 

25% through the fixed price portion. 

Book-building is a process used for discovery of demand at various prices and 

efficient price in public offers. The issuer set base price / a band within which 

the investor is allowed to bid for shares. For example, the price band may be 

Rs.100- Rs.120. It involves a mechanism where, during the period for which 

book building for the issue in open, bids are made by investors at various prices, 

which are above or equal to floor price (minimum price at which bid can be 

made) or which are based on a price band. The process helps the issuer to get 

better idea of investors’ perception about the public issue. The offer price is 

determined after the bid closing date.  

In this case the Red Herring Prospectus is filed with SEBI. It is a draft 

prospectus which is used in book built issues. It contains all disclosures except 

the price and is used for testing the market reaction to the proposed issue. 

The various bids received from the investors are recorded in a book, that is why 

the process is called as book building. The offer price is determined after the bid 

closing date. Investors bidding at a price below the cut-off price are not allotted 

the shares and their money is being refunded. So those investors who apply at a 

price higher than the cut-off price have a higher chance of getting the stock. 

Allotment is made through a proportionate allotment system.  

The allotment should be made as follows : 

 

(1) Qualified institutional Buyers (QIBs) – Maximum 50 % of net public offer.  5% 

of net public offer is reserved for the Mutual funds.  

(2) 35% (Minimum) of net offer to the retail investors . Retail individual investor’ 

means an investor who applies or bids for securities of or for a value of not more 

than Rs.1,00,000. 
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(3) 15% ( minimum) of net offer to the non-institutional investors including High 

Net Worth Individuals.     

 

Dutch AuctionDutch AuctionDutch AuctionDutch Auction: It is a price-discovery process in the public offerings of the 

shares. In this case, the issuer determines the minimum price (and not the price 

band). The potential investors enter their bids for the number of shares they 

want to purchase as well as the price they are willing to pay. Once all the bids 

are submitted, the allotted placement is assigned to the bidders from the highest 

bids down, until all of the allotted shares are assigned. All shares are allotted at 

the same final price, and excess demand results in a pro rata distribution of 

shares. 

 

French Auction:French Auction:French Auction:French Auction:    

It is a price-discovery process in the public offerings of the shares. All the 

features of the French auction are same as that of Dutch Auction except that the 

investors are allotted the shares at the price they have bid for and excess 

demand is managed on First come first serve basis.( Different allottees  pay 

different prices) 

Red Herring ProspectusRed Herring ProspectusRed Herring ProspectusRed Herring Prospectus    

A preliminary prospectus filed with the Securities and Exchange Commission in 

the United States in order to test the market's reaction to a proposed new issue 

of securities. In Indian scenario, Red Herring is a draft prospectus which is used 

in book built issues. It contains all disclosures except the price and is used for 

testing the market reaction to the proposed issue. (In case of unlisted companies, 

it must contain floor price or price band. Listed companies going for additional 

issues need not to mention the floor price/price band in the red herring 

prospectus. Such companies should declare the price band/floor price at least 

one day before the opening of bid.) 

    

Q. No. 5 :Q. No. 5 :Q. No. 5 :Q. No. 5 : Write a note on Greenshoe Option (GSO). (Nov. 2003, Nov. 2007)(Nov. 2003, Nov. 2007)(Nov. 2003, Nov. 2007)(Nov. 2003, Nov. 2007) 

 

AnswerAnswerAnswerAnswer:  

Greenshoe option means an option of issuing securities in excess of the 

securities included in public issue. SEBI allows inclusion of this option in the 

public issue of equity shares. 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. 

 

This option is used to operate a post-listing price stabilizing mechanism   i.e. the 

purpose of this option is to check the market price falling below the issue price. 

Under this option, the issuer company appoints a Stabilizing Agent (SA), who 

should be one of the issue management team. The SA is given a fixed fee for 

operating the Price Stability Mechanism (PSM) for a certain period (subject to 
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maximum of 30 days from the date of start of trading of the shares in the Stock 

exchange) The SA is also given an option of getting additional shares (maximum 

up to 15% of size of public issue) issued from the issuer company at the issue 

price, if the Price stabilization mechanization so warrants. (This option given to 

the SA is known as GSO). 

 

Under PSM, the SA borrows shares from the promoters or pre-issue 

shareholders (maximum up to 15 % of the size of the public issue). The issuer 

company issues the shares “offered as public offer as well the shares borrowed 

by the SA” in the form of public issue. The proceeds from the issue of the 

borrowed shares is kept in a separate bank account known as GSO Bank account.                    

 

If the market price of the shares (in the stock exchange) falls below the issue 

price during the stabilization period, the SA buys the shares from the market. 

The payment for these shares is made from the GSO Bank account. These shares 

are returned to the lenders of the shares. On expiry of the stabilization period, in 

case the SA does not buy shares to the extent of borrowed shares, the issuer 

company shall allot shares to the SA to the extent of shortfall. The amount of 

these shares, calculated on the basis of issue price, is transferred from GSO 

Bank account to company’s ordinary bank account. The SA transfers these 

shares to the lenders. 

 

The balance in the GSO Bank account, after meeting the fee and expenses of the 

SA, is transferred to the Investors protection fund account of the stock exchange 

in which the shares of the company are listed. (If any shortfall is there, that is 

met the issuer company as a part of share issue expenses.) If the shares are 

listed on more than one stock exchange, the surplus is divided equally among the 

Investor protection funds of all these stock exchanges. 

Q. No. 6: Q. No. 6: Q. No. 6: Q. No. 6: Write a note on Bombay Stock Exchange.                                                                                                                                                                                                                                                                                                                                                                                                                        

Answer:Answer:Answer:Answer:    

BSEBSEBSEBSE was established in 1875 as The Native Share and Stock Brokers Association 

It is the oldest one in Asia. It was formed as voluntary non-profit making 

Association of Persons (AOP). In August, 2005, it has been converted into a 

corporate entity. The Exchange's pivotal role in the development of the Indian 

capital market is widely recognized.  The Exchange has a nation-wide reach with 

a presence in 417 cities and towns of India.                                                                                 

TRADINTRADINTRADINTRADINGGGG 

The securities of companies which have signed Listing Agreement with the 

Exchange are traded at the Exchange as Listed Securities. 

The Exchange had switched over to a fully automated computerized mode of 

trading known as BOLT (BSE on Line Trading) System with effect from 14 March 
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1995. Through the BOLT system, the member-brokers now enter orders for 

purchase or sell of securities from Trader Work Stations installed in their offices. 

The member-brokers of the Exchange are now free to install their trading 

terminals at any place in the country. 

� This system is only order driven. 

 

Trading on the BOLT System is conducted from Monday to Friday ((9.00AM to 

3.30 PM).  

The securities traded on the Exchange have been classified into A, B1, B2, F, G 

and Z groups. A, B1, B2, and Z groups represent the Equity Segment. The F 

group represents the fixed income securities (Debentures). The Exchange has 

commenced trading in Govt. Securities for retail investors under G group. The Z 

group includes the companies which have failed to comply with the listing 

requirements of the Exchange.  

The Exchange has commenced trading in the Derivatives Segment with effect 

from 9 June 2000 to enable the investors to hedge their risks. Initially, the 

facility of trading in the Derivatives Segment was confined to Index Futures. 

Subsequently, the Exchange has introduced the Index Options and Options & 

Futures in select individual stocks. 

Sensex is the most index number of BSE. It measures the relative average 

change in prices of 30 shares listed in the Bombay Stock Exchange Ltd (BSE). 

Q. No.Q. No.Q. No.Q. No. 7.7.7.7. Write a note on NSE. 

Answer:Answer:Answer:Answer:  

The National Stock Exchange of India Limited has its origin in the report of the 

High Powered Study Group on Establishment of New Stock Exchanges, which 

recommended the promotion of a National Stock Exchange by financial 

institutions to provide access to investors from all across the country on an equal 

footing. Based on the recommendations, NSE was promoted by leading Financial 

Institutions and was incorporated in November 1992 as a company. On its 

recognition as a stock exchange under the Securities Contracts (Regulation) Act, 

1956 in April 1993, NSE commenced operations in the Wholesale Debt Market in 

June 1994. The Equities segment commenced operations in November 1994    and 

within a short span of 1 year became the largest exchange in India in terms of 

volumes transacted. The operations in Derivatives segment commenced in June 

2000. 

Trading Trading Trading Trading     

NSE introduced for the first time in India, fully automated screen-based trading. 

It uses a modern, fully computerized trading system designed to offer investors 

across the length and breadth of the country a safe and easy way to invest. The 

NSE trading system called National Exchange for Automated Trading (NEAT) is a 

fully auto-mated screen based trading system, which adopts the principle of an 
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order driven market. The trading in securities at the Exchange is conducted in an 

anonymous environment and the counterparty identity is not revealed. The 

buyers and sellers of securities do not know the names of each other. Trading on 

the NEAT System is conducted from Monday to Friday ((9.00 AM to 3.30 PM).  

 

At NSE, trades are settled on a T+2 basis, i.e., on the 2nd working day after the 

trading day. 

IndicesIndicesIndicesIndices    

S&P CNX Nifty is a well diversified 50 most liquid shares' index accounting for a 

large number of most important  sectors of the economy. The next rung of liquid 

securities after this is the CNX Nifty Junior.  Together both the  S&P CNX Nifty 

and the CNX Nifty Junior represent  the 100 most liquid stocks in India. The S&P 

CNX 500 is a broad-based benchmark of the Indian capital market. It represents 

about 94 per cent of total market capitalization. The other indices are for mid-

cap shares, CNX-IT, FMGC sector, banking sector, PSU sector, MNC sector, etc. 

Q .No. 8Q .No. 8Q .No. 8Q .No. 8: Explain the terms “order driven dealings” and “quote driven dealings” 

with reference to the financial markets. 

Answer:Answer:Answer:Answer:    

There are two types of dealings (a) Quote driven and (b) Order driven.  

 

Suppose a person enquires about the prices of a security, in the first case the 

market maker gives him bid as well ask rates. Now that person may decide 

whether he is interested in any transaction at the rates given.  

 

In case of the order driven dealings, the person (say X) interested in purchase or 

sale of the securities places his order and mentions his price. If some other 

counter party (say Y) has also placed an order which matches this order, the deal 

will be there otherwise there will be no deal.  

    

Q. No 9:Q. No 9:Q. No 9:Q. No 9: Write a note on Rolling settlement in Indian Stock exchanges.(Nov. .(Nov. .(Nov. .(Nov. 

2008)2008)2008)2008)    

Answer : Answer : Answer : Answer : Trading in all securities in equity segment of the Exchange takes place 

on Rolling Settlement basis (also called as compulsory Rolling Settlement).     

As per the SEBI’s mandate, the Exchanges have since introduced the settlements 

for all the securities on T+2 basis with effect from 1 April 2003. A T+2 

settlement cycle means that the final settlement of transactions done on T will 

take place on second business day after the trade day, The pay-in should be by 

11.00 AM while the pay-out takes place at 1.30 PM. The transactions are settled 

on net basis, i.e., buy and sell positions of a member-broker in the same scrip 
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are netted and the net quantity and value is required to be settled. Suppose on a 

particular day, 10,000 shares of X Ltd were sold on through a broker and 8,000 

of shares of X Ltd were purchased through that broker. The broker has to 

deliver only 2000 shares.   

Q. No.10.Q. No.10.Q. No.10.Q. No.10. Write a note on Circuit Filters with reference to the stock exchanges in 

India. 

Answer : Circuit filters (Also known as price bands): are applied to control the 

price movements, beyond prescribed limits, of individual shares on a trading day. 

Under circuit-filter mechanism, the share prices can move in a certain price band 

as decided by the stock exchanges. The different stock exchanges have 

prescribed different limits for different shares. There are three limits for 

different specified shares: 2%, 5% and 10%. Price band of 20% is on all 

remaining shares.    

This mechanism is not applicable on constituents of Sensex and Nifty. Suppose 

this limit is 10% for equity shares of A Ltd. At the close of the trading on 5th 

June. 2008, the price of the share on BSE was Rs.100. The Circuit filter or price 

band of the share on 6th June. 2008 on BSE would be 90 –110 i.e. this share 

cannot be traded below 90 or above 110 on BSE on 6th Nov. 2008. 

 

No price bands are applicable on: 

• On the shares on which the options and futures are traded 

• Which are included in the share indices on which options and futures are 

traded 
    

Q. No.11.Q. No.11.Q. No.11.Q. No.11. Write a note on Circuit Breakers with reference to the stock exchanges 

in India. 

Answer :Answer :Answer :Answer : With reference to the stock exchanges, the term circuit breaker refers 

to suspending the trading in the shares for some time when share-index spurts ( 

rises)  or plunges ( falls ) by more than a specified per cent during a trading day. 

In India, the Circuit breakers are applied, as per SEBI mandate, when Sensex or 

Nifty move up or down by more than certain percentages.  

 

 The SEBI mandate regarding circuit breakers : 

If the Sensex /Nifty moves up or down 

by 10 % on a trading day before : 

Suspension period for the trading 

1 PM 1 Hour 

Between 1 pm to 2.30 pm ½ hour 

2.30 pm onwards No suspension 

 

If the Sensex /Nifty moves up or down 

by 15 % on a trading day before : 

Suspension period for the trading 

1 PM 2 Hour 
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Between 1 pm to 2.00 pm 1 hour 

2.00 pm onwards Trading is suspended for rest of  day 

 

In case of a 20 percent movement of the index (at whatever time), trading 

is halted for the rest of the day. 

 

These percentages are calculated (rounded off to the nearest 25 points) on the 

basis of closing prices on the last trading day of the last calendar quarter.  

 

Q. No.12.Q. No.12.Q. No.12.Q. No.12.  Write short notes on (i) Bulk Deal and (ii) Block Deal with reference to 

Indian Stock Exchanges. 

Answer:Answer:Answer:Answer:    

Block DealBlock DealBlock DealBlock Deal::::  With reference to the stock exchanges in India, a trade, with a 

minimum quantity of 5,00,000 shares or minimum value of Rs.5 crores executed 

through a single transaction is referred as Block Deal. SEBI permits the stock 

exchanges to provide a separate trading window for this type of deals. BSE and 

NSE are operating this type of windows. 

 

 In this connection, the SEBI guidelines are as follows: 

1. The window shall remain operative from 9.00 AM to 9.35 AM                                    

( 35 Minutes) 

2. The orders may be placed in this window at a price not exceeding                    

+1% from the ruling market price/previous day closing price, as 

applicable.   

3. Every trade executed in this window must result in delivery and shall not 

be squared off or reversed. 

4. The stock exchanges shall disseminate the information on block deals to 

the general public on the same day, after the market hours.  

 

Bulk DealBulk DealBulk DealBulk Deal: With references to the stock exchanges in India, a deal is termed as a 

bulk deal where total quantity bought/sold for a client buy a broker on a single 

day is more than 0.5% of no. of equity shares of a company listed on the stock 

exchange. The brokers are required to report this type of deals (the name of the 

scrip, name of the client, quantity of shares bought/sold, traded price, etc) to the 

stock exchange. If there is a single transaction, it should be reported to the 

exchange immediately on the execution. If the limit of 0.50% is equaled or 

exceeded by a number of transactions, all such transactions should be reported 

to the stock exchange by 5.00 PM. 

Q. No.13.  Q. No.13.  Q. No.13.  Q. No.13.  Write a note on Share Market Indies with reference to BSE and NSE. 

Answer:                    Answer:                    Answer:                    Answer:                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                    

Index numberIndex numberIndex numberIndex number:  It is a statistical method of measuring change (as compared with 
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base year) over a period of timeTo understand the average change in prices i.e. 

to know about the trend in the share prices, we take the help of Index numbers.    

This concept was suggested by Dow Jones (Editor of the Wall Street Journal, 

USA) in 1900. Dow expressed that the general level and trend of the stock 

market can be understood with the help of index numbers/averages constructed 

on the basis of price movements of some important stocks. He believed that the 

behaviour of these index numbers/averages reflected the hopes and fears of the 

entire market.  

A stock market index is created by selecting a group of stocks that are 

representative of the whole market or a specified sector or segment of the market. 

An Index is calculated with reference to a base period and a base index value. 

 

IMPORTANT SHARE INDICES IN INDIA 

SENSEX - THE BAROMETER OF INDIAN CAPITAL MARKETS 

Sensex is an index number that measures the relative average change in prices 

of 30 shares1 listed in the Bombay Stock Exchange Ltd (BSE). The index is 

constructed and announced by the BSE at an interval of every 15 seconds during 

the trading session (The closing SENSEX on any trading day is computed taking 

the weighted average of all the trades on SENSEX constituents in the last 30 

minutes of trading session) 

Though the index number measures the ups and downs in the prices of only 

thirty shares listed in BSE, it is considered as the representative of Indian Stock 

market as its constituent stocks represent a sample of large, liquid, 

professionally managed and financially sound private as well as public sector 

companies from various sectors of the economy having a track record of fair 

dealings with their investors. It is calculated on a free-float market capitalization 

methodology. The base year of SENSEX is 1978-79 and the base value is 100.  

S&P CNX NiftyS&P CNX NiftyS&P CNX NiftyS&P CNX Nifty This index tracks the performance of equity shares of 50 

important companies listed on NSE. The companies have been selected from 22 

sectors of the economy.  The base of the index is the close of prices on 

November 3, 1995.  The base value of the index has been set at 1000. It is based 

on free float capitalization weighted index the methodology of index construction. 

Nifty stocks represent about 58.64% of the total market capitalization as on 

March 31, 2008.                                                                                                                       

Q.No.14 : Q.No.14 : Q.No.14 : Q.No.14 : How is a stock market index calculate? Indicate any two stock market 

indices.(May, 2010).(May, 2010).(May, 2010).(May, 2010)    

Answer                                                                                                                                                            

A share price Index is used to monitor and measure the share price movements 
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over a period of time as compared to the base year. Share market indexes (also 

called as indices) are meant to capture the overall behaviour of equity markets. A 

stock market index is created by selecting a group of stocks that are 

representative of the whole market or a specified sector   (for example – Pharma 

stocks or IT stocks or Banking stocks) or segment (for example - Large cap 

stocks, Mid cap stocks, small cap stocks) of the market. An Index is calculated 

with reference to a base period and a base index value.     

ExampleExampleExampleExample: A small number of shares are listed on a small stock exchange in a small 

country. Five shares, out of the listed shares, are considered to be the 

representative of the stock exchange. Using the date given below, calculate (a) 

simple index numbers, (b) market capitalisation based weighted index numbers and 

(c) free-float based weighted index numbers at the close of 31st Dec. 2006 and    

31st Dec, 2007 based on opening prices of 1st January, 2001 assuming base value to 

be 100. 

Equity shares of  Opening Share 

price 1st 

January,2001 

Closing share 

prices 31st  

Dec. 2006 

Closing share 

prices 31st 

Dec. 2007  

No. of shares 

Girdhari Ltd 210 315 360 10,000 

Banwari Ltd 300 400 450 20,000 

Bihari Ltd 410 600 660  5,000 

Murari Ltd   80 160 200 25,000 

Ras Bihari Ltd  50 80 100 50,000 

Total  1050 1555 1770  

Assume that 40% shares of Girdhari, 45% shares of Bnawari, 50% shares of Bihari, 

20% shares of Murari and 90% shares of Ras Bihari are free-float. 

Answer     :    Working notes.                                                                                              

Market capitalization Free float market capitalization 

Opening ‘01 Closing ‘06 Closing '07 Opening ‘01 Closing ‘06 Closing ‘07 

210 x 

10,000 

315 x 

10,000 

360 x 

10,000 

210 x 

10,000 x 

0.40 

315 x 

10,000 x 

0.40 

360 x 

10,000 x 

0.40 

300 x 

20,000 

400 x 

20,000 

450 x 

20,000 

300 x 

20,000 x 

0,45 

400 x 

20,000 x 

0.45 

450 x 

20,000 x 

0.45 

410 x 5,000 600 x 5,000 660 x 5,000 410 x 5,000 

x 0.50 

600 x 5,000 

x 0.50 

660 x 5,000 

x 0.50 

  80 x 

25,000 

160 x 

25,000 

200 x 

25,000  

  80 x 

25,000x .20 

160 x 

25,000x .20 

200 x 

25,000x .20  

 50 x 

50,000 

80 x 50,000 100 x 

50,000 

 50 x 

50,000x .90 

80 x 50,000 

x 0.90 

100 x 

50,000x .90 

14,650 22,150 25,900 7,215 10,760 12,640 
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 Simple Index 

Date Value  Index  

1.1.2001 1,050 100 

31.12.06 1,555 (1,555 / 1,050) x 100 = 148.09 

31.12.07 1,770 (1,770 / 1,050) x 100 = 168.57 

Example  Dow Jones Industrial Average (USA) 

 

  Market capitalization Based Index 

Date Value  Index  

1.1.2001 14,650 100 

31.12.06 22,150 ( 22,150 / 14,650) x 100 = 151.19 

31.12.07 25,900 ( 25,900 / 14,650) x 100 = 176.79 

Examples of the method : Some index numbers of NSE, for example : 

S&P CNX Nifty 
 

 Free Float  Market capitalization Based Index 

Date Value  Index  

1.1.2001  7,215 100 

31.12.06 10,760 (10,760 / 7,215) x 100 = 149.13 

31.12.07 12,640 (12,640 / 7,215) x 100 = 175.19 

Examples of the method : All index numbers of BSE, for example : 

Sensex  

 

Sensex and Nifty are two important share indices in India.  

 

Sensex is an index number that measures the relative average change in prices 

of 30 shares listed in the Bombay Stock Exchange Ltd (BSE). The index is 

constructed and announced by the BSE at an interval of every 15 seconds during 

the trading session. (The closing SENSEX on any trading day is computed taking 

the weighted average of all the trades on SENSEX constituents in the last 30 

minutes of trading session). Though the index number measures the ups and 

downs in the prices of only thirty shares listed in BSE, it is considered as the 

representative of Indian Stock market as its constituent stocks represent a 

sample of large, liquid, professionally managed and financially sound private as 

well as public sector companies from various sectors of the economy having a 

track record of fair dealings with their investors. It is calculated on a free-float 

market capitalization methodology. The base year of SENSEX is 1978-79 and the 

base value is 100.  

Nifty tracks the performance of equity share of 50 important companies listed on 

NSE. The companies have been selected from 22 sectors of the economy.  The base 

of the index is the close of prices on November 3, 1995.  The base value of the 

index has been set at 1000. It is based on free float capitalization weighted index the 

methodology of index construction.     
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        Q. No.15:  Q. No.15:  Q. No.15:  Q. No.15:  Write a note on Stock Lending and Borrowing Scheme (SLBS).    (Nov. (Nov. (Nov. (Nov. 

2020202004) 04) 04) 04) Stock Lending Scheme – Its meaning, advantages and risk involved.(May, (May, (May, (May, 

2005) 2005) 2005) 2005)     

Answer Answer Answer Answer :     SLBS is a scheme formulated by SEBI, came into effect from the 6 

February, 1997. The objects of the scheme are: 

 (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 imbalances in supply and demand in stock market. 

The scheme permits the lending of the securities, through SEBI registered 

intermediary, to a borrower under an agreement for a specified period                          

(maximum period is 12 months) with the condition that the borrower will return 

the securities at the end of the specified period. (Under the scheme, borrower 

cannot discharge his liabilities of returning the securities through cash or kind.) 

All the benefits like bonus shares, dividend, etc., will be accruing to the lender.             

The Central Board of Direct Taxes (CBDT) has clarified that lending securities, 

under this scheme, does not constitute transfer and hence, it does not attract tax 

under Income-tax Act, 1961. 

Advantages of Stock Lending Scheme : 

To the lender : (i) The lender can maximize the return on his portfolio as he 

gets the lending charges.(ii) No safe keeping fees 

To the Borrower : (i) Avoidance of settlement failure  (ii) Profit through short 

Sales 

To the Capital market : (i) improvement of liquidity as the securities which 

otherwise would have been inactive are traded in the market (ii) Avoidance of 

settlement (iii) reduced market volatility. 

To the intermediary:  (i) Source of extra income.                                                                            

 

Q. No. 16Q. No. 16Q. No. 16Q. No. 16: : : : Explain the term Insider ‘Trading’ and why it is punishable. (Nov. . (Nov. . (Nov. . (Nov. 

2004)                    2004)                    2004)                    2004)                                                                        

Answer Answer Answer Answer                                                                                                                                            

Insider tradingInsider tradingInsider tradingInsider trading is the trading of a security of a company (e.g., shares) by an 

insider, a person who knows information that is not accessible to the public. It is 

abuse of the confidential information by the persons who are insiders and are in 

possession of such information and as such is unethical, immoral, breach of 

fiduciary position of trust and confidence. 

An example of insider trading may be that a Chief Executive Officer, knowing 

that his company is going to be taken over which is expected to bring upward 

movement in share prices, purchases shares of his own company (before this 

piece of information is known to the stock exchange).  
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SEBI (Prohibition of Insider Trading) Regulations, 1992 (the "Insider Trading    

Regulations") have been framed to prevent prohibit and penalize insider trading 

in India. The Insider Trading Regulations prohibit an "insider"2 from dealing, 

either on their own behalf or on behalf of any other person, in the securities of a 

company listed on any stock exchange when in possession of unpublished price 

sensitive information. The insider is prohibited from communicating, directly or 

indirectly, any unpublished price sensitive information or giving investment 

advice about relevant securities to any other person. 

The Insider Regulations provide a model code for this purpose. The model code 

provides that All Directors/Officers/Designated Employees shall obtain prior 

approval of the Compliance Officer in the prescribed form while entering into the            

deals of securities of the company where the trade exceeds above a minimum 

threshold limit (to be decided by the company).                                                                

Q. No. 17Q. No. 17Q. No. 17Q. No. 17::::. Explain the term ‘Offer for sale’   (May, 2005)(May, 2005)(May, 2005)(May, 2005)                                                    

Answer:  Answer:  Answer:  Answer:      

The term ‘offer for sale’ is used in two references: 

(A) (A) (A) (A) An offer of securities by existing shareholder(s) of a company to the public 

for subscription, through an offer document. In this way the company facilitates 

one or more existing shareholder(s) to dispose off its/their holding through an 

offer for sale. This term is quite popular in India these days as the Central 

Government has offered its holdings in Public Sector Undertakings (For example, 

Maruti Udyog Ltd, now Maruit Suzki Ltd, IPCL, GAIL, ONGC, CMC) to the public 

mainly through this method (The offer is referred as Offer for sale by the 

President of India). The offer document is prepared by the company and it has to 

be submitted to SEBI before the offer is made.  

 (B) (B) (B) (B) Offer for sale is the most common way of making a new issue of shares by 

the companies in USA and European countries. Under this method, the sponsors 

of the issue (usually an Investment Bank or a group of Investment banks) 

purchase the shares from the issuer and offer them for sale to the investors 

through an offer document, stating the terms of issue and opening and closing 

dates for receiving the applications. The sponsors offer shares to the public by 

inviting subscriptions from investors by either of the two methods : 

(a). Offer for sale by fixed price - the sponsor fixes the price prior to the offer. 

(b). Offer for sale by tender - investors state the price they are willing to pay. 

The issue price is established by the sponsors after receiving all the bids.  

    

                                                 
2
 Directors, officers and other designated employees 
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Q. No.18Q. No.18Q. No.18Q. No.18: : : : Write short note on Margin Money.    (May, 1996)(May, 1996)(May, 1996)(May, 1996)                                                    

Answer:                                                                                                                      Answer:                                                                                                                      Answer:                                                                                                                      Answer:                                                                                                                                          

Margin money is an advance payment of a portion of the value of a transaction. It 

is referred as good faith deposit (i.e. payment of this money indicates that the 

party paying this has good intention of honouring the transaction which it is 

entering with the other party). The term is used in various references: 

(i) When a company approaches the financial institutions and banks for project 

financing, they prescribe the condition that the company/ promoters should 

invest a part of cost of the project. This is called as margin money. 

(ii)  When a company approaches the banks for working capital financing, they 

prescribe the condition that the company should provide a part funds required for 

working capital. This is called as margin money. 

(iii) When we enter an agreement of buying some asset/ services on a future 

date, we deposit some money in advance. This is called as initial deposit or 

margin money. 

This term is used in Indian stock exchanges in three contexts:  

I) Futures contracts:I) Futures contracts:I) Futures contracts:I) Futures contracts: For entering into a futures contract (either on individual 

shares or on Index), one has to pay initial margin to the stock exchange                      

(through the broker). The amount of the initial margin is calculated on the basis 

of riskiness of the underlying asset (i.e. share or index). Besides, these contracts 

are marked to the market at the end of the each working day i.e. gains, if any, 

are given to the party entering the contract and losses, if any. are recovered 

from that party ( in both situations payments and recoveries are made through 

the broker ) 

    II) Option contracts:II) Option contracts:II) Option contracts:II) Option contracts: In this case the option writer has to deposit margin money 

with the stock broker. 

(III) Margin trading:(III) Margin trading:(III) Margin trading:(III) Margin trading:  

Margin trading is the trading witch is supported by the borrowing facility of 

funds and securities. While trading with the borrowed resources, investors are 

required to deposit a part of value of the transaction with the broker, this part 

value of the transaction is called margin money and the phenomenon is called 

as margin trading.  

 

The margin trading enables a client to purchase/sell more (than permitted by his 

resources) and thus increases his profit if the prices move on the expected lines. 

SEBI has permitted margin trading in India with effect from 1st April, 2004. Only 
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corporate brokers with a net worth of at least 3.00 crores have been allowed to 

offer margin trading facilities to their clients.                                                                             

 

Margin requirements: Margin requirements: Margin requirements: Margin requirements: The minimum initial margin to be paid ( in cash ) by the 

client for this  purpose shall be 50% of the transaction value. Besides, the client 

shall also be required maintain ‘maintenance margin’ with the broker. The 

maintenance margin has been prescribed by SEBI as 40%. It means that at no 

point of time the use of the borrowed funds should exceed 60% of the market 

value of the securities. 

 

Suppose, a person purchased shares of Rs.100 by paying initial margin of 50%. 

Date  Market  

price 

Investment 

of the 

investor  

Investment 

of the 

broker  

Additional margin 

money  brought by  

investor 

10th May, 20x7 Rs.100 50 50 ------- 

12th May 20x7 Rs.90 40 50 -------- 

13th May, 20x7 Rs.80 30 50  Rs.2 

  32 48  

14th May,20x7  Rs.65 17 48 Rs.9 

  26 39  

15th May, 20X7 Rs.60 21 39 Rs.3 

  24 36  

 

The broker may liquidate the deal if the client fails to meet the margin call (by 

the day following the day on which the margin call has been made) made by the 

broker or if the cheque deposited by him is dishonored.  

    

Q. 19Q. 19Q. 19Q. 19    :  Write a note on Online trading:  Write a note on Online trading:  Write a note on Online trading:  Write a note on Online trading   

AnswerAnswerAnswerAnswer: The term refers to buying/selling securities via the Internet. For this 

purpose: 

� the investor has to combine (i) Broker (ii) Bank account (iii) Demat 

account.  

� The customer logs on the broker’s site on the internet, authorize the 

broker to debit his bank account (if the investor wants to purchase) or his 

demat account (if the investor wants to sell).  

� The customer now places the order which is transferred by the broker’s 

system, after various verifications, to the Stock Exchange. The Stock 

exchange informs the customer, through the broker’s system, about 

execution of the order. If the order cannot be executed up to the closing 

time of the stock exchange on that particular day, the order is treated as 

cancelled. 

� In case, the order was to purchase the securities, the broker withdraws 

money from the customer‘s account ( If the order is executed).  
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� In case, the order was to sell the securities, the broker withdraws the 

securities  from the customer‘s demat account ( If the order is executed).  

�  In case, the order was to purchase the securities, on settlements the 

broker credits the securities to the customer’s demat account. In case, 

the order was to sell the securities, on settlements the broker credits the 

net sale proceeds to the customer’s bank account.  

� The statement of the transactions with all details including the certificate 

of payment of securities transaction tax is sent by the broker’s system to 

the customer/investor via email. 

 

Advantages of Online Trading: 

(i) Transparency: There is complete transparency regarding the 

transactions. The investor knows the rate and time at which the 

transaction was made. 

(ii) The investor gets the best Price. 

(iii) No settlement risk  

(iv) Hassle free paperless trading – no cheque issued or received, no 

delivery of securities certificates. 

(v) Liquidity : immediately credit of accounts on settlement. 

 

Q. No. Q. No. Q. No. Q. No. 20202020: Explain the terms ESOS and ESPS with reference to SEBI guidelines 

for the Employees Stock Option Plans. (Nov. 2004Nov. 2004Nov. 2004Nov. 2004) 

AnswerAnswerAnswerAnswer:                                                                                                                                                                                                                                                                                                                                                                                                                                    

EMPLOYEE STOCK OPTIONS PLANS                                                                           

ESOPs are used as a way by the companies to reward the management and the 

employees and link their interests with those of the company and other 

shareholders. Many companies use employee stock options plans to compensate, 

retain, and attract employees. These plans are contracts between a company and 

its employees that give employees the right to buy a specific number of the 

company’s shares at a fixed price within a certain period of time. Employees who 

are granted stock options hope to profit by exercising their options. Here’s an 

example of an employee stock option plan: an employee is granted the option to 

purchase 1,000 shares of the company’s stock at the price of Rs.20 per share. 

The Plan allows the employee to exercise his options after 3 years3  provided 

the employee continues in service of the company. Exercise period is 2 years4.  

                                                 
3
 Here the vesting period is three years. Vesting means getting the right to exercise the option. In 

this example, the employee gets the right of exercising the option after three years from the date 

of the grant of the option provided he continues in the employment of the company. 

 
4
 Suppose the option is granted on 1.1.2003. The employee gets the right of exercising the option 

on 1.1.2006. He may exercise the option up to 1.1.2008 i.e. on or after 1.1.2006 and up to 

1.1.2008, he may apply to the company to issue him 1000 shares against the payment of Rs. 20 

per share. If the exercise period lapses the vested option lapses and no right shall accrue to the 
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Suppose after three years the price of the stock increases to Rs.100 per share, 

for example, the employee may exercise his option and buy 1000 shares @ Rs.20 

per share. 

 EMPLOYEE STOCK PURCHASE PLANS 

Employee Stock Purchase Plan (ESPP) means a plan under which the company 

offers shares to employees as part of a public issue.    Such plans are designed to 

promote employee stock ownership broadly within the firm. Many companies 

such plans to compensate, retain, and attract employees.  

  

SEBI GuidelinesSEBI GuidelinesSEBI GuidelinesSEBI Guidelines    

� The ESPP should be approved by the shareholders by a special resolution 

which should specify the price of the shares and also the number of 

shares to be offered to each employee. The number of shares offered may 

be different for different categories of employees.  

 

� Companies have full freedom to price the shares under an ESPP at any 

level. 

 

� Shares issued under an ESPP shall be locked in for a period of one year. 

However if the ESPP is part of a public issue and the shares are issued to 

employees at the same price as in the public issue, the shares shall not be 

subject to any lock-in. 

 

� The details of the shares issued under the ESPP and the terms and 

conditions thereof shall be disclosed in the Directors’ report or in an 

annexure thereto. 

 

SEBI Guidelines : 

(I )The ESOP shall be approved by the shareholders by a special resolution. The 

resolution shall contain terms and conditions of the Plan.  

 (II) Lock-in period, vesting and exercise of options 

(i) There should be a minimum period of one year between the grant of options 

and vesting. 

(ii) There should be a maximum period of eight years between the grant of 

options and vesting. 

(iii) Employee options must be exercised within a maximum period of five years 

from the date of vesting. 

                                                                                                                                                 
employee thereafter. The employee may exercise all the options vested in him in one stroke or 

choose to exercise a number of options within the exercise period. 

 

Upon vesting, the employee gets an unfettered right to apply for the issue of shares ( except only 

when the employment is being terminated for some misconduct) 
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(iv) Shares issued in exercise of options shall not be subject to any lock-in 

period. 

(III) Options are not be transferable. 

(IV) Board of Directors shall disclose either in the Directors Report or in the 

annexure to the Director’s Report, the details of the operation of the ESOP. 

(V) the Board of Directors shall at each AGM place before the members a 

certificate from the auditors of the company that the scheme has been 

implemented in accordance with SEBI guidelines and in accordance with the 

resolution of the company in general meeting. 

Q. No. 2Q. No. 2Q. No. 2Q. No. 21111: : : : Write short note on Random Walk theory.    (Nov. 1996)                          (Nov. 1996)                          (Nov. 1996)                          (Nov. 1996)                              

Answer:                                                                                                            Answer:                                                                                                            Answer:                                                                                                            Answer:                                                                                                            

Random walk theory is stock market theory that states that the past movement 

or direction of the price of a stock or overall stock market cannot be used to 

predict its future movement. The theory asserts that stock market's price 

movement will not follow any pattern or trends and that the past price 

movements cannot be used to predict future price movement, in other words 

whatever has come before is meaningless for predicting what is ahead. As per 

this theory, market prices follow a random path up and down, i.e., the chance of a 

stock's future price going up is the same as it is for going down, in short run, 

making it impossible to predict with any accuracy which direction the market will 

move at any point of time.    

A random walk considers a walker who is drunk, he starts somewhere, it is 

not possible to predict the direction or size of his successive steps, he may even  

pause for random amount of time. The pattern of steps he has taken cannot be 

used to estimate his further steps. Hence, no strategy can be formed to beat the 

market (to make abnormal gains using some analysis of past or so) at least in 

short run. 

QQQQ....22222222:  :  :  :  Write a note on Buy-Back of shares by companies. ( May.2003). ( May.2003). ( May.2003). ( May.2003)    

Briefly explain ‘Buy Back of securities’ and give the management objectives of 

Buying Back the Securities.        ( Nov. 2004)( Nov. 2004)( Nov. 2004)( Nov. 2004)    

Answer Answer Answer Answer :  

Buy-back of shares means a company buying back its own shares. It is a 

company sponsored initiative and has several positive benefits. 

In India, buy-back of equity shares is governed by the Companies Act, 1956. In 

case of listed companies, it is regulated by SEBI's Guidelines 1998. In case of 

unlisted companies, the buy- back is regulated by the rules framed by the 

Central Government. Buy-back is allowed, subject to provision in the Articles, 
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out of free reserves or share premium or the proceeds of any shares or other 

specified securities. 

There are five major objectives of the management of buying back of equity 

shares: 

 (a) Preventing hostile takeovers  

 (b) Returning surplus cash to shareholders 

 (c) Increasing the value of share 

 (d) To increase the share price when it is low for unwarranted reasons  

 (e) To achieve/maintain optimum capital structure. 

Listed CompanyListed CompanyListed CompanyListed Company    

A listed company may buy-back of its equity shares by any one of the following 

methods: 

 (a) From the existing shareholders on a proportionate basis through the 

tender offer (tender offer means an offer by a company to buy-back its 

equity shares through a letter of offer to the holders of the equity shares 

of the company). 

 (b) From the open market through, (i) Book building process, (ii) Stock 

exchange,  (c) From odd-lot holders 

A company cannot buy-back its shares from any person through negotiated deal 

or private arrangement. 

Unlisted CompanyUnlisted CompanyUnlisted CompanyUnlisted Company    

An unlisted company can buy-back its equity shares by either of the following 

two methods: 

 (i) From the existing shareholders on proportionate basis through private 

offer. 

 (ii) By purchasing shares issued under stock option scheme to the employees.  

The company should prepare a letter of offer. Before sending it to the 

shareholders, a copy should be sent to the Registrar of Companies. The offer 

should remain offer for not less than 15 days and not more than 30 days. After 

the buy-back is complete, a return should be filed with the Registrar and the 

bought back shares should be extinguished. 

QQQQ. No.23. No.23. No.23. No.23. . . . Write a note on Merchant Bankers.                                                              

Answer :Answer :Answer :Answer : A Merchant banker is a person who is engaged in the business of issue 

management (management of issue of securities) either by making arrangement 

regarding selling, buying or subscribing to securities or acting as manager, 
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consultant, adviser or rendering corporate advisory service in relation to such 

issue management. 

To act as a merchant banker in India, one has to get registered with SEBI. 

Only a body corporate other than NBFC is eligible to get registration as merchant 

banker. The SEBI grants registrations for four categories of merchant bankers: 

 (i) Category ICategory ICategory ICategory I : to carry on the activity of issue management and to act as 

advisor, consultant, manager, underwriter, portfolio manger.         

 (ii) Category IICategory IICategory IICategory II : to act as advisor, consultant, co-manager, underwriter, 

portfolio manager. 

 (iii) Category IIICategory IIICategory IIICategory III : to act as underwriter, advisor or consultant to an issue. 

 (iv) Category IVCategory IVCategory IVCategory IV : to act only as advisor or consultant to an issue. 

(For acting as underwriter or as portfolio manager separate registration with 

SEBI is required.) 

The minimum net worth for acting as merchant banker is Rs.5.00 Crores. 

An application should be submitted to the SEBI in Form A. SEBI considers the 

application and on being satisfied issue the certificate of registration in Form B. 

While granting the certificate, the SEBI considers the infrastructure (office, 

equipments, etc.) and professional knowledge and experience of the persons 

(including employees). SEBI issues the certificate only if satisfied that issuance 

of such certificate in the interest of Investor protection. The applicant has to 

deposit fees of Rs. 10.00 lakh within 15 days of getting the information regarding 

the grant of the registration. The certificate is valid for three years from the date 

of the issue. Before the expiry of three months (of this three months period), the 

merchant banker may apply for renewal. On being satisfied, SEBI may renew the 

registration for further three years. Fees of Rs.5.00 lakh should be paid within 15 

days of getting the renewal. In case the renewal is not granted, the merchant 

banker not carry any activity as merchant banker from date of expiry of validity 

period. 

Q. No. 24Q. No. 24Q. No. 24Q. No. 24: : : : Explain the role of merchant bankers in Public issues.    (May, 2003)(May, 2003)(May, 2003)(May, 2003)                                                   

Answer:  :  :  :  Merchant bankers play the vital role in the success of any public issue. 

They ensure (I) the investors’ protection (ii) that all legal provisions and 

regulations are being followed, and (iii) smooth completion of the issue    

  Their functions include  

• Advising the Corporate regarding capital structure, size of the issue, timings 

of the issue and price at which the securities should be issued. 

• Appointing various intermediaries such as bankers, registrar and underwriters 

to the issue and coordinating their activities  

• To draft various documents including prospectus (or Red Herring Prospectus, 

in case of Book-Building) , submit them with SEBI and the Registrar of the 

companies and obtaining the permission of the public issue 
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•  Arranging the underwriting of the securities 

• Marketing of public issue 

• Offering the securities to the public 

• Ensuring smooth completion of the issue 

• Determination of final issue price ( in case of Book Building) 

• To allot the shares, to issue allotment letters and refund the excess amount 

paid by the applicants. 

• Getting the shares listed on the stock exchanges 

• Exercise of Greenshoe option                                                   

Q. No.25Q. No.25Q. No.25Q. No.25:  :  :  :  Write a note about the functions of the merchant bankers.(May, 2005)(May, 2005)(May, 2005)(May, 2005)                                                   

Answer:                                                                                                  Answer:                                                                                                  Answer:                                                                                                  Answer:                                                                                                  

Merchant Banker has been defined under the Securities & Exchange  Board of 

India (Merchant Bankers) Rules,  1992  as "any person who is engaged in the 

business of issue  management either by making arrangements regarding selling, 

buying or subscribing to securities as manager, consultant, advisor or rendering 

corporate advisory service in relation to such issue management".                                                            

(i) issue management – public as well right issues – equity as well debt             

(a) advisory services – timing, size & composition and pricing of issue 

(b) preparation of offer documents with due care & diligence and  

compliance of legal formalities                                                                     

(c) offering the securities to the public/ shareholders                                    

(d) underwriting of the securities                                                         

(e) ensuring smooth completion of the issue                                                  

(f) Post issue services – allotment, exercise of Greenshoe option 

(ii) Management of buy back of shares – Buy back is used by cash rich 

companies to (i) increase the value of shares (ii) avoid hostile takeover 

(iii) delisting the shares (iv) optimization of the capital structure.                                                       

(a)Compliance of the provisions of Company Law and SEBI regulations   

(b)Smooth completion of the buy back  

(iii) Loan syndication 

(a) negotiation with loan provides like banks, financial institutions 

            (b) preparation of information memorandum 

(c) presentation of information memorandum 

(d) negotiating the terms 

            (e)      smooth completion of transaction  

(iv) Private placement of equity as well debt  

(a) preparation of Information Memorandum 

(b) legal compliances – particularly in case of listed companies 

(c) placement of the securities to high net worth individuals, 

financial institutions and other buyers like Private equity            

(v) Amalgamations and Absorptions  

• Advisory services 
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• Valuation of both the companies for deciding the swap ratio 

• Legal compliances – meetings of share holders, filing 

petition with High court  

• Liaison with stock exchange(s) for listing of the securities 

issued as purchase consideration and delisting of the shares 

of the amalgamated company 

• Ensuring completion deal 

(vi) Takeover and acquisition : 

• Advisory services 

• Valuation of both the companies for deciding the swap ratio 

• SEBI compliances – meetings of share holders, filing petition with High 

court  

• Liaison with stock exchange(s) for listing of the securities issued as      

purchase consideration 

• Ensuring completion deal 

(vii) Research and develop opinions on securities, markets, and economies 

(viii) Management of  investment portfolios – cash rich companies place their 

surplus cash with the investment banks for investing in various 

securities for obtaining appropriate return and maintaining the risk at 

affordable levels. 

(ix) Trading in the securities.  

(x) Securitization Debt.  

Q. No. 26Q. No. 26Q. No. 26Q. No. 26    : : : : Write a short note on Advantages of a depository system.                          

(Nov,2001)                                                                                                                   (Nov,2001)                                                                                                                   (Nov,2001)                                                                                                                   (Nov,2001)                                                                                                                   

Explain briefly the advantages of holding securities in ‘Demat’ form rather than in 

Physical form.    ( Nov. 2006)( Nov. 2006)( Nov. 2006)( Nov. 2006)    (May 2010)(May 2010)(May 2010)(May 2010)    

Answer: Answer: Answer: Answer: Under depository system, the securities (shares, debentures, bonds, 

government securities, units of mutual funds, etc.) of the investors are held in 

electronic form. It is a process by which an investor surrenders the share 

certificates which are returned to the Company or Registrars and subsequently 

destroyed. An equivalent number of shares are credited (electronically) to the 

investor’s account with the Depository.  Whilst in the Company’s records, 

NSDL/CDSL will be the Registered Holder of the dematerialized shares, the 

Investor continues to be the Beneficial Owner and consequently, all corporate 

benefits like Dividend, Rights, Bonus, etc. will be issued to the shareholders 

holding shares in electronic form.                                                            

 Advantages of depository system: 

For the Capital Market: For the Capital Market: For the Capital Market: For the Capital Market:     

The following are the advantages of depository system. All these advantages (i) 

provide liquidity in the capital market (ii) increase the volumes and (iii) help in 

the development of the capital market. 
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(i) Shares can be lent under Securities Lending Scheme.  

(ii) Bad deliveries are eliminated.  

(iii) It leads to faster settlement cycle 

(iv) The system solves the problem of odd lots. 

(v) Quick settlements 

(vi) Reduction in transaction cost, lower rate of brokerage. 

(vii) Bonus shares, stock split, stock consolidation, change in the name of 

the issuer, effects of amalgamation, etc., are immediately accounted 

for without any action/instruction of the investor. 

(viii) Shares issued under public offer or right offer are automatically and 

immediately credited to the account of the depositor. 

For the InvestorsFor the InvestorsFor the InvestorsFor the Investors: (Advantages of holding the securities in ‘Demat’ form) 

(i) Safe custody of investment certificates. 

(ii) Immediate transfer on purchase as well as sale. Faster realization of 

sale proceeds 

(iii)  Dematerialized securities can be easily hypothecated for getting loan 

against such securities. Nomination facility is provided under this 

system. 

(iv) The holding of investments can be verified on internet, the depository also 

provides transaction statements periodically. Enquiries can also be 

made on telephones. 

(v)  Bonus shares, stock split, stock consolidation, change in the name of the 

issuer, effects of amalgamation, etc., are immediately accounted for 

without any action/instruction of the investor. 

(vi) Shares issued under public offer or right offer are automatically and 

immediately credited to the account of the depositor. 

(vii) Change of address (for all securities) will be recorded just in one stroke. 

(viii) Different types of securities like shares, debentures, Government 

securities, bonds, Units of Mutual Funds can be held in only one 

account. 

(ix) If the investor is not to sell/transfer the securities in near future, he can 

instruct the depository to freeze the account to enhance the safety. 

(x) No stamp duty on transfer of shares. 

(xi) Reduced record keeping. It eliminates handling of huge volumes of 

paper work involved in filling in transfer deeds and lodging the transfer 

documents & Share Certificates with the Company.  

(xii) Elimination of risks associated with physical form of certificates like bad 

delivery, fake securities, loss, theft, mutilation etc.  

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 26

(xiii) Reduction in transaction cost, lower rate of brokerage, No 

courier/postal charges  

(xiv) Shares can be lent under Securities Lending Scheme. 

For the issuers of the securities: 

(i) Eliminates the threatening problem of fake securities 

(ii) Reduction in costs of maintaining the shareholders record. 

(iii) Reduction in the cost of transfer of shares. 

(iv) Reduction in the cost of Right shares, Bonus shares, public issue, share 

split and share consolidation. 

(v) Large volume of transactions in the stock market. This increases the image 

of the company. 

Q. No. 27Q. No. 27Q. No. 27Q. No. 27: : : : What is credit rating?                ( May, 2006)( May, 2006)( May, 2006)( May, 2006)    

Briefly explain the meaning and importance of ‘Credit Rating’. (May, 2002). (May, 2002). (May, 2002). (May, 2002)    

Write a short note on credit rating in India.(Nov. 2003)Nov. 2003)Nov. 2003)Nov. 2003)                                            

Answer Answer Answer Answer  

Credit rating is, essentially, the opinion of the credit rating agency on the 

relative ability of the issuer of a debt instrument to meet the debt service 

obligations (about that particular debt) as and when they arise. This opinion is 

given on the basis of past performance and all available information (audited 

financial statements, audit reports, information from management, banks and FIs, 

industry trends and management capabilities). The rating is for a particular 

instrument and not for the company as a whole, two debt instruments issued by 

one issuer may have different ratings. 

Credit rating is an opinion expressed by an independent professional 

organization, after making detailed study of all relevant factors. Such opinion is 

of great assistance to the investors as it helps them in taking investment 

decisions. It  also helps the issuer in determining the price and interest rate of 

the debt instrument under consideration. There are three important credit rating 

agencies in India : 

 (i) Credit Rating Information Services of India Limited (CRISIL). 

 (ii) Investment Information and Credit Rating Agency of India (ICRA). 

 (iii) Credit Analysis & Research Limited (CARE). 
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Credit rating is expressed in the form of symbols, this helps in their easy 

understanding. (For example: CRISIL’s AAA expresses a long-term debt's 

highest safety and timely payment of principal and interest.) Plus symbol is used 

to indicate finer distinctions within a rating category. 

 

A rating is an opinion given at a particular point of time. As the time passes, 

many things change affecting the debt servicing capacity, the change may 

upgrade or downgrade the rating. 

 

A rating is neither an investment advice nor it is a recommendation to buy or 

sell the security that has been rated by the credit agency. A credit rating is not a 

guarantee against future losses. 

Q. No. 28Q. No. 28Q. No. 28Q. No. 28        Write a note on Limitations of credit rating. ( Nov. 2009)Write a note on Limitations of credit rating. ( Nov. 2009)Write a note on Limitations of credit rating. ( Nov. 2009)Write a note on Limitations of credit rating. ( Nov. 2009)    

(i) Ratings are only an opinion about credit risk, these are not 

recommendations to buy, sell, or deal in the rated instruments. 

(ii) Ratings do not evaluate the reasonableness of the issue price, 

possibilities for capital gains etc. 

(iii) Ratings they do not reflect the investment risks arising out of changes 

in market conditions, like recession. 

(iv) Ratings depends on (i) Audited accounts and, (ii) other  information 

supplied by the issuer company,  In case, there is some thing wrong 

with the audited accounts or other information, the rating may be 

misleading. 

(v) Ratings depend upon the expertise of the raters. If these people lack 

the expertise, the rating may not be dependable. 

(vi) Rating agencies have failed to predict future problems. 

(vii) Ratings heavily rely on past numerical data and standard ratios. Past 

data may not reflect the future prospectus of the company. 

(viii) A rating once issued by an agency does not remain valid for the 

          entire life of the security. 

Q . No. 29Q . No. 29Q . No. 29Q . No. 29: : : : Write short note on Venture Capital Financing.   ( May, 1999).   ( May, 1999).   ( May, 1999).   ( May, 1999)    

Answer:Answer:Answer:Answer:    

Venture Capital is the capital contribution in high risk projects with high reward 

expectations. It is either in the form of equity or combination of equity and debt, 

generally through equity alone. This type of capital is provided by risk-oriented 

people to such (generally) first generation entrepreneurs who have vision, but do 

not have funds.   

There are four types of VC investing :  
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(i)   Equity investment : Equity is the most important component of venture 

capital financing. The venture capital financier expects a very high rate of return. 

This can come only in the form of capital gains on equity investments. The 

founders of the business also prefer it because the business is not obligated to 

repay the money. (ii) Convertible Cumulative preference shares : The venture 

capitalist like it for following two reasons: (i) In future, whenever the company ( 

which has been financed by VC) will pay equity dividend, it has to pay the 

arrears of preference dividend (ii) On conversion of these preference shares into 

equity shares, they expect huge amount of capital gain. 

(iii) Structured Debt : In this case, debt is so structured that interest at very low 

rate is paid in earlier years, at average rate before the business reaches take off 

stage and at very high rate when business takes off. Venture capitalist does 

suffer loss of interest. The company ( which has been financed by VC) is freed 

from paying high amount of interest in its earlier years. 

(iv) Subordinated Debt :  It is  semi-secured investment in the company ranking 

below the secured lenders. In case the company (which has been financed by 

VC) goes into liquidation, such debt is repaid only after paying other secured 

creditors. This type of debt does not impair the borrowing capability of the 

company.  

Q. No. 30:Q. No. 30:Q. No. 30:Q. No. 30:        Write short note on Restrictive covenants placed by a lender on a 

borrower in cases of term lending for projects.                                                (Nov. 2001)(Nov. 2001)(Nov. 2001)(Nov. 2001)    

Answer:Answer:Answer:Answer: 

To safe guard their interests, the lenders generally put some restrictions on the 

borrowers to monitor the progress of the project from implementation until  the 

loan is repaid along with interest. Such restrictions are referred as restrictive 

covenants with reference to the project financing. The restrictive covenants can 

be divided into two parts : (i) Positive restrictive Covenants and (ii) Negative 

restrictive covenants. 

    

Positive restrictive covenants :Positive restrictive covenants :Positive restrictive covenants :Positive restrictive covenants :    

(a) Supplying relevant information to the lenders : The borrowers are required to 

supply, to the lenders, the relevant information regarding implementation and the 

progress of the project.  

(b) Guidance and control : Sometimes, the lenders reserve the right of appointing 

one or more persons as  members of the Board of Directors for guidance and 

Control purposes. 

(c) Convertibility covenants : The lender may keep the option of getting their 

loan ( either partly or fully ) amount  converted into equity shares of the 

borrower  at the predetermined rate/ predetermined method of calculating the 

rate.  
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(d) Policy Covenants : The borrowers may be required to follow certain policies 

and conditions which are ultimately going to benefit the borrowers – like 

maintaining lower debt equity ratio, minimum current ratio .     

Negative Negative Negative Negative restrictive covenants :restrictive covenants :restrictive covenants :restrictive covenants :    

(a) Assets related restrictive covenants – The borrower may be required to 

maintain net assets i.e. in case of cost overrun or losses the promoters may be 

expected to bring additional equity funds. The borrower may not be allowed to 

sell certain assets ( particularly fixes assets ) without prior permission of the 

lender.  

 (b) Liability related restrictive covenants – The borrowers rights regarding 

raising further loans may be restricted or may be subject to the permission of the 

original lender. The borrower is not allowed to create other charges on the 

assets. There may be restrictions regarding redemption of loans &  preference 

shares and buy back of equity shares. 

(c) Cash flow related restrictive covenants : The most important covenant in this 

category is restriction on dividends, for example the borrower may put a ceiling 

on pay out ratio. The other covenants may be related to restrictions on capital 

expenditure, directors’ remuneration etc. 

(d) Risk related restrictive covenants : The borrower may put under the 

restriction of not taking such decisions and actions which may prove very risky 

for the project.  

Q. No. 31Q. No. 31Q. No. 31Q. No. 31    Write a short note on call option and put option with references to 

debentures.    (Nov. 1997)(Nov. 1997)(Nov. 1997)(Nov. 1997)    

Answer:               Answer:               Answer:               Answer:                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                   

Call option:Call option:Call option:Call option: It is the option with the issuer of the bonds. This option provides the 

issuer to call back (i.e. to redeem) the bonds before their maturity as per the 

terms of the call option. For example, the issuer issues the bonds with 7 years 

maturity. The terms of the issue provides that the issuer has the right (not the 

obligation) to call back the bonds at any time after 3 years of the date of issue at 

a premium of 10% of the face value.               

Put option:Put option:Put option:Put option: It is an option written by the issuer of the bond in favour of the buyer 

of the bond. Under this option, the buyer may get the bonds redeemed before the 

maturity as per the terms of the put option. For example, a company issues 10% 

Bonds with 10 years maturity. The bonds contain put option under which the 

Bonder may get the bonds redeemed at any time after three years at a discount 

of 5% if redeemed after 3 years but up to 5th year, at a discount of 3% if 

redeemed after 5 years but up to  8th year and at a discount of 1% if after that.    
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Q. No. 32Q. No. 32Q. No. 32Q. No. 32:  :  :  :  Write as note on Zero Coupon Bonds.                                                 

Answer :Answer :Answer :Answer : 

Zero coupon bonds are bonds that do not pay interest during the life of the 

bonds. Instead, investors buy zero coupon bonds at deep discount to their face 

value, which is the amount a bond will be worth when it matures or comes due. 

When a zero coupon bond matures, the investor will receive one lump sum equal 

to the initial investment plus interest that has accrued. The maturity dates on 

zero coupon bonds are usually long term. These maturity dates allow an investor 

for a long range planning, say for paying child's education. Zero coupon bonds 

issued by private sector corporate carry a potentially higher degree of risk, 

depending on the financial strength of the issuer and longer maturity period, but 

they also provide an opportunity to achieve a higher return. 

    

Q. No. 33Q. No. 33Q. No. 33Q. No. 33....Write a note on Debt Securitization. (May 2001, 2004, 2005 &                   . (May 2001, 2004, 2005 &                   . (May 2001, 2004, 2005 &                   . (May 2001, 2004, 2005 &                   

Nov. 2005, June 2009)Nov. 2005, June 2009)Nov. 2005, June 2009)Nov. 2005, June 2009)(May 2010)(May 2010)(May 2010)(May 2010)    

    

AnswerAnswerAnswerAnswer    

It is a process under which non-marketable assets such as mortgages, 

automobiles leases and credit card receivables (such assets are referred as 

commercial / consumer credits) are converted into marketable securities that can 

be traded among the investors. Under this process, the consumer / commercial 

credits (which are assets for financing companies providing credit) are sold to a 

specially formed separate entity called as Special Purpose Vehicle or trust. The 

Special purpose vehicle (SPV)  / Trust issues securities (promissory notes or 

other debt instruments) to the investors based on inflows of these assets. The 

inflows from the assets (i.e. commercial / consumer credits) are collected in a 

separate bank account ( known as Escrow account). The investors who have 

invested in promissory notes or other debt instruments (issued by the SPV or 

Trust) are first to be paid from this account. 

 

The securities issued by the SPV / Trust are rated independently by the credit 

rating agencies i.e. credit rating of these securities is based on cash flow pattern 

of the underlying assets ( consumer / commercial credits ).  

 

Instruments of debt securitization : 

(i) Pass Through certificates:    In the pass through structure, investors (those who 

have invested in the securities issued by the SPV) are serviced as and when the 

cash is actually generated by the underlying assets. Even prepayments are 

passed on to the investors.  

(ii) Pay Through certificates : A pay-through security is a general obligation of 

the issuer secured on a pool of mortgages. The investors (those who have 

invested in the securities issued by the SPV) are serviced on fixed dates. The  

surplus cash generated from the underlying assets are invested for short terms. 
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QQQQ. No.34. No.34. No.34. No.34: : : : What is refinancing ? Briefly explain indicating at least two institutions 

which offer such refinancing.    (Nov. 2006) (Nov. 2006) (Nov. 2006) (Nov. 2006)     

Answer: Answer: Answer: Answer:     Refinancing is a system of borrowing by a bank or other financial 

intermediary from apex institutions on the strength of loans/finance provided by 

it to its customers. It is termed as whole-sale financing. Under this system, the 

bank/financial intermediary provide loan to the ultimate users and gets the 

amount reimbursed from the re-finance providing organization. For example, 

State Bank of India discounts the Bill Receivable of a customer, say Rs1m; it can 

get the bill rediscounted with Discount and Finance House of India. Suppose SBI 

charged the customer the discount of 15% p.a. and the Discount and Finance 

House Ltd charged SBI the discount of 12%, the difference between the two 

rates is the profit for SBI for taking the risk. Thus, for instance, IDBI, SIDBI and 

NABARD provide refinance to a host of banks and institutions vis-à-vis the loans 

made by the latter to ultimate borrowers.  
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