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ADR


ADR : American Depositary Receipt 


Note: All the blue coloured words are linked to web-pages


An American Depositary Receipt (or ADR) represents ownership in the shares of 
a foreign company trading on US financial markets. The stock of many non-US 
companies trades on US exchanges through the use of ADRs. ADRs enable US investors 
to buy shares in foreign companies without undertaking cross-border transactions. 
ADRs carry prices in US dollars, pay dividends in US dollars, and can be traded like 
the shares of US-based companies. 


Each ADR is issued by a US depositary bank and can represent a fraction of a share, 
a single share, or multiple shares of foreign stock. An owner of an ADR has the right 
to obtain the foreign stock it represents, but US investors usually find it more 
convenient simply to own the ADR. The price of an ADR is often close to the price of 
the foreign stock in its home market, adjusted for the ratio of ADRs to foreign 
company shares. 


Depository banks have numerous responsibilities to an ADR holder and to the non-
US company the ADR represents. The first ADR was introduced by JPMorgan in 1927, 
for the British retailer Selfridges&Co. The largest depositary bank is the Bank of New 
York Mellon. 


Individual shares of a foreign corporation represented by an ADR are called 
American Depositary Shares (ADS). 


Types of ADR programs 


When a company establishes an American Depositary Receipt program, it must decide 
what exactly it wants out of the program and how much they are willing to commit. For 
this reason, there are different types of programs that a company can choose. 


 Unsponsored shares 


Unsponsored shares are ADRs that trade on the over-the-counter (OTC) market. 
These shares have no regulatory reporting requirements and are issued in accordance 
with market demand. The foreign company has no formal agreement with a custodian 
bank and shares are often issued by more than one depositary. Each depositary 
handles only the shares it has issued. 


Due to the hassle of unsponsored shares and hidden fees, they are rarely issued 
today. However, there are still some companies with outstanding unsponsored programs. 
In addition, there are companies that set up a sponsored program and require 
unsponsored shareholders to turn in their shares for the new sponsored. 
Often, unsponsored will be exchanged for Level I depositary receipts. 


 Level I 
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Level 1 depositary receipts are the lowest sponsored shares that can be issued. When 
a company issues sponsored shares, it has one designated depositary acting as its 
transfer agent. 


A majority of American depositary receipt programs currently trading are issued through 
a Level 1 program. This is the most convenient way for a foreign company to have its 
shares trade in the United States . 


Level 1 shares can only be traded on the OTC market and the company has 
minimal reporting requirements with the U.S. Securities and Exchange Commission 
(SEC). The company is not required to issue quarterly or annual reports. It may still do 
so, but at its own discretion. If a company chooses to issue reports, it is not required 
to follow US generally accepted accounting principles (GAAP) standards and the report 
may show money denominations in foreign currency. 


Companies with shares trading under a Level 1 program may decide to upgrade their 
share to a Level 2 or Level 3 program for better exposure in the U.S. markets. 


 Level II (listed) 


Level 2 depositary receipt programs are more complicated for a foreign company. When 
a foreign company wants to set up a Level 2 program, it must file a registration 
statement with the SEC and is under SEC regulation. In addition, the company is required 
to file a Form 20-F annually. Form 20-F is the basic equivalent of an annual report (Form 
10-K) for a U.S. company. In their filings, the company is required to follow 
GAAP standards. 


The advantage that the company has by upgrading their program to Level 2 is that 
the shares can be listed on a U.S. stock exchange. These exchanges include the New 
York Stock Exchange (NYSE), NASDAQ, and the American Stock Exchange (AMEX). 


While listed on these exchanges, the company must meet the exchange’s 
listing requirements. If it fails to do so, it will be delisted and forced to downgrade its 
ADR program. 


Level III (offering) 


A Level 3 depositary receipt program is the highest level a foreign company can 
have. Because of this distinction, the company is required to adhere to stricter rules that 
are similar to those followed by U.S. companies. 


Setting up a Level 3 program means that the foreign company is not only taking some of 
its shares from its home market and depositing them to be traded in the U.S. ; it is 
actually issuing shares to raise capital. In accordance with this offering, the company 
is required to file a Form F-1, which is the format for an Offering Prospectus for the 
shares. They also must file a Form 20-F annually and must adhere to GAAP standards. 
In addition, any material information given to shareholders in the home market, must be 
filed with the SEC through Form 8K. 
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Foreign companies with Level 3 programs will often issue materials that are 
more informative and are more accommodating to their U.S. shareholders because they 
rely on them for capital. Overall, foreign companies with a Level 3 program set up are 
the easiest on which to find information. 


Restricted programs 


Foreign companies that want their stock to be limited to being traded by only 
certain individuals may set up a restricted program. There are two SEC rules that allow 
this type of issuance of shares in the U.S. : Rule 144-A and Regulation S. ADR 
programs operating under one of these 2 rules make up approximately 30% of all 
issued ADRs. 


 144-A 


Some foreign companies will set up an ADR program under SEC Rule 144(a). 
This provision makes the issuance of shares a private placement. Shares of 
companies registered under Rule 144-A are restricted stock and may only be issued to 
or traded by Qualified Institutional Buyers (QIBs). 


No regular shareholders will have anything to do with these shares and most are 
held exclusively through the Depository Trust & Clearing Corporation, so the public 
often has very little information on these companies. 


144-A shares may be issued alongside of a Level 1 program. 


 Regulation S 


The other way to restrict the trading of depositary shares is to issue them under the terms 
of SEC Regulation S. This regulation means that the shares are not and will not 
be registered with any United States securities regulation authority..... 


Regulation S shares cannot be held or traded by any “U.S. Person” as defined by 
SEC Regulation S rules. The shares are registered and issued to offshore, non-
US residents. 


Regulation S shares can be merged into a Level 1 program after the restriction period 
has expired. 


_______________________________________________________________________--
________________ 


Global Depository Receipt 


From Wikipedia, the free encyclopedia 


A Global Depository Receipt or Global Depositary Receipt (GDR) is a 
certificate issued by a depository bank, which purchases shares of foreign companies 
and deposits it on the account. GDRs represent ownership of an underlying number 
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of shares. 


Global Depository Receipts facilitate trade of shares, and are commonly used to invest 
in companies from developing or emerging markets - especially Russia . 


Prices of GDRs are often close to values of related shares, but they are traded and 
settled independently of the underlying share. 


Several international banks issue GDRs, such as JPMorgan Chase, Citigroup, 
Deutsche Bank, Bank of New York. They trade on the International Order Book (IOB) of 
the London Stock Exchange. 


_____________________________________________________________________________________- 
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Investment Basics India – Beginner’s Guide to the Stock Market


 Beginner’s Guide to the Stock Market


Note:- All the blue coloured words are the  links to web-pages in internet
 
Before investing, it is always wise to learn the Basics of Stock Market. We have compiled 
articles and tutorials on the Share Market Basics. Also included here explanation of Stock 
Market Terms and jargon used by people involved in trading stocks and shares. Whether it 
is Bombay Stock Exchange (BSE), National Stock Exchange (NSE), London Stock 
Exchange (LSE) or New York Stock Exchange (NYSE), trading terms or more or less similar


INVESTING IN STOCKS 
 
Many of us would like to try our luck in the Stock markets. Yes, Why Not ? Trading 
stocks is one of the most lucrative methods of making money. 
 
Here's Why :  
 
1. You do not need a lot of money to start making money, unlike buying property and paying 
a monthly mortgage.


2. It requires very minimal time to trade - unlike building a conventional business. 3.. It’s 
‘fast’ cash and allows for quick liquidation (You can convert it to cash easily, unlike selling 
a property or a business).  
 
4. It’s easy to learn how to profit from the stock market.  
 
But You need to have your basics clear. Unless you do….you will be wasting your time and 
loosing money. You need to be crystal clear of each and every aspect of Investments, 
stock options, Stock Trading, Company, Shares, Dividend & Types of Shares, Debentures, 
Securities, Mutual Funds, IPO, Futures & Options, What does the Share Market consist 
of? Exchanges, Indices, SEBI , Analysis of Stocks – How to check on what to buy?, Trading 
Terms (Limit Order, Stop Loss, Put, Call, Booking Profit & Loss, Short & Long), Trading Options 


file:///F|/Indianinvestmentbasics.htm (1 of 83) [12/21/2009 8:21:04 PM]



http://www.sharemarketbasics.com/Terms/index.php

http://www.sharemarketbasics.com/Terms/index.php

http://www.sharemarketbasics.com/DIFFERENT-KIND-INVESTMENTS.htm

http://www.sharemarketbasics.com/what-is-a-share.htm

http://www.sharemarketbasics.com/Mutual-Funds/index.html

http://www.sharemarketbasics.com/IPO-Initial-Public-Offering.htm

http://www.sharemarketbasics.com/Stock-Market-Terms/index.php

http://www.sharemarketbasics.com/Stock-Market-Terms/index.php





Investment Basics India – Beginner’s Guide to the Stock Market


– Brokerage Houses  etc. 


Invest Safely through Systematic Investment Plans


SIP is provided by Mutual Funds to ensure that the investment goal is reached, and thus 
to compensate for a potential deficit if the systematic investment plan is interrupted due 
to premature death. It is a service option that allows investors to buy mutual fund shares on 
a regular schedule, usually through bank account deductions. Th nomenclature of this mode 
of investment can be different with some mutual fund houses; for example Reliance Mutual 
Fund calls it Recurring Investment Plan


Please be clear that a systematic investment plan is not a tool that helps improve your 
investment returns. 


The primary objective of a SIP is to enable investors to clearly define an investment goal, 
and then to help them reach it through systematic investment in select equity-oriented 
mutual fund schemes that have a track record of consistent good performance.Most of the 
mutual funds offer this facility. The real value lies in the portfolio of the fund. Almost all 
schemes have the facility of steady investment plan. 


Systematic investment adds value through rupee cost averaging and the power of 
compounding. The NAVs (net asset value) of these funds can vary widely, but, through rupee 
cost averaging, an SIP can make this volatility work for you. Many investors tend to think 
that monthly income plan and systematic investment plan are one and the same. The 
minimum monthly investment for a systematic investment plan is Rs 1,000. If you are in the 30-
40 year age group, you should probably keep to an allocation of 30-40 per cent to 
equity investments. It is managed by a team of investment professionals and other service 
providers with advantages of professionals management, portfolio diversification, reducing 
risk, reduction of trading cost, convience and flexibility liquidity, access to information. 


In simple words Systematic investment plan, is a simple, time-honored strategy 
designed to help investors accumulate wealth in a systematic manner over the long-
term. Systematic Investment Plan is the most effective way of investing in market especially in 
a volatile market. SIP is a way to invest in a regular and disciplined manner while taking care 
of volatility. It is yet another investment technique which helps in mitigation of risk in terms 
of the entry point in an equity fund. 


For individuals or families just getting started, based upon the above mentioned 
investment analysis, proper investment allocation is determined and asystematic investment plan 
is established through one of the many mutual fund families offered by various Mutual Funds 
in India - Principal Income Fund, Monthly Income Plan, Child Benefit Fund , Balanced Fund, 
Index Fund, Growth Fund, Equity Fund and Tax Savings Fund.


The best way to enter a mutual fund is through a Systematic Investment Plan. But to get the 
benefit of an SIP, think of minimum three-year time frame when you won't touch your 
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money. Small but regular investments go a long way in creating wealth over time. 


DIFFERENT KIND OF INVESTMENTS


These days, you can't retire without using the returns from investments. You can't count on 
your social security checks to cover your expenses when you retire. It's barely enough for 
people who are receiving it now to have food, shelter and utilities. That doesn't account for any 
care you may need or in the even that you need to take advantage of such funds much earlier 
in life. It is important to have your own financial plan. There are many kinds of investments 
you can make that will make your life much easier down the road. 


The following are brief descriptions for beginning investors to familiarize themselves with 
different kinds of investment options: 


401K Plans 
The easiest and most popular kind of investment is a 401K plan. This is due to the fact that 
most jobs offer this savings program where the money can be automatically deducted from 
your payroll check and you never realize it is missing. 
 
Life Insurance 
Life Insurance policies are another kind of investment that is fairly popular. It is a way to 
ensure income for your family when you die. It allows you a sense of security and provides 
a valuable tax deduction.


Stocks 
Stocks are a unique kind of investment because they allow you to take partial ownership in 
a company. Because of this, the returns are potentially bigger and they have a history of being 
a wise way to invest your money.


Bonds 
A bond is basically a promise note from the government or a private company. You agree to 
give them a set amount of money as a loan and they keep it for a set number of years with 
a predetermined amount of interest. This is typically a safe bet and one that is a good 
investment for a first time investor because there is little risk of losing your money.


Mutual Funds 
Mutual funds are a kind of investment that are based on the gains and losses of a 
shareholder. Basically one person manages the money of several or many investors and invests in 
a list of various stocks to lessen the effect of any losses that may occur.


Money Market Funds 
A good short-term investment is a Money Market Fund. With this kind of investment you can 
earn interest as an independent shareholder.


Annuities 
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If you are interested in tax-deferred income, then annuities may be the right kind of investment 
for you. This is an agreement between you and the insurer. It works to produce income for you 
and protect your earning potential.


Brokered Certificates of Deposit (CDs) 
CDs are a kind of investment where you deposit money for a set amount of time. The good 
thing about CDs is that you can take the money out at any time without paying a penalty fee. We 
all know life isn't predictable, so this is a nice feature to have in your option.


Real Estate 
Real Estate is a tangible kind of investment. It includes your land and anything 
permanently attached to your piece of property. This may include your home, rental properties, 
your company or empty pieces of land. Real estate is typically a smart and can make you a lot 
of money over time


WHAT EXACTLY ARE INVESTMENTS ?


udging by the fact that you've taken the trouble to navigate to this page my guess is that you 
don't need much convincing about the wisdom of investing. However, I hope that your quest 
for knowledge/information about the art/science of investing ends here. Read on. Knowledge 
is power. It is common knowledge that money has to be invested wisely. If you are a novice 
at investing, terms such as stocks, bonds, futures, options, Open interest, yield, P/E ratio may 
sound Greek and Latin. Relax. It takes years to understand the art of investing. You're not alone 
in the quest to crack the jargon. To start with, take your investment decisions with as many 
facts as you can assimilate. But, understand that you can never know everything. Learning to 
live with the anxiety of the unknown is part of investing. Being enthusiastic about getting started 
is the first step, though daunting at the first instance. That's why my investment course 
begins with a dose of encouragement: With enough time and a little discipline, you are all 
but guaranteed to make the right moves in the market. Patience and the willingness to invest 
your savings across a portfolio of securities tailored to suit your age and risk profile will propel 
your revenues and cushion you against any major losses. Investing is not about putting all 
your money into the "Next big thing," hoping to make a killing. Investing isn't gambling 
or speculation; it's about taking reasonable risks to reap steady rewards. 


Investing is a method of purchasing assets in order to gain profit in the form 
of reasonably predictable income (dividends, interest, or rentals) and appreciation 
over the long term.  


Why should you invest? 


Simply put, you should invest so that your money grows and shields you against rising inflation. 
The rate of return on investments should be greater than the rate of inflation, leaving you with 
a nice surplus over a period of time. Whether your money is invested in stocks, bonds, mutual 
funds or certificates of deposit (CD), the end result is to create wealth for retirement, 
marriage, college fees, vacations, better standard of living or to just pass on the money to the 
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next generation or maybe have some fun in your life and do things you had always dreamed 
of doing with a little extra cash in your pocket. Also, it's exciting to review your investment 
returns and to see how they are accumulating at a faster rate than your salary. 


When to Invest?


The sooner the better. By investing into the market right away you allow your investments 
more time to grow, whereby the concept of compounding interest swells your income 
by accumulating your earnings and dividends. Considering the unpredictability of the 
markets, research and history indicates these three golden rules for all investors


1. Invest early 


2. Invest regularly 


3. Invest for long term and not short term 


  


While it’s tempting to wait for the “best time” to invest, especially in a rising market, 
remember that the risk of waiting may be much greater than the potential rewards of 
participating. Trust in the power of compounding. Compounding is growth via reinvestment 
of returns earned on your savings. Compounding has a snowballing effect because you earn 
income not only on the original investment but also on the reinvestment of dividend/
interest accumulated over the years. The power of compounding is one of the most 
compelling reasons for investing as soon as possible. The earlier you start investing and continue 
to do so consistently the more money you will make. The longer you leave your money invested 
and the higher the interest rates, the faster your money will grow. That's why stocks are the 
best long-term investment tool. The general upward momentum of the economy mitigates 
the stock market volatility and the risk of losses. That’s the reasoning behind investing for long 
term rather than short term. 


How much to invest?


There is no statutory amount that an investor needs to invest in order to generate adequate 
returns from his savings. The amount that you invest will eventually depend on factors such as: 


          1 Your risk profile          2.  Your Time horizon          3.  Savings made 


Remember that no amount is too small to make a beginning. Whatever amount of money you 
can spare to begin with is good enough. You can keep increasing the amount you invest over 
a period of time as you keep growing in confidence and understanding of the investment 
options available and So instead of just dreaming about those wads of money do something 
concrete about it and start investing soon as you can with whatever amount of money you 
can spare. 
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 PRELIMINARY EXPLANATORY NOTES 


How does one execute an order? 
Select a broker of your choice and enter into a broker-client agreement and fill in the client 
registration form. Place your order with your broker preferably in writing. Get a trade 
confirmation slip on the day the trade is executed and ask for the contract note at the end of the 
trade date. 
Why does one need a broker? 
As per SEBI (Securities and Exchange Board of India.) regulations, only registered members 
can operate in the stock market. One can trade by executing a deal only through a registered 
broker of a recognised Stock Exchange or through a SEBI-registered sub-broker. 
 
What is a contract note? 
A contract note describes the rate, date, time at which the trade was transacted and the 
brokerage rate. A contract note issued in the prescribed format establishes a legally 
enforceable relationship between the client and the member in respect of trades stated in 
the contract note. These are made in duplicate and the member and the client both keep a 
copy each. A client should receive the contract note within 24 hours of the executed 
trade. Corporate Benefits/Action 
 
What is a book-closure/record date? 
Book closure and record date help a company determine exactly the shareholders of a company 
as on a given date. 
Book closure refers to the closing of register of the names or investors in the records of a 
company. Companies announce book closure dates from time to time. The benefits of 
dividends, bonus issues, rights issue accruing to investors whose name appears on the 
company's records as on a given date, is known as the record date. 
An investor might purchase a share-cum-dividend, cum rights or cum bonus and may 
therefore expect to receive these benefits as the new shareholder. In order to receive this, the 
share has to be transferred in the investor's name, or he would stand deprived of the benefits. 
The buyer of such a share will be a loser. It is important for a buyer of a share to ensure that 
shares purchased at cum benefits prices are transferred before book-closure. It must be 
ensured that the price paid for the shares is ex-benefit and not cum benefit. 
 
What is the difference between book closure and record date? 
In case of a record date, the company does not close its register of security holders. Record date 
is the cut off date for determining the number of registered members who are eligible for 
the corporate benefits. In case of book closure, shares cannot be sold on an Exchange bearing 
a date on the transfer deed earlier than the book closure. This does not hold good for the 
record date. 
 
What is a no-delivery period? 
Whenever a company announces a book closure or record date, the Exchange sets up a no-
delivery (ND) period for that security. During this period only trading is permitted in the 
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security. However, these trades are settled only after the no-delivery period is over. This is done 
to ensure that investor's entitlement for the corporate benefit is clearly determined. 
 
What is an ex-dividend date? 
The date on or after which a security begins trading without the dividend (cash or stock) included 
in the contract price. 
What is an ex-date? 
The first day of the no-delivery period is the ex-date. If there is any corporate benefits such 
as rights, bonus, dividend announced for which book closure/record date is fixed, the buyer of 
the shares on or after the ex-date will not be eligible for the benefits. 
 
What is a Bonus Issue? 
While investing in shares the motive is not only capital gains but also a proportionate share 
of surplus generated from the operations once all other stakeholders have been paid. But 
the distribution of this surplus to shareholders seldom happens. Instead, this is transferred to 
the reserves and surplus account. If the reserves and surplus amount becomes too large, 
the company may transfer some amount from the reserves account to the share capital account by 
a mere book entry. This is done by increasing the number of shares outstanding and 
every shareholder is given bonus shares in a ratio called the bonus ratio and such an issue is 
called bonus issue. If the bonus ratio is 1:2, it means that for every two shares held, 
the shareholder is entitled to one extra share. So if a shareholder holds two shares, post bonus 
he will hold three. 
 
What is a Split? 
A Split is book entry wherein the face value of the share is altered to create a greater number 
of shares outstanding without calling for fresh capital or altering the share capital account. 
For example, if a company announces a two-way split, it means that a share of the face value of 
Rs 10 is split into two shares of face value of Rs 5 each and a person holding one share now 
holds two shares. 
 
What is a Buy Back? 
As the name suggests, it is a process by which a company can buy back its shares 
from shareholders. A company may buy back its shares in various ways: from existing 
shareholders on a proportionate basis; through a tender offer from open market; through a 
book-building process; from the Stock Exchange; or from odd lot holders.A company cannot 
buy back through negotiated deals on or off the Stock Exchange, through spot transactions 
or through any private arrangement. Clearing and Settlement 
 
What is a settlement cycle? 
The accounting period for the securities traded on the Exchange. On the NSE, the cycle begins 
on Wednesday and ends on the following Tuesday, and on the BSE the cycle commences on 
Monday and ends on Friday.At the end of this period, the obligations of each broker are 
calculated and the brokers settle their respective obligations as per the rules, bye-laws 
and regulations of the Clearing Corporation.If a transaction is entered on the first day of 
the settlement, the same will be settled on the eighth working day excluding the day of 
transaction. However, if the same is done on the last day of the settlement, it will be settled on 
the fourth working day excluding the day of transaction. 
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What is a rolling settlement? 
The rolling settlement ensures that each day's trade is settled by keeping a fixed gap of a 
specified number of working days between a trade and its settlement. At present, this gap is 
five working days after the trading day. The waiting period is uniform for all trades. When does 
one deliver the shares and pay the money to broker?As a seller, in order to ensure 
smooth settlement you should deliver the shares to your broker immediately after getting 
the contract note for sale but in any case before the pay-in day. Simliarly, as a buyer, one 
should pay immediately on the receipt of the contract note for purchase but in any case before 
the pay-in day. 
 
What is short selling? 
Short selling is a legitimate trading strategy. It is a sale of a security that the seller does not own, 
or any sale that is completed by the delivery of a security borrowed by the seller. Short sellers 
take the risk that they will be able to buy the stock at a more favourable price than the price 
at which they "sold short." 
 
What is an auction? 
An auction is conducted for those securities that members fail to deliver/short deliver during pay-
in. Three factors primarily give rise to an auction: short deliveries, un-rectified bad deliveries, 
un-rectified company objections 
Is there a separate market for auctions? 
The buy/sell auction for a capital market security is managed through the auction market. 
As opposed to the normal market where trade matching is an on-going process, the trade 
matching process for auction starts after the auction period is over. 
 
What happens if the shares are not bought in the auction? 
If the shares are not bought at the auction i.e. if the shares are not offered for sale, the 
Exchange squares up the transaction as per SEBI guidelines. The transaction is squared up at 
the highest price from the relevant trading period till the auction day or at 20 per cent above the 
last available Closing price whichever is higher. The pay-in and pay-out of funds for auction 
square up is held along with the pay-out for the relevant auction. 
 
What is bad delivery? 
SEBI has formulated uniform guidelines for good and bad delivery of documents. Bad delivery 
may pertain to a transfer deed being torn, mutilated, overwritten, defaced, or if there are 
spelling mistakes in the name of the company or the transfer. Bad delivery exists only when 
shares are transferred physically. In "Demat" bad delivery does not exist. 
What are company objections? 
A list documenting reasons by a company for not transferring a share in the name of an investor 
is called company objections. Rejection occurs due to a signature difference, or fake shares, 
or forgery, or if there is a court injunction preventing the transfer of the shares. 
 
What should one do with company objections? 
The broker must immediately be notified. Company objection cases should be reported within 
12 months from the date of issue of the memo for the original quantity of share under objection. 
 
Who has to replace the shares in case of company objections? 
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The member who has sold the shares first on the Exchange is responsible for replacing the 
shares within 21 days of the Exchange being informed. Company objection cases that are 
not rectified or replaced are normally auctioned. 
 
How does transfer of physical shares take place? 
After a sale, the share certificate along with a proper transfer deed duly stamped and complete in 
all respects is sent to the company for transfer in the name of the buyer. Once the transfer 
is registered in the share transfer register maintained by the company, the process of transfer 
is complete. 
 
Equities 
 
What is equity? 
Funds brought into a business by its shareholders is called equity. It is a measure of a stake of 
a person or group of persons starting a business. 
 
What does investing in equity mean? 
When you buy a company's equity, you are in effect financing it, and being compensated with 
a stake in the business. You become part-owner of the company, entitled to dividends and 
other benefits that the company may announce, but without any guarantee of a return on 
your investments. 
 
What is fundamental analysis? 
The analysis of factual information like financial figures, balance sheet, and other 
information publicly available is known as fundamental analysis. This information is used to derive 
a fair price of the share of the company. The faithful fundamentalists believe that the 
market incorporates all facts relating to the financial performance of the company. But a 
systematic analysis will ensure a more accurate valuation of the price. Fundamental analysts 
use tools such as ratio analysis (P/E, MV/BV) and discounted cash flow analysis in order to arrive 
at the fair value of a company and hence its share. 
 
What are financial ratios? 
 
A ratio is a comparison of two figures. They are culled from the financial statements of a 
company. These help in assessing the financial health of a company. It could be a ratio between 
an item from a balance sheet versus another item on the balance sheet. Or it could be a 
ratio between one figure of the balance sheet with a figure from Profit and Loss account or it 
could be comparison of one year's figure with a figure from the previous year.For example Return 
on Equity = Net profit (A Profit and a Loss figure) divided by Net Worth (a balance sheet figure) 
in percentage terms. 
 
What are the various kinds of financial ratios?There are many financial ratios. Some of 
the better known include: 
Liquidity Ratios: Liquidity ratio measures the ability of a firm to meet its current 
obligations. Liquidity ratios by establishing a relationship between cash and other current assets 
to current obligations give measure of liquidity.e.g. Current ratio [CR] = Current Assets/
Current liabilities.A high CR ratio (>2.5) indicates that a company can meets its short term liabilities. 
Leverage Ratios: Leverage ratio indicates the proportion of debt and equity in financing the 
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firm's assets. They indicate the funds provided by owners and lenders.e.g -----Debt-equity ratio 
(D-E ratio) total long term debt/net worth.A high D-E ratio indicates that the company's 
credit profile is bad. 
Activity Ratios: Activity ratios are employed to evaluate the efficiency with which firms manage 
and run their assets. They are also called turnover ratios.e.g-- Sales Turnover ratio = sales/
total assets .A Sales Turnover ratio indicates how much business a company generates for 
every additional rupee invested. 
Profitability Ratios: These ratios indicate the level of profitability of the business with relation to 
the inputs or capital employed. Some better-known profit ratios include operating profit 
margin (OPM). Operating profit margin is a measure of the company's efficiency, either in 
isolation or in comparison to its peers. 
 
What is EPS, P/E, BV and MV/BV? 
Earning Per Share (EPS): EPS represents the portion of a company's profit allocated to each 
outstanding share of common stock. Net income (reported or estimated) for a period of time is 
divided by the total number of shares outstanding during that period. It is one of the measures of 
the profitability of common shareholder's investments. It is given by profit after tax (PAT) divided 
by number of common shares outstanding. 


Price Earning Multiple (P/E): Price earning multiple is ratio between market value per share and 
earning per share. 
Book Value (BV): (of a common share) The company's Net worth (which is paid-up capital + 
reserves & surplus) divided by number of shares outstanding. 
Market value to book value ratio (MV/BV ratio): It is the ratio between the market price of a 
security and Book Value of the security.


 
What is technical analysis? 
Technical analysis is the study of historic price movements of securities and trading volumes. 
Technical analysts believe that prices of the securities are determined largely by forces of 
demand and supply. Share prices move in patterns which are easily identifiable. Crucial insights 
into these patterns can be obtained by keeping track of price charts, leading to predictions that 
a stock price may move up or down. The belief is that by knowing the past, future prices 
can predicted. 
 
  
  
What is Grey Market? 
A Grey market on a stock is an unofficial market in shares before they have been officially listed 
and traded on the BSE / NSE. 
 
If the government is going to privatise one of its Utilities such as BHARAT Gas it will offer to 
sell shares to the institutions and general public. Anyone is able to apply for as many shares as 
they want, but they will often only get a percentage of their requirements. 
 
The shares will be offered at a set price, say Rs.200, but depending on how the market judges 
the success of the offer the financial spread betting companies will normally make a market 
before the shares are officially traded on the NSE/BSE. Incidentally, although grey markets 
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are unofficial they are perfectly legal. 
 
Grey markets are not just available on government privatization issues but most new issues as 
long as there is good public interest. 
 
How it Works? 
 
1. For example, if a store owner is an unauthorized dealer of a certain high-end electronics 
brand, the product is considered to be sold in the grey market. If the product is illegal, it would 
be selling on the "black market". 
 
2. The grey market is an over-the-counter market where dealers may execute orders for 
preferred customers as well as provide support for a new issue before it is actually issued. 
This activity allows underwriters and the issuer to determine demand and price the 
securities accordingly before the IPO. 


____________________________________________________________________________________________ 


What is a Share ?


In finance a share is a unit of account for various financial instruments including stocks, 
mutual funds, limited partnerships, and REIT's. In British English, the usage of the word share 
alone to refer solely to stocks is so common that it almost replaces the word stock itself.


In simple Words, a share or stock is a document issued by a company, which entitles its holder 
to be one of the owners of the company. A share is issued by a company or can be purchased 
from the stock market.


By owning a share you can earn a portion and selling shares you get capital gain. So, your 
return is the dividend plus the capital gain. However, you also run a risk of making a capital loss 
if you have sold the share at a price below your buying price.


A company's stock price reflects what investors think about the stock, not necessarily what 
the company is "worth." For example, companies that are growing quickly often trade at a 
higher price than the company might currently be "worth." Stock prices are also affected by 
all forms of company and market news. Publicly traded companies are required to report 
quarterly on their financial status and earnings. Market forces and general investor opinions can 
also affect share price.


Quick Facts on Stocks and Shares 


●     Owning a stock or a share means you are a partial owner of the company, and you get voting 
rights in certain company issues


●     Over the long run, stocks have historically averaged about 10% annual returns However, 
stocks offer no 
guarantee of any returns and can lose value, even in the long run


●     Investments in stocks can generate returns through dividends, even if the price
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How does one trade in shares ? 


Every transaction in the stock exchange is carried out through licensed members called brokers.


To trade in shares, you have to approach a broker However, since most stock exchange 
brokers deal in very high volumes, they generally do not entertain small investors. These 
brokers have a network of sub-brokers who provide them with orders.


The general investors should identify a sub-broker for regular trading in shares and 
palce his order for purchase and sale through the sub-broker. The sub/broker 
will transmit the order to his broker who will then execute it . 


What are active Shares ? 


Shares in which there are frequent and day-to-day dealings, as distinguished from partly 
active shares in which dealings are not so frequent. Most shares of leading companies would 
be active, particularly those which are sensitive to economic and political events and are, 
therefore, subject to sudden price movements. Some market analysts would define active shares 
as those which are bought and sold at least three times a week. Easy to buy or sell.


PRIMARY & SECONDARY MARKET


RIMARY MARKET 
Market for new issues of securities, as distinguished from the Secondary Market, where 
previously issued securities are bought and sold. 
 
A market is primary if the proceeds of sales go to the issuer of the securities sold.


This is part of the financial market where enterprises issue their new shares and bonds. It 
is characterised by being the only moment when the enterprise receives money in exchange 
for selling its financial assets.


SECONDARY MARKET 
The market where securities are traded after they are initially offered in the primary market. 
Most trading is done in the secondary market.


To explain further, it is Trading in previously issued financial instruments. An organized market 
for used securities. Examples are the New York Stock Exchange (NYSE), Bombay Stock 
Exchange (BSE),National Stock Exchange NSE, bond markets, over-the-counter markets, 
residential mortgage loans, governmental guaranteed loans etc.


WHAT IS A PREMIUM ISSUE ?


Generally, most shares have a face value (i.e. the value as in a balance sheet) of Rs.10 though 
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not always offered to the public at this price. Companies can offer a share with a face value 
of Rs.10 to the public at a higher price.


The difference between the offer price and the face value is called the premium. As per 
the SEBI guidelines, new companies can offer shares to the public at a premium provided :


1.The promoter company has a 3 years consistent record of profitable working.


2.The promoter takes up at least 50 per cent of the shares in the issue.


3.All parties applying to the issue should be offered the same instrument at the same 
terms, especially regarding the premium.


4.The propectus should provide justification for the propose premium. On the other hand, 
exisiting companies can make a premium issue without the above restrictions.


A company’s aim is to raise money and simultaneously serve the equity capital. As far 
as accounting is concerned, premium is credited to reserves and surplus and it does not 
increase the equity. Therefore, a company which raises Rs.100 crores by way of shares at say 
Rs.90 premium per share increases its equity by only Rs.10 crores, which is easier to service 
with an investment of Rs.100 crores.


Thus the companies seek to make premium issues. As well shall see later, a premium issue 


can increase the book value without decreasing the EPS. In a buoyant stock market when 
good shares trade at very high prices, companies realize that it’s easy to command a 
high premium.


 


IPO – Initial Public Offering


Public issues can be classified into Initial Public offerings and further public offerings. In 
a public offering, the issuer makes an offer for new investors to enter its 
shareholding family. The issuer company makes detailed disclosures as per the 
DIP guidelines in its offer document and offers it for subscription. Initial Public Offering (IPO ) 
is when an unlisted company makes either a fresh issue of securities or an offer for sale 
of its existing securities or both for the first time to the public. This paves way for 
listing and trading of the issuer’s securities.


IPO is New shares Offered to the public in the Primary Market .The first time the company is 
traded on the stock exchange. A prospectus is issued to read about its risk before investing. IPO 
is A company's first sale of stock to the public. Securities offered in an IPO are often, but 
not always, those of young, small companies seeking outside equity capital and a public market 
for their stock. Investors purchasing stock in IPOs generally must be prepared to accept very 
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large risks for the possibility of large gains. Sometimes, Just before the IPO is launched, 
Existing share Holders get a very liberal bonus issues as a reward for their faith in risking 
money when the project was new


How to apply to a public issue ? 


When a company floats a public issue or IPO, it prints forms for application to be filled by 
the investors. Public issues are open for a few days only. As per law, any public issue should be 
kept open for a minimum of 3days and a maximum of 21 days. For issues, which are 
underwritten by financial institutions, the offer should be kept open for a minimum of 3 days and 
a maximum of 21 days. For issues, which are underwritten by all India financial institutions, 
the offer should be kept open for a maximum of 10 days. Generally, issues are kept open for only 
3 to 4 days. The duly complete application from, accompanied by cash, cheque, DD or stock 
invest should be deposited before the closing date as per the instruction on the from. IPO's 
by investment companies (closed end funds) usually contain underwriting fees which represent 
a load to buyers.


  


Before applying for any IPO , analyse the following factors:


1. Who are the Promoters ? What is their credibility and track record ? 


2. What is the company manufacturing or providing services - Product, its potential


3. Does the Company have any Technology tie-up ? if yes , What is the reputation of 
the collaborators


4. What has been the past performance of the Company offering the IPO ? 


5. What is the Project cost, What are the means of financing and profitability projections ?


6. What are the Risk factors involved ? 


7. Who has appraised the Project ? In India Projects apprised by IDBI and ICICI have 
more credibility than small Merchant Bankers 


  


How to make payments for IPOs:


The payment terms of any IPO or Public issue is fixed by the company keeping in view its 
fund requirements and the statutory regulations. In general, companies stipulate that either 
the entire money should be paid along with the application or 50 percent of the entire amount 
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be paid along with the application and rest on allotment. However, if the funds requirements 
is staggered, the company may ask for the money in calls, that is, the company demands for 
the money after allotment as and when the cash flow demands. As per the statutory 
requirements, for public issue large than Rs. 250 crore, the money is to be collected as under:


25 per cent on application


25 per cent on allotment


50 per cent in two or more calls


Understanding IPO Grading


IPO grading is a unique concept involving an independent agency that is free from bias 
and with the available tools for assessing the investment attractiveness of an 
equity security.  IPO grading is a service aimed at facilitating the assessment of 
equity issues offered to the public, says SEBI.  IPO grading can act as an 
additional decision-making tool for them.  The idea is that IPO grading will help 
the investor better appreciate the meaning of the disclosures in the issue 
documents, collapsing all of the above information into a single digit.  Thus, IPO 
grading could be seen as an added investment guidance tool seeking to hide the 
ignorance of the above factors and still help the investors make an informed 
decision.  Grading of IPOs in terms of their fundamental quality will enable investors 
steer clear of unsound offers.  IPO grading in general would be a relative assessment 
of the fundamentals of the equity security by credit rating agencies registered with SEBI. 


But IPO grading is totally unheard of anywhere else and is a First-From-India initiative.  The 
grading, to be done by the SEBI-registered credit rating agencies, would be applicable to all IPOs 
for which offer documents are filed after April 30, SEBI said in a circular.  SEBI does not play 
any role in the assessment made by the grading agency.  The grading is intended to be 
an independent and unbiased opinion of that agency.  The company needs to first contact one of 
the grading agencies and mandate it for the grading exercise.  Though this process will 
ideally require 2-3 weeks for completion, it may be a good idea for companies to initiate the 
grading process about 6-8 weeks before the targeted IPO date to provide sufficient time for 
any contingencies.  IPO grading is a service aimed at facilitating the assessment of equity 
issues offered to the public, says SEBI. 
 
 
IPO grading is the grade assigned by a Credit Rating Agency registered with SEBI, to 
the initial public offering (IPO) of equity shares or any other security which may 
be converted into or exchanged with equity shares at a later date. 


The grade represents a relative assessment of the fundamentals of that issue in relation to the 
other listed equity securities in India. Such grading is generally assigned on a five-point point 
scale with a higher score indicating stronger fundamentals and vice versa as below.
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IPO grade 1: Poor fundamentals 
IPO grade 2: Below-average fundamentals 
IPO grade 3: Average fundamentals 
IPO grade 4: Above-average fundamentals 
IPO grade 5: Strong fundamentals


 
IPO grading has been introduced as an endeavor to make additional information available for 
the investors in order to facilitate their assessment of equity issues offered through an IPO.


IPO Grading is not a recommendation to invest 
Even if a Company is Graded 5 (i.e. with strong fundamentals), IPO grading is not 
a recommendation to invest in the graded instrument. It does not a comment on the price of 
the graded security or its suitability for a particular investor. It does not comment on issue 
price, likely price on listing or movement in price post listing.


___________________________________________________________________________________


What is a Demat Account


Though the company is under obligation to offer the securities in both physical and demat 
mode, you have the choice to receive the securities in either mode.


If you wish to have securities in demat mode, you need to indicate the name of the depository 
and also of the depository participant with whom you have depository account in your application.  
 
It is, however desirable that you hold securities in demat form as physical securities carry the 
risk of being fake, forged or stolen. 
 
Just as you have to open an account with a bank if you want to save your money, make 
cheque payments etc, Nowadays, you need to open a demat account if you want to buy or 
sell stocks. 


So it is just like a bank account where actual money is replaced by shares. You have to 
approach the DPs (remember, they are like bank branches), to open your demat account. 
Let's say your portfolio of shares looks like this: 150 of Infosys, 50 of Wipro, 200 of HLL and 100 
of ACC. All these will show in your demat account. So you don't have to possess any 
physical certificates showing that you own these shares. They are all held electronically in 
your account. As you buy and sell the shares, they are adjusted in your account. Just like 
a bank passbook or statement, the DP will provide you with periodic statements of holdings 
and transactions.


Though the company is under obligation to offer the securities in both physical and demat 
mode, you have the choice to receive the securities in either mode.


If you wish to have securities in demat mode, you need to indicate the name of the depository 
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and also of the depository participant with whom you have depository account in your application.  
 
It is, however desirable that you hold securities in demat form as physical securities carry the 
risk of being fake, forged or stolen. 
 
Just as you have to open an account with a bank if you want to save your money, make 
cheque payments etc, Nowadays, you need to open a demat account if you want to buy or 
sell stocks. 


So it is just like a bank account where actual money is replaced by shares. You have to 
approach the DPs (remember, they are like bank branches), to open your demat account. 
Let's say your portfolio of shares looks like this: 150 of Infosys, 50 of Wipro, 200 of HLL and 100 
of ACC. All these will show in your demat account. So you don't have to possess any 
physical certificates showing that you own these shares. They are all held electronically in 
your account. As you buy and sell the shares, they are adjusted in your account. Just like 
a bank passbook or statement, the DP will provide you with periodic statements of holdings 
and transactions.


STOCK OPTIONS - WHAT ARE THEY ?


 
A stock option is a specific type of option with a stock as the underlying instrument (the 
security that the value of the option is based on). Thus it is a contract to buy (known as a 
"call" contract) or sell (known as a "put" contract) shares of stock, at a predetermined or 
calculable (from a formula in the contract) price.


It is Having the Rights to purchase a corporation's stock at a specified price.  
 
Infact There are two definitions of stock options. 
 
1. The right to purchase or sell a stock at a specified price within a stated period. Options are 
a popular investment medium, offering an opportunity to hedge positions in other securities, 
to speculate on stocks with relatively little investment, and to capitalize on changes in the 
market value of options contracts themselves through a variety of options strategies.  
 
2. A widely used form of employee incentive and compensation.In some Companies, Stock 
options constitute part of remuneration.


Employee stock options are stock options for the company's own stock that are often offered 
to upper-level employees as part of the executive compensation package. An employee stock 
option is identical to a call option on the company's stock, with some extra restrictions.  
 
Performance Stock Options are Options that vest if pre-determined performance measures 
are achieved. The performance goal (revenue growth, stock-price increases…) must be reached 
for the options to be exercisable or for the vesting to be accelerated


TRADING VS. INVESTING
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Many people confuse trading with investing. They are not the same.


The biggest difference between them is the length of time you hold onto the assets. An investor 
is more interested in the long-term appreciation of his assets, counting on that historical rise 
in market equity.


He’s not generally concerned about short-term fluctuations in prices, because he’ll ride them 
out over the long haul.


An investor relies mostly on Fundamental Analysis, which is the analytical method of 
predicting long-term prospects of a particular asset. Most investors adopt a “buy and 
hold” approach to assets, which simply means they buy shares of some company and hold 
onto them for a long time. This approach can be dangerous, even devastating, in an 
extremely volatile market such as today’s BSE or NSE Indexs Show.


Let’s consider someone who bought shares of XYZ Company at their peak value of around 
Rs.650 per share at the beginning of the year 2000. Two years later, those shares are worth 
Rs.100 each. If that investor had spent Rs. 65,000/-, his net loss would be Rs.55000/- ! I 
don’t know about you, but losing Fifty Five Thousand Rupees would be a relatively big loss for me.


Many investors suffer such losses regularly, hoping that in five or ten or fifteen years the market 
will rebound, and they’ll recoup their losses and achieve an overall gain.


What most investors need to remember is this: investing is not about weathering storms with 
your “beloved” company – it’s about making money.


Traders, on the other hand, are attempting to profit on just those short-term price 
fluctuations. The amount of time an active trader holds onto an asset is very short: in 
many cases minutes, or sometimes seconds. If you can catch just two index points on an 
average day, you can make a comfortable living as an Trader.


To help make their decisions, Traders rely on Technical Analysis, a form of marketing analysis 
that attempts to predict short-term price fluctuations. 


 
 WHAT IS A STOCK BROKER ?


A stock broker is a person or a firm that trades on its clients behalf, you tell them what you 
want to invest in and they will issue the buy or sell order. Some stock brokers also give 
out financial advice that you a charged for.


It wasn’t too long ago and investing was very expensive because you had to go through a 
full service broker which would give you advice on what to do and would charge you a hefty fee 
for it. Now there are a plethora of discount stock brokers such as Scottrade http://www.
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scottrade.com now you can trade stocks for a low fee such as $7 total.


I can think of three different types of stock brokers.


1. Full Service Broker - A full-service broker can provide a bunch of services such as 
investment research advice, tax planning and retirement planning. 
 
2. Discount Broker – A discount broker let’s you buy and sell stocks at a low rate but 
doesn’t provide any investment advice. 
 
3. Direct-Access Broker- A direct access broker lets you trade directly with the 
electronic communication networks (ECN’s) so you can trade faster. Active traders such as 
day traders tend to use Direct Access Brokers


So as you can tell there a few options for a stock broker and you really need to pick which one 
suits you needs.


ONLINE STOCK TRADING


Online Stock Trading is a recent way of buying and selling stocks. Now you can buy and 
sell any stock over the Internet for a low price and you don’t need to call up a broker.


You can buy any stock and sell any stock and it doesn’t take much to get started.


All you need is a brokerage account. A broker that I use is Scottrade http://www.scottrade.
com/ and you can start an account with them for $500 and their commissions are only $7, so 
they are not expensive at all.


Once you have setup a brokerage account you then need to choose an investment method and 
then research different companies and then buy stock in the ones that you feel will go up 
because they are good sound companies.


So as you can see there are several benefits to online stock trading but let’s recap.


With online stock trading all you need is $500 to open a brokerage account, the 
brokerage commissions are low at Scottrade they’re only $7 and you can buy and sell your 
stocks from your home computer anytime that the stock market is open.


Well now that you know that you can do online stock trading with a minimal investment 
you should get started today and then start learning about the stock market and choose 
the stocks you want to invest in.


STOCK MARKET TIPS
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 The stock markets are at all time highs and just like the last time around when the market was 
at its previous high every one thinks that nothing can go wrong and there is just one way where 
the market can go which is UP. Nothing could be farther from the truth and this will be clear 
from the way the market behaves in the next few months. Here are a few tips that would 
hopefully save you from losing a lot of cash in the current frenzy.


Time and again investors have burnt their fingers in the markets and here are some tips to you 
so that you do not end up burning your fingers in this market.


The number one tip at this point would be to sell if you have stocks and not to buy them if 
you have cash. The golden principle in the markets is “Buy when everyone else sells and sell 
when everyone else buys”. Simple enough right? Not really.


Why? Because of peer pressure pure and simple. When everyone else around you seems to 
be having a ball at the markets you would feel like a fool if you didn’t participate now.


OK so you can’t resist buying at this time then at least do yourself a favor and stay away 
from unknown Penny Stock and hot tips that your barber gave you. True that the stock has 
tripled in the last fifteen days but that was before people like your barber started buying the 
stock. Chances are that the Promoter of the company have started buying into the stock and 
have spread rumors like acquisition or a big export order to fool investors and sell out to them at 
a later date.


Another tip that would serve useful is to value a stock based on its future growth and not its 
past performance. For instance many investors say that I will not buy stocks of X company 
because it has doubled in the last year. Well it may have doubled in the last year but that should 
not be the thing you should be telling yourself. Rather you should ask yourself why has this 
doubled in the last year and can it do so again? There should be a solid answer to your question 
like the launch of a new product or reduction in the prices of raw material. And indeed if the 
answer is in the positive then by all means go ahead and buy that stock regardless of what 
has happened in the last year.


Another tip would be to remember what you are buying. Quite simply investors often forget 
that when buying a stock they are simply buying ownership in the companies. Most of you 
would know that nothing spectacular would happen in the company that you work for, in a 
month, they are not going to double their revenues and certainly not double your salary 
every month. Then why expect anything different from the companies that you are investing in. 
Why expect the prices to double in a month or two. Give time to your investments; don’t reduce it 
to a gamble. Only when you invest in fundamentally sound companies and then give 
the investments sufficient time to grow will you see some healthy returns on your 
investments. Ideally a minimum horizon of one year is a good time.


Hope these tips will prove helpful and you will make a lot more in the stock markets than 
you have already been making. Happy Investing!
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HOW STOCK MARKET WORKS ?


In order to understand what stocks are and how stock markets work, we need to dive 
into history--specifically, the history of what has come to be known as the corporation, or 
sometimes the limited liability company (LLC). Corporations in one form or another have 
been around ever since one guy convinced a few others to pool their resources for mutual benefit. 


The first corporate charters were created in Britain as early as the sixteenth century, but these 
were generally what we might think of today as a public corporation owned by the government, 
like the postal service. 
 
Privately owned corporations came into being gradually during the early 19th century in 
the United States , United Kingdom and western Europe as the governments of those 
countries started allowing anyone to create corporations.


In order for a corporation to do business, it needs to get money from somewhere. Typically, one 
or more people contribute an initial investment to get the company off the ground. 
These entrepreneurs may commit some of their own money, but if they don't have enough, they 
will need to persuade other people, such as venture capital investors or banks, to invest in 
their business.


They can do this in two ways: by issuing bonds, which are basically a way of selling debt (or 
taking out a loan, depending on your perspective), or by issuing stock, that is, shares in 
the ownership of the company.


Long ago stock owners realized that it would be convenient if there were a central place they 
could go to trade stock with one another, and the public stock exchange was born. 
Eventually, today's stock markets grew out of these public places.


Stocks


A corporation is generally entitled to create as many shares as it pleases. Each share is a 
small piece of ownership. The more shares you own, the more of the company you own, and 
the more control you have over the company's operations. Companies sometimes issue 
different classes of shares, which have different privileges associated with them.


So a corporation creates some shares, and sells them to an investor for an agreed upon price, 
the corporation now has money. In return, the investor has a degree of ownership in 
the corporation, and can exercise some control over it. The corporation can continue to issue 
new shares, as long as it can persuade people to buy them. If the company makes a profit, it 
may decide to plow the money back into the business or use some of it to pay dividends on 
the shares.


Public Markets
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How each stock market works is dependent on its internal organization and government 
regulation. The NYSE (New York Stock Exchange) is a non-profit corporation, while the 
NASDAQ (National Association of Securities Dealers Automated Quotation) and the 
TSE (Toronto Stock Exchange) are for-profit businesses, earning money by providing 
trading services.


Most companies that go public have been around for at least a little while. Going public gives 
the company an opportunity for a potentially huge capital infusion, since millions of investors 
can now easily purchase shares. It also exposes the corporation to stricter regulatory control 
by government regulators.


When a corporation decides to go public, after filing the necessary paperwork with the 
government and with the exchange it has chosen, it makes an initial public offering (IPO). 
The company will decide how many shares to issue on the public market and the price it wants 
to sell them for. When all the shares in the IPO are sold, the company can use the proceeds 
to invest in the business.


You Buy and Price Falls, You Sell and Price Rises : Solution


One say's "I bought "XYZ Company" at Rs.2200 and immediately after I bought the 
stock price dropped to Rs.2000." I feel sad. Another comes with a different version "I 
sold "XYZ Company" at Rs.2000 and it went up to Rs.2400 same evening" I made 
an imaginary loss of Rs.400 per share.


Solution:


You can buy more shares @ Rs.2000 and reduce your overall buying cost. This has to be done only 
if believe in the fundamentals,management and the future prospects of the company.


To do this you need to keep money ready.whatever money you have and want to invest,split it 
into two parts. Then keep 50% cash aside, only invest with other 50%.So if need to buy more of 
any stock when the price falls you have ready cash.


Also now if you have 200 shares of XYZ Company 100 @ Rs.2200 and 100 @ Rs.2000.Then the 
price goes up to Rs.2400. Sell only 100 of the shares.Then if the price further shot up, you 
have some shares to sell And participate in the rally to make money.


Next, You sold the share and the price went up. The solution to this is never sell all the shares 
at one time. Sell only 50% of your shares.So if he price goes up later you still have the other 50% 
to sell and make profit.


The golden Rule is to first do your own analysis of the stock before investing and buy 
on tips.  
 
Also invest only in companies which declare dividends every year. To be sure that you 
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are not investing in loss making companies.


Every Market expert advise to do your stock analysis before investing in the stock market. 
But nobody tells you how.


Well in my next article I will write about how to do stock analysis using various tools such 
as financial ratios and by checking the track records of the companies you plan to invest in.


P.S: If you are not Indian then replace the Rs. into your own local currency to understand the article


STOCK MARKET MYTHS


1. You can tell if a Stock is cheap or expensive by the Price to Earnings Ratio.


False: PE ratios are easy to calculate, that is why they are listed in newspapers etc. But you 
cannot compare PE’s on companies from different industries, as the variables those companies 
and industries have are different. Even comparing within an industry, PE’s don’t tell you about 
many financial fundamentals and nothing about a stock’s value.


2. To make Money in the Stock Market, you must assume High Risks.


False: Tips to Lower your Risk: 
· Do not put more than 10% of your money into any one stock 
· Do not own more than 2-3 stocks in any industry 
· Buy your stocks over time, not all at once 
· Buy stocks with consistent and predictable earnings growth 
· Buy stocks with growth rates greater than the total of inflation and interest rates 
· Use stop-loss orders to limit your risk


3. Buy Stocks on the Way Down and Sell on the Way Up.


False: People believe that a falling stock is cheap and a rising stock is too expensive. But on the 
way down, you have no idea how much further it may fall. If a stock is rising, especially if it 
has broken previous highs, there are no unhappy owners who want to dump it. If the stock is 
fairly valued, it should continue to rise.


4. You can Hedge Inflation with Stocks.


False: When interest rates rise, people start to pull money out of the market and into bonds, so 
that pushes prices down. Plus the cost of business goes up, so corporate earnings go down, 
along with the stock prices.


5. Young People can afford to take High Risk.


False: The only thing true about this is that young people have time on their side if they lose all 
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their money. But young people have little disposable income to risk losing. If they follow the 
tips above, they can make money over many years. Young people have the time to be patient.


What is a Bull Market


There are two classic market types used to characterize the general direction of the market. 
Bull markets are when the market is generally rising, typically the result of a strong economy. A 
bull market is typified by generally rising stock prices, high economic growth, and strong 
investor confidence in the economy. Bear markets are the opposite. A bear market is typified 
by falling stock prices, bad economic news, and low investor confidence in the economy.
A bull market is a financial market where prices of instruments (e.g., stocks) are, on 
average, trending higher. The bull market tends to be associated with rising investor 
confidence and expectations of further capital gains.
A market in which prices are rising. A market participant who believes prices will move higher 
is called a "bull". A news item is considered bullish if it is expected to result in higher prices.
An advancing trend in stock prices that usually occurs for a time period of months or years. 
Bull markets are generally characterized by high trading volume.
Simply put, bull markets are movements in the stock market in which prices are rising and 
the consensus is that prices will continue moving upward. During this time, economic production 
is high, jobs are plentiful and inflation is low. Bear markets are the opposite--stock prices 
are falling, and the view is that they will continue falling. The economy will slow down, coupled 
with a rise in unemployment and inflation.
A key to successful investing during a bull market is to take advantage of the rising prices. 
For most, this means buying securities early, watching them rise in value and then selling 
them when they reach a high. However, as simple as it sounds, this practice involves timing 
the market. Since no one knows exactly when the market will begin its climb or reach its 
peak, virtually no one can time the market perfectly. Investors often attempt to buy securities 
as they demonstrate a strong and steady rise and sell them as the market begins a strong 
move downward.
Portfolios with larger percentages of stocks can work well when the market is moving 
upward. Investors who believe in watching the market will buy and sell accordingly to change 
their portfolios.Speculators and risk-takers can fare relatively well in bull markets. They believe 
they can make profits from rising prices, so they buy stocks, options, futures and currencies 
they believe will gain value. Growth is what most bull investors seek.
What is a Bear Market? 
 
The opposite of a bull market is a bear market when prices are falling in a financial market for 
a prolonged period of time. A bear market tends to be accompanied by widespread pessimism.
A bear market is slang for when stock prices have decreased for an extended period of time.  If 
an investor is "bearish" they are referred to as a bear because they believe a particular 
company, industry, sector, or market in general is going to go down.


What is Technical Analysis ? How is it different from Fundamental Analysis ?
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Technical Analysis is a method of evaluating future security prices and market directions based 
on statistical analysis of variables such as trading volume, price changes, etc., to identify patterns.


A stock market term - The attempt to look for numerical trends in a random function. The 
stock market used to be filled with technical analysts deciding what to buy and sell, until it 
was decided that their success rate is no better than chance. Now technical stock analysis is 
virtually non-existent. The Readers Submitted Examples page has more on this topic.


Research and examination of the market and securities as it relates to their supply and demand 
in the marketplace. The technician uses charts and computer programs to identify and project 
price trends. The analysis includes studying price movements and trading volumes to 
determine patterns such as Head and Shoulder Formations and W Formations. Other 
indicators include support and resistance levels, and moving averages. In contrast to 
fundamental analysis, technical analysis does not consider a corporation's financial data.


Technical analysts study trading histories to identify price trends in particular stocks, 
mutual funds, commodities, or options in specific market sectors or in the overall 
financial markets. They use their findings to predict probable, often short-term, trading patterns 
in the investments that they study. The speed (and advocates would say the accuracy) with 
which the analysts do their work depends on the development of increasingly sophisticated 
computer programs.


Technical Analysis supposes markets have memory.If so, past prices, or the current 
price momentum, can give an idea of the future price evolution. Technical Analysis is a tool 
to detect if a trend (and thus the investor's behavior) will persist or break. It gives some results 
but can be deceptive as it relies mostly on graphic signals that are often intertwined, unclear 
or belated. It might become a source of representiveness heuristic (spotting patterns where 
there are none)


Technical analysis has become increasingly popular over the past several years, as more and 
more people believe that the historical performance of a stock is a strong indication of 
future performance. The use of past performance should come as no surprise. People 
using fundamental analysis have always looked at the past performance of companies by 
comparing fiscal data from previous quarters and years to determine future growth. The 
difference lies in the technical analyst's belief that securities move according to very 
predictable trends and patterns. These trends continue until something happens to change 
the trend, and until this change occurs, price levels are predictable.


There are many instances of investors successfully trading a security using only their knowledge 
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of the security's chart, without even understanding what the company does. However, 
although technical analysis is a terrific tool, most agree it is much more effective when used 
in combination with fundamental analysis.


Fundamental Analysis 
 
Fundamental analysis looks at a share’s market price in light of the company’s 
underlying business proposition and financial situation. It involves making both quantitative 
and qualitative judgements about a company. Fundamental analysis can be contrasted 
with 'technical analysis’, which seeks to make judgements about the performance of a share 
based solely on its historic price behavior and without reference to the underlying business, 
the sector it's in, or the economy as a whole. This is done by tracking and charting the 
companies stock price, volume of shares traded day to day, both on the company 
itself and also on its competitors. In this way investors hope to build up a picture of future 
price movements.


 
Saving Vs. Investing


Traditionally, saving has been viewed as quite different from investing. In most savings alternatives, 
the initial amount of capital or cash remains constant, earning guaranteed rates of interest.


The capital value of investments can go up or down. Returns are not guaranteed. However, 
creation of money market funds and deregulation of the banking industry have resulted in a 
variety of savings options that earn variable rates of return.


Savings provide funds for emergencies and for making specific purchases in the relatively 
near future (generally within two years). The primary goal is to store funds and keep them safe. 
This is why savings are generally placed in interest-bearing accounts that are safe (such as 
those insured or guaranteed by the federal government) and liquid (those in the form of cash 
or easily changed into cash on short notice with minimal or no loss). However, these generally 
have low yields. Because of the opportunities for earning a higher return with a relatively small 
pool of funds, some financial experts suggest that savers consider slightly higher risk (but 
liquid) alternatives for at least part of their savings.


Saved money is insurance. It is insurance against risk, against losing your job, against having 
a major unexpected repair bill or medical expense in the family. It is the backbone of you and 
your family’s financial well-being. Saved money grants you financial security. And the more 
you save, the more financial secure and independent you will be.


The goal of investing is generally to increase net worth and work toward long-term goals. 
Investing involves risk. Risk of your stocks losing money, or even going bankrupt (Enron, MCI, 
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the airlines, etc. etc.). Risk of interest rates rising, and bond prices falling. Risks of your 
broker swindled you, or coerced you though his sales pitch to buy speculative investments. Risks 
of the economy. Risks of a particular industry. Risk of losing your principal. Risk of losing it all, 
and then some (such as with margin calls).


What are Dividends and When they're Issued ?


If you've ever owned stocks or held certain other types of investments, you might already 
be familiar with the concept of dividends.
Even those people who have made investments that paid dividends may still be a little confused 
as to exactly what dividends are, however… after all, just because a person has received 
a dividend payment doesn't mean that they fully appreciate where the payment is coming from 
and what its purpose is.


If you have ever found yourself wondering exactly what dividends are and why they're 
issued, then the information below might just be what you've been looking for.


Defining the Dividend


Dividends are payments made by companies to their stockholders in order to share 
a portion of the profits from a particular quarter or year. The amount that any 
particular stockholder receives is dependent upon how many shares of stock they own and 
how much the total amount being divided up among the stockholders amounts to. This means 
that after a particularly profitable quarter a company might set aside a lump sum to be divided 
up amongst all of their stockholders, though each individual share might be worth only a very 
small amount potentially fractions of a cent, depending upon the total number of shares issued 
and the total amount being divided. Individuals who own large amounts of stock receive much 
more from the dividends than those who own only a little, but the total per-share amount is 
usually the same.


When Dividends Are Paid


How often dividends are paid can vary from one company to the next, but in general they are 
paid whenever the company reports a profit. Since most companies are required to report 
their profits or losses quarterly, this means that most of them have the potential to pay dividends 
up to four times each year. Some companies pay dividends more often than this, however, 
and others may pay only once per year. The more time there is between dividend payments 
can indicate financial and profit problems within a company, but if the company simply chooses 
to pay all of their dividends at once it may also lead to higher per-share payments on 
those dividends.
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Why Dividends Are Paid


Dividends are paid by companies as a method of sharing their profitable times with 
the stockholders that have faith in the company, as well as a way of luring other investors 
into purchasing stock in the company that is paying the dividends. The more a particular 
company pays in dividend payments, the more likely it is to sell additional common stock… after 
all, if the company is well-known for high dividend payments then more people will want to get in 
on the action. This can actually lead to increases in stock price and additional profit for the 
company which can result in even more dividend payments.


In order to get the most out of the dividends that you receive on your investments, it is 
generally recommended that you reinvest the dividends into the companies that pay them. 
While this may seem as though you're simply giving them their money back, you're 
receiving additional shares of the company's stock in exchange for the dividend. This will 
increase future dividend payments (since they're based upon how much stock that you own), 
and can set you up to make a lot more money than the actual dividend payment was for 
since increases in stock prices will affect the newly-purchased stock as well.


The Importance of a Trading Plan


Trying to win in the stock market without a trading plan is like trying to build a house without 
blueprints - costly mistakes are inevitable.


Why do you need a Trading Plan?


1 - During trading hours, emotions will turn smart people into idiots. Therefore, you have to 
avoid having to make decisions during those hours. For every action you take during trading 
hours, the reason should not be greed or fear. The reason should be because it is in the plan. With 
a good plan, your task becomes one of patience and discipline.


2 - Consistent results require consistent actions - consistent actions can only be achieved through 
a detailed plan.


What should be in your trading plan?


1 - Your strategy to enter and exit trades


You have to describe the conditions that have to be met before you enter a trade. You also have 
to describe the conditions under which you will close a position. These conditions may 
include technical analysis, fundamental analysis, or a combination of both. They may also 
include market conditions, public sentiment, etc...
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2 - Your Money management rules to keep losses small - the goal of money management is 
to ensure your survival by avoiding risks that could take you out of business. Your 
money management rules should include the following:


- Maximum amount at risk for each trade. 
- Maximum amount at risk for all your opened positions. 
- Maximum daily and weekly amount lost before you stop trading


3 - Your daily routine - after the market closes, before it opens, etc...


4 - Activities you carry out during the weekend.


5 - I also like to include reminders that I read every day


I will follow a trading plan to guide my trading - therefore my job will be one of patience 
and discipline.


- I will always keep my trading plan simple. 
- I will take actions according to my trading plan, not because of greed, fear, or hope. 
- I will not deceive myself when I deviate from my trading plan. Instead I will admit the error 
and correct it.


I will have a winning attitude.


- Take responsibility for all your actions – don’t blame the market or world events. 
- Trade to trade well and for the love of trading, not to trade often and not for the money. 
- Don’t be influenced by the opinions of others. 
- Never think that taking money from the market is easy. 
- Don’t try to guess the future – trading is a game of probabilities. 
- Use your head and stay calm – don’t get excited or depressed. 
- Handle trading as a serious intellectual pursuit. 
- Don’t count how much money you have made or lost while you are in a trade - focus on 
trading well.


A trading plan will not guarantee you success in the stock market but not having one will 
pretty much guarantee failure.


 
The Seven Mistakes All Novice Traders Make and How to Correct Them


We learnt the following the hard way! If any of these things applies to you, don't worry 
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– there is an easy solution!


MISTAKE ONE


Lack of Knowledge and No Plan


It amazes us that some people expect to trade the stock market successfully without any effort. 
Yet if they want to take up golf, for example, they will happily take some lessons or at least read 
a book before heading out onto the course.


The stock market is not the place for the ill informed. But learning what you need is 
straightforward – you just need someone to show you the way.


The opposite extreme of this is those traders who spend their life looking for the Holy Grail 
of trading! Been there, done that!


The truth is, there is no Holy Grail. But the good news is that you don't need it. Our trading 
system is highly successful, easy to learn and low risk.


MISTAKE TWO


Unrealistic Expectations


Many novice traders expect to make a gazillion dollars by next Thursday. Or they start to write 
out their resignation letter before they have even placed their first trade!


Now, don't get us wrong. The stock market can be a great way to replace your current income 
and for creating wealth but it does require time. Not a lot, but some.


So don't tell your boss where to put his job, just yet!


Other beginners think that trading can be 100% accurate all the time. Of course this is 
unrealistic. But the best thing is that with our methods you only need to get 50-60% of your 
trades "right" to be successful and highly profitable.


MISTAKE THREE


Listening to Others


When traders first start out they often feel like they know nothing and that everyone else has 
the answers. So they listen to all the news reports and so called "experts" and get totally confused.
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And they take "tips" from their buddy, who got it from some cab driver…


We will show you how you can get to know everything you need to know and so never have to 
listen to anyone else, ever again!


MISTAKE FOUR


Getting in the Way


By this we mean letting your ego or your emotions get in the way of doing what you know you 
need to do.


When you first start to trade it is very difficult to control your emotions. Fear and greed can 
be overwhelming. Lack of discipline; lack of patience and over confidence are just some of the 
other problems that we all face.


It is critical you understand how to control this side of trading. There is also one other key 
that almost no one seems to talk about. But more on this another time!


MISTAKE FIVE


Poor Money Management


It never ceases to amaze us how many traders don't understand the critical nature of 
money management and the related area of risk management.


This is a critical aspect of trading. If you don't get this right you not only won't be successful, 
you won't survive!


Fortunately, it is not complex to address and the simple steps we can show you will ensure that 
you don't "blow up" and that you get to keep your profits.


MISTAKE SIX


Only Trading Market in One Direction


Most new traders only learn how to trade a rising market. And very few traders know really 
good strategies for trading in a falling market.


If you don't learn to trade "both" sides of the market, you are drastically limiting the number 
of trades you can take. And this limits the amount of money you can make.


file:///F|/Indianinvestmentbasics.htm (31 of 83) [12/21/2009 8:21:04 PM]



http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm

http://www.sharemarketbasics.com/Investing-and-Saving.htm





Investment Basics India – Beginner’s Guide to the Stock Market


We can show you a simple strategy that allows you to profit when stocks fall.


MISTAKE SEVEN


Overtrading


Most traders new to trading feel they have to be in the market all the time to make any real 
money. And they see trading opportunities when they're not even there (we’ve been there too).


We can show you simple techniques that ensure you only "pull the trigger" when you should. 
And how trading less can actually make you more!


Fundamental and Technical analysis in Indian Share Market 
The fundamental and technical analysis are widely used for share traders but use of these analysis differs 
from traders to traders.  
First of all lets see what these analysis means -  
a) Fundamental Analysis -  
The name itself indicates that this analysis is totally based on companies’ 
fundamentals.  Fundamental analysis is used for long term analysis and long term returns. 
Following are the few fundamental terms used to forecast and analyze the companies’ future 
growth and based on this analysis transaction of shares will be done.  
¨ Companies expansion or planning in coming future. 
¨ Management processes and planning 
¨ Meeting of Board of directors  
¨ Declaration of yearly financial statements 
¨ Study of past performance of the company. 
¨ Study of quarterly, half yearly and annual reports. 
¨ Companies involvement in foreign investment/collaboration, political or economic involvements, etc. 
Depending on these factors and many others, fundamental analysts prepares certain share market and 
share trading related terms which will be used to forcast the company growth and prospects. The terms like 
¨ Whether the share prices are overvalued or under valued,  
¨ Working capital ratio,  
¨ Return on equity ratio,  
¨ Debt equity ratio etc. 
Based on these terms and other fundamentals, the analysts predict the movement of share prices that is 
either bullish or bearish in coming future. 
Basically fundamental analysis is meant for long term investments and not for day trading or short 
term investment. So traders planning to invest for long term in share market then they must go for 
fundamental analysis. 
Always good fundamental companies give good results and returns for share holders in long term. 
b) Technical Analysis -  
As fundamental analysis made for long term investments, likewise technical analysis is made for day traders 
and short term traders. Technical analysis is nothing but study of charts, support and resistance levels, 
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technical indicators and other parameters which are useful to analyze the share price movements in short 
term or in day trading. There are several factors and terms in Technical analysis which will be discussed in 
detail in further  topics.
Information and guide on Online Share trading 
What is Online share Trading ? 
Trading with the help of computer having internet connection and online trading account is called Online Share  
Trading. Basically people use online share trading who want to trade themselves. 
Essential of Online Trading -  
¨ Online trading account - You have to open an online trading account with any of the bank or financial 
trading system  
    like ICICIdirect.com, 5paisa.com, Sharekhan.com etc. Their will be nominal annual charges. These 
charges vary  
    from bank to bank but should not be more than Rs.1000 annually. 
¨ A computer with internet connection or can do trading in internet cafe. 
¨ After successfully opening the online account you will receive the username and password with the help 
of which  
    you can login in online trading system and trade yourself.  
¨ The trading system executive (with whom you opened trading account) will help you initially about how to 
use the     
    online trading system. 
¨ Once you get familiar with the system then you can trade yourself at your home or in the internet cafe. 
¨ Nowadays you can get internet enabled on your cell (which is called GPRS) whose speed will be sufficient to do  
    trading and also the charges of GPRS are very nominal. 
Advantages of Online Trading 
¨ No need to depend on any broker or anybody else to place the order or to square off the order. In short you 
are the  
    boss of yourself to do trading of shares. 
¨ Its reliable, convenient and you can take your own decisions yourself by actual selling or analyzing the 
market on  
    the computer screen instead of calling broker all the time and getting news about the market. 
¨ Its not possible or practical for a broker to update you about each and every news about the 
market or any news  
    which will influence or affect the share market. Because he may be having many other 
customers like you and even  
    if he updates you by that time the news have been affected the concerned sector or share. So 
if you are doing  
    online trading yourself, then you may save yourself from big disaster. You will get news 
and updates on  
    various websites and also on your online trading system and most of the information will be 
free of cost.  
    “Always remember share market always get influences (or affected) by the appropriate news. 
So get updated or  
    be in touch with news all the time. This will benefit you always.  
¨ By doing online trading yourself, you can see and judge where market (or your share) is 
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heading by seeing different   
    graphs online yourself, which is not possible if you’re trading through broker. Some online 
trading systems have  
    graphs integrated in their system, so your job is to just add those graphs and check the status 
of current market  
    (or share) (graphs will be discussed later). And depending on your analysis you can take 
steps towards  
    your successfully trading. (How to analyze graphs will be mentioned later). 
¨ All your transactions and related documents can be seen online and can also be downloaded to your PC without  
    depending on your broker. You can also check the status of your amount on daily basis through you 
online trading  
    system.  
Disadvantages of Online Trading 
¨ In online trading system you may face problem of disconnection to internet due to which you 
will not be able to login  
    to your online trading system and hence you can’t do trading yourself. At such critical times 
you have to call trading  
    system executive and do trading or square off your transactions. 
¨ If may face other problems such as electricity cut-off, PC problem etc during online trading then 
immediately you  
    have to contact your trading system executive and place orders or do trading. 


Day trading techniques


uy near open price  
If possible try to buy shares below open price, or  
at open price. Don’t buy shares if price is gone  
very high then open price, wait for the price to  
come down near open price and then buy that  
stock. 
 
Check buying volumes  
Before buying check out the buying and selling  
quantity (volumes). If buying volume started  
increasing then the stock may go up. 


Check derivative status 
    If possible try to check out the derivative of the stock which you  
    want to buy. If derivative of that particular stock is going up with  
    increasing buying volumes then you can immediately grab (buy)  
    that share/stock. 
    Most of the time it is seen that if the derivative goes up, then its  
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    stock or share also goes up. 
 
    Wait for the target price to buy 
    For example, if buy is given at 150.5 then don’t buy below this  
    price, only buy at 150.5 price or slightly higher then price.  
    Because the given buy price may be the resistance price, if it  
    breaks then share price goes up or else may not go up above  
    150.5. So plan to buy at given targeted price, don’t buy below  
    target price. 
 
    Strictly maintain Stop Loss 
    Strictly maintain the given stop losses. This will help you to  
    prevent from huge loss. Suppose, for moment the share/stock  
    what you bought falls drastically down, then you may end up  
    with huge loss. So always maintain given stop loss.  
    “Stop Loss will reduce your loss”. 
 
    Down wait for huge profit in single share/stock  
    If you are getting some profit and if you notice that is not further  
    moving up (it’s called consolidation) then you have to sell your  
    share/stock and come out of that trade. 
    In this manner, you can earn small profit instead of loss then  
    you can do another trade and again earn small profit. Likewise  
    if you keep earning couple of small profits in a single day then  
    all your small profits will add up to huge profit amount in a  
    single day. 
    “Get satisfied in small profit and do multiple trades”


Online Share Trading Tips


Online Share Trading India 
 
In Online share trading the trading is done by using computer    and internet connection. In other words 
trading done through computer having internet connection is called online share trading. 
Instead of going to any share broker you can do trading yourself using online share trading method. In 
this method you must have a computer and internet connection or else you can make use of internet cafe. 
Nowadays due to internet facility lots of things have become easier as compared to earlier days. So making 
use of  the great internet facility you can start your own online share trading.
  
What is offline share trading - Trading done through share broker is called offline share 
trading method. Just to brief you about offline trading.If you need any more advice about 
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offline share trading then please drop a line to support@daytradingshares.com and we will get 
back to you within 24 hours 
As this section is only dedicated to online share trading so let’s proceed. 
So till now you would have been understood about online share trading. 
Now let’s go to next chapter.
Back to Top
Online share trading services in India 
There are three primary things required to start online share trading. 
Demat account (Trading account), a computer and internet connection or else you can go to internet cafe.
  
¨ Online Demat Account -  
You have to open online trading account that is also called as demat account.( If you want to know more 
about demat account then please go to Basics of share market Indian and check in share market and 
its analysis section.There are number of share broker agents with whom you can open your trading account. 
Following are the some of the names of broker agent where you can contact them and open your trading account. 
www.icicidirect.com, www.sharekhan.com. www.5paisa.com , www.indiabulls.com etc. these are just few 
agents you will find more. 
Points to remember while opening your trading account 
- Enquire about brokerage rates and taxes you have to pay for your trading account. 
- You have to open the trading account with the agent who is offering you the lowest brokerage rates.  
- Different brokerage rates are available for different trading methods like delivery trading and intraday (day  
   trading) trading. 
- Before opening your account try to insist the agent to get demo of there online trading software or terminal and  
  check your reliability and Speed. 
- Also confirm about there charges and any hidden charges if you have to pay. 
  Please properly verify above points and then decide with whom you would like to open the trading account. 
  Now you have your on online trading account, let’s go for another most important requirement needed for you  
  to start your online trading account. 
 
¨ Computer -   
Second most important requirement is computer. Nowadays you get very good computer in very affordable 
price. You may also go for second hand (used) computer but its better to go for new one as they are available 
for very less prices. 
Precaution - Get the computer configuration details and price and compare with other shops and then 
finalize your deal.Because the price of computer varies due to configuration so get proper configuration details. 
NOTE - If you can’t afford to buy a computer, then you can go to Internet café and do your 
trading. This method is also absolutely fine. 
 
¨ Internet Connection -  
Third requirement is your internet connection. Nowadays you get internet broadband 
connection very fast and very importantly at very less price. Following are the companies 
which provide broad band internet connection. 
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Tata broadband, Sify broad band, Reliance Broad band etc. 
Precaution - Get proper price range and speed of the internet connection they are going to 
provide you. The price depends on internet speed and data they provide to you. So get 
proper confirmation and then go for that company’s connection 
Another option -  
Alternate option for Internet Broad band connection is GPRS connection. GPRS connection is the 
internet connection has to be activated on your cell phone (mobile phone) and then the cell phone has to 
be connected to your computer. The GPRS connection is bit cheaper as compared to broad band connection 
but you may get less speed as compared to broad band connection. The choice is yours. 
On the second part the Airtel, Tata Indicom Reliance, Idea etc these all and many other provides GPRS 
connection and they will help you to set up your mobile phone with your computer for internet access. 
Above three are the primary requirements for starting your own online share trading. 
NOTE - If in case if you don’t want to purchase a computer and don’t want to get 
internet connection then you can go and trade in internet cafe. This is also absolutely possible 
and fine. 
 
After getting your prime requirement for starting your online share trading now its time to start 
your share trading. 
Let’s go to next chapter.                   
Things to know before starting your online share trading 
Please make a note of following things before starting your online share trading. 
¨ Must be aware of Share Market - You must be well aware about share trading, knowledge of 
share market and  
    shares, fully aware of your online trading software or terminal. 
¨ Refer our website fully  - To have basic idea about different types of share trading and other 
share market   
    related information. 
¨ Keep yourself updated - It always very important to keep updated yourself about latest news about share  
    market and companies etc. it really helps you in share trading. 
    “Share market always reacts to appropriate news” 
For latest market news, latest stock updates on day to day basis and also latest share 
market updates which may affect your shares, then please Go here 
 
Resources - To keep updated yourself you have to read financial newspaper like business standard, 
economic times etc. On the internet you can access/open financial related websites like www.
businessstandard.com , www.economictimes.com , www.capitalmarket.com etc. On these websites you 
will get all news related to share market, government news, company’s announcements etc 
which will affect  the share market. 
Share market daily open at 9:5 am and closes at 3:30 pm, Saturday and Sunday are holidays 
for share market. 
If you open the financial websites before market opens then you will get the idea about 
today’s share market movement, either it is bullish (going up) or bearish (coming down), ( want 
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to know other terms then please check our website ) other information like movement of other 
Asian markets and USA market which has huge impact on our Indian share market. Asian 
markets start early then our Indian market. 
Action Plan - Now you have to plan your action as you are ready will all the information 
required for share market. Now your action plan is to select shares which are I news or select 
shares from sector which is in news. 
Sector like IT, cement, Petrochemical etc. If there is news on any particular companies/shares or 
on any sector then definitely there will be movement, if the news is appropriate. 
During market hours also you have to keep alert about news. Always trade or select 
shares/companies which are involved in news. This is one of the easiest methods of tracking 
shares and doing trading on them. 
Also it is also always better that do some study and research before starting your trading. 
For example note down today’s top gainers, top losers, and volume toppers etc and tomorrow 
keep a close watch on them this is also one method of selecting shares and trading on them. 
One more very important point is you should be always aware about news like when company 
is declaring its dividend, companies merger plans, demerger plans, quarter results, 
major acquisitions, collaborations  etc . 
This type of news will definitely makes great movement on related company shares. 
 
 
Learn Online Share Trading 
There are very important benefits (advantages) of online share trading over offline share trading. 
¨ No need to depend on broker -  
    First up of all you need not have to depend on any share broker for buying and selling of shares. 
Depending on  
    broker may result in delay of buying and selling of shares which may in turn result in huge loss or less 
profit. If  
    you are doing online share trading then you can execute your trades at any time because you are 
observing every  
    movement of share market right in front of your computer screen. 
¨ All updates on your computer screen -  
    As you have internet connection with you will get all updates of government news, 
companies’ announcements,  
    and corporate declaration etc during market hours. It’s not so practically for your broker 
to provide you all the  
    updates and news. So its very important point that you get all news, especially those news 
which affects share  
    market right in front of your computer screen. 
    “Share Market always reacts to appropriate news” 
¨ Independent for your trades -  
    On the other part you will get all information of your traders on your computer screen. You can view 
yourself your  
    profits and losses done and depending on your current situation you can plan your further trades. In 
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other words  


    you are totally independent for your trades from your broker. You are boss of your self.                        
                           
Problems online share trading 
As there are couples of good advantages there are also some technical disadvantages. As every coin have 
two sides. 
¨ Disconnection from Internet - In online share trading there is the possibility that your internet  
    connection may get slow or get stopped, this may result in disconnection from share market. At such critical  
    times you have to call your executive (from whom you opened your trading account) and place your order or  
    square off your pending orders. 
¨ Computer Problem - If your computer stops functioning then this may also result in disconnection 
from share  
    market at this time also you have contact your executive. 
¨ Other Problem - Other problems like electricity disconnection. Solution for this is inverter or batter backup. 
    Above all technical problems which may exist at any time and they are beyond our control means not 
in control. 
 
   
Online share trading tips 
¨ Do not over trade - Do not put all your money in share market. 
¨ Do not put all your money in single share or single sector - Put or divide your money in multiple shares    
    or sectors. This may reduce the risk of heavy loss. 
¨ Do not panic or fear - Think twice before making your trade/plan and once done stick to it, 
don’t panic or  
    fear. 
¨ Accept Loss - If you trade is going against you and if you are not sure about your trade then immediately  
    accept the loss and come out of your trade. It will save you from heavy loss. 
¨ Right Opportunity - Do not fall in trade early, wait for right opportunity and then trade. It’s 
very important. 
    "Wait, Watch and then trade” you will get success. 
¨ Everyday is not trading day - Do not force yourself to do trading everyday. It’s wrong. If you 
are not sure   
    about the market movement for that day then it always wise decision to be away from 
market and not to trade. 
¨ Keep you greediness away - Most of the people loose in share market due to greediness. 
Get satisfied I  
    whatever profit you get and come out of that trade and wait for next opportunity. Don’t wait 
to take huge for  
    that single trade.


Trading  in Futures Derivatives (F&O)
 
 
Futures derivatives trading  


file:///F|/Indianinvestmentbasics.htm (39 of 83) [12/21/2009 8:21:04 PM]



http://daytradingshares.com/advice_investing_share_market.html

http://daytradingshares.com/advice_investing_share_market.html

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/

http://daytradingshares.com/





Investment Basics India – Beginner’s Guide to the Stock Market


Future trading can be done on stocks as well as on Indices like IT index, Auto index, Pharma 
index etc 
 
Stock future trading -  
Let’s first understand what the meaning of futures trading is. In simple language one future 
contract is group of stocks (one lot) which has to be bought with certain expiry period and has to 
be sold (squared off) within that expiry period. 
Suppose if you buy futures of Wipro of one month expiry then you have to sell it within that 
one month period. 
Important - Future contract get expires at every last Thursday of every month. 
 
If you buy October month expiry future contract then you have to sell it within last Thursday of October 
month. Likewise you can buy two months and three months expiry period future contract. 
You can buy maximum of three month expiry period. 
For example - suppose this is month of October then you have to buy till maximum month of December 
expiry and you have to sell it within last Thursday of December month. You can sell anytime between 
these periods. 
Lot size (group of stocks in one future contract) varies from future to future contract. 
For example Reliance Industries future lot size has 150 quantities of shares while a Tata Consultancy service 
has 250 shares. 
In the same manner all futures have different lot sizes decided by SEBI (Securities Exchange Board of India).
  
The margin (in other words price of one lot size) varies on daily basis based on its stocks 
closing price. 
Future trading can be done on selected stocks listed under Nifty and Jr. Nifty and not on all stocks. 
The price of future contract is determined by its underlying stock. 
Important - You can’t buy future contract of expiry period of not more than 3 months.
Indices future trading  
As you can do future trading on stocks likewise you can do trading on different indices like Nifty index, IT 
index, Auto index, Pharma index etc. 
 
Successful trading in futures 
Future or derivative trading is the process of buying or selling stock future or index future for a certain period 
of time and squaring off before the expiry date.  
Expiry period can be of one month, two month and three month and not more then of three month. 
Its not compulsion that you have to square off your positions on the expiry date or wait till the expiry period 
but in fact  you can square off at any time even, at the same day, or you can hold as long as you want 
but remember to square off before expiry date. 
Most of the times on 3rd month expiry future you may see very less trading volumes. 
Generally most of the traders/investors trade or invest on current month future or second month future 
contract and you may see very low volumes on last month means third month expiry .  
But on Nifty index contract or on other index contract you may see good trading volumes even on 3rd 
month expiry future also.  
You can also buy and sell or sell and buy future contract on the same day of any expiry month. This is called 
as day trading or intraday in futures. 
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Selling future contract before buying is called short selling. Short selling is allowed in futures trading.
Major Advantages of Futures Trading over Stock Trading  
 
1) Margin is available -  
    In future trading you get margin to buy (but can hold only up to maximum of 3 months), while in 
stock trading you  
    must have that much of amount in your account to buy. 
    For example - If you plan to buy stock XYZ at Rs. 100 and quantity 1000 shares then you have to pay 1 lakh  
    rupees (RS 100 x1000 qty). But if you plan to buy XYZ future contract and that contract lot size has 
1000 quantity  
    of shares then instead of paying 1 lakh rupees you have to pay just 20% to 30% of whole amount 
which comes to  
    20 thousand to 30 thousand rupees. 
    In short in future trading you have to pay just 20% to 30% of the whole amount what you pay if you 
buy stock of  
    that price. But limitation for this is your expiry period. Means if you bought future of one month expiry 
then you  
    have to square off within that one month likewise you can buy maximum of three months expiry.  
 
2) Possible to do short selling -  
    You can short sell futures- You can sell futures without buying them which is called short 
selling and later buy within  
    your expiry period, to cover up your positions. 
    This is not possible in stocks. You can’t sell stocks before buying them in delivery (you can do 
in intraday). You can  
    short sell futures and can cover off within your expiry period. 
    For example - If expiry period of your future contract is of 1 month then you have time frame 
of one month to cover off  
    your order like wise if your future expiry period is of two months then you have time frame of 
two months and this  
    continues till three months and not more then three months. 
    In short selling of futures also you get margin as you get in buying of futures. 
 
3) Brokerages are low -  
    Brokerages offered for future trading are less as compared to stock delivery trading.
Disadvantages of Future Trading over Stock Trading 
 
1) Limitation on holding -  
    If you buy or sell a future contract then you have limitation of time frame to square off your position 
before expiry  
    date. 
    For example - If you buy or sell future contract of one month expiry period then you have to square off 
your position  
    before your expiry date of that month, so in this example you got one month period. So likewise if you go 
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for two  
    month expiry period then you get 2 months and if you go for three month expiry then you will get 3 
month expiry  
    period to square off your position. 
 
2) Level of Risk -   
    Due to margin facility in future trading you may earn huge profit by investing fewer amounts but at 
the contrary side  
    if your trade goes wrong then you may have to suffer huge loss. 
 
3) Limitation on stocks -  
    You can’t do future trading on all stocks. You can only do on listed stocks on Nifty and Jr. Nifty.
Important points to Remember while doing future trading 
1) First up all you have to decide whether you want to buy stock derivatives or index derivative. After this 
you have to   
    select the expiry period. Once you buy certain expiry period then you have to sell (cover off) your 
order before that  
    period. 
    Its no need to wait till the expiry period, you can even square off on the same day (if you are getting 
profit) or  
    anytime whenever you feel to book profit, no compulsion to cover off your order on the last day of expiry. 
2) Check out for Futures current market price. 
3) Futures Lot Size (number of shares in that particular Lot). 
4) Futures Lot price (this is the amount you must have in your account to buy one lot of future) also called 
as margin  
    amount. 
5) Selection of expiry period - you want to trade on expiry of one month, two month or last 3rd month. 
6) No need to wait till expiry period can book profit wherever applicable. 
 
Method of Short Selling 
Short selling (selling before buying in future trading) 
In future trading you can do short selling and buy (cover) later when price comes down from your selling 
price you can short sell stock future as well as index future. But again same restriction will apply and that is 
of expiry period.  
 
More points will be added very shortly. Tips on futures trading will be added to our 
tips page very soon…………………Keep Watching


Daily Tips to Watch
 
 
The shares may rise or fall due to numerous reasons, some of them are mentioned below. If you at least keep 
a  watch on following factors. You can save yourself been big loss (if shares are falling) or earn good amount 
(if shares are rising). 


A) News  
Share market always reacts for appropriate news. Always read financial news like Business Standard 
and  Economics Times etc. or else watch financial news channels.
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What is appropriate news? 
News - Like merger announcement, this news will impact  
more if the Merger is related to foreign company, positive  
news - shares may rise. Demerger announcement will  
have negative impact - negative news - shares may fall.  
Merger and Demerger announcement may have major  
impact on Indian Share Market. 
 
Acquisition (takeover) Announcement - Takeover of some  
part (or whole) of companies, especially those having  
larger capacity/turnover or foreign company’s. This news  
will have major impact on that particular share - very  
positive news - shares may rise, don’t miss this  
opportunity. Buy shares of such companies. Takeover  
may have positive impact on Indian Shares. 
 
Expansion Plan - Announcement like major expansion  
plan of a company or entering into other sectors or  
opening new plants, branches, turnover increase  
announcement, new product launch etc. Above  
announcement will have a positive impact on a share  
market - share may rise.
Political News - News like elections in the country or in any particular state, news of any 
major change in  
political upfront or in any change in rules will also have major impact on Indian share 
market. Political news  
related to any particular State will have major impact on companies located in that state 
for example major  
Sugar Companies are located at Uttar Pradesh like Balrampur Chinni, Triveni Engg, Bajaj 
Hindustan etc.  
so any major political news especially related to any sector will have major impact on shares of 
that sector.
B) Impact of Other Asian Market  
Most of the time it has been observed and studied that Indian Market (Nifty/Sensex) follows other Asian 
markets and USA markets.  
Asian markets like China - Shanghai’s market, Japan - Nikkei market, Hong Kong - Hang 
Sung market. 
Above all Asian markets “open” early than Indian market. Most of the time Indian market will 
follow this Asian markets. If these Asian markets open in positive and lead to positive direction 
than the Indian markets will react  
in the same manner and vice-versa provided that there is no major news in India. 
USA market - USA markets like NASDAQ and DOW will also have major impact on Indian market. So, in short  
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in the morning around 9.30 am (Indian market opens at 9.30 am) get all news above USA markets (which 
opens and closes in our night time which is their day time) and Asian markets and plan yours day trading. 
 
 
C) Quarterly Results - (Very important) 
Quarterly results declared by all Indian Companies will have major impact on that company and hence their  
shares in Indian share market. Every company declares its quarterly results. If any company declares 
extra-ordinary results that will definitely affects its shares. 
Most of all share traders concentrate on much profit and target sales that company had made. If company  
achieved good profit than they declare dividend, bonus shares etc. This will make positive impact on shares  
of that company. 
 
 
D) Fundamental News  
Fundamental news means companies own news. Companies own news means future turnover 
announcements, any change in director body, future releases etc. If the company has good 
fundamentals likeboard of directors, companies expansion plans, future acquisition etc then its worth to invest 
in such companies for long term. 
Individual share - If the share is over bought, then some profit taking will takes place ( price may come down)  
and if share is over sold then you may see some buying (price may go up) of those shares with large volumes,  
than you can plan your trades accordingly.
E) Inflation Rate - (Very important)  
Inflation rate is wholesale prices of consumer goods. This rate is declared by Government for 
every week at  
Friday (weekend) 12.00 pm. The inflation rate indicates what the wholesale price was for that 
week. If it is low  
As compared to previous week, then it is positive news and you may see share prices going up and 
if the rate  
is higher as compared to previous week, then it is negative and this may affect share 
prices negatively and  
share prices may come down.  
So keep a watch. Inflation rate declare by Indian Government at every Friday 12.00 pm and 
trade accordingly. 
“Indian share market reacts to inflation rate”. 
 
 
F) Future/Derivative Expiry - (Very important) 
Future/Derivatives has expiry period of one month. Derivatives get expired on last Thursday of a month. 
Future/Derivative gets expired means you have to sell your future/derivatives which you caring for whole month  
and buy for next month. Due to this expiry period share traders sell there derivatives, due to which shares  
prices may come down. 
If you watch the share market carefully this selling movement starts before one or two days of expiry. So 
be cautious and plan your trade accordingly.  
During this expiry period you may see shares prices coming down then you can plan your buying and selling  
in next month when prices go up. 
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G) Where to Keep Watch - (for day traders) 
Keep a close watch on shares which comes under top gainers, top losers and which are touching 
all time high. What can be done in after market hours (when market closes at 3.30 pm) you 
can make a list of all those  
shares then plan your trade. 
“Touching all time high is positive news.”


Investment in delivery based trading 
 
Delivery based trading means buying shares and holding them for certain period of time is 
called delivery based trading. 
The shares you bought will be in your demat account.  
Once you take delivery of shares you can hold them as long as you want. To take delivery of 
shares, you must have sufficient funds in your account. You don’t get any margin to buy shares 
in delivery. 
If you have Rs.5000 means you can buy shares worth of Rs.5000 and not more than this.
Tips for shares investment in delivery based trading 
 
Please study following points, carefully, and get best returns in short period of time. 
Basically, Delivery based trading can be minimum one week, one month or couple of months. 
How long to hold your scrip’s/shares will depend on other technical indicators and averages. 
How to select best scrip’s 
There are thousands of shares/stocks, which one is best for  
delivery trading and which one will give maximum profit  
in short period of time. Please have a look following selection  
criteria points. 
Points to remember for fundamental screening, 
1.Sector - 50% of stocks rise and fall is directly related to  
   the strengths and weakness of its industry group. 
2.Never lose more than 1-2% of your total amount on any  
   one trade. 
3.Promoters holding more than 40% indicate safety for  
   retail investors. (Promoters - who run the company).
Back to Top
4.FII holding minimum 20 and maximum 25 is safe for retailer, not much volatility.  
    More FII investment = more volatility. 
5.Liquidity - buying and selling of shares minimum 1L/day 
¨ Consistent earnings 
    Generating profit consistently year after year or quarter after quarter 
¨ EPS 
    Earning per share is calculated by taking a company’s net earning and dividing by the numbers 
of outstanding  
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    shares of the stock the company has. 
    Note - Last year’s EPS would be actual, while current year and forward year EPS would 
be estimates. 
¨ P/E Ratio   
    EPS is a great way to compare earnings across companies, but it doesn’t tell you anything 
about how  
    the market values the stock. That’s why fundamental analysts use the P/E ratio, to figure out 
how much the market  
    is willing to pay for a company’s earnings. 
    P/E Ratio = Price of the share/EPS 
    Higher the PE ratio, more people are convinced to pay high for that share expecting 
higher growth in coming future. 
¨ Dividend yield 
    It is calculated by taking the amount of dividends paid per share over the course of a year 
and dividing by the stocks  
    price. 
    Its percentage return a company pays out to its share holder in the form of dividends. The 
higher the better. 
¨ Price/Book ratio 
    The higher the ratio the higher price the market is willing to pay for the company above 
its assets. Its more useful to  
    value investor than growth investor. 
¨ Price/Sales ratio 
    As with earning a book value, you can find out how much the market is valuing a company 
by comparing the  
    company’s price to its annual sales. 
    Low Price/Sales ratios (below one) are usually thought to be the better investment since 
their sales are priced  
    cheaply. 
    P/S ratios are usually used only for unprofitable companies, since such companies don’t have a 
P/E ratio. 
¨ Returns on Equity (ROE)  
    It is used as a general indication of the company’s efficiency, in other words, how much profit it 
is able to generate  
    given the resources provided by its stockholders. 
    Investors usually look for companies with ROE that are high and growing. 
¨ Debt to equity ratio   
    This should not be more than 1, and less than 1 indicates company has very less debt. This 
is very important during     
    market down trend as company has to pay lots of interest ratio beside low profitability. So 
its good sign, if company  
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    has less debt and that is debt equity ratio. 
 
 
Investment tips in Delivery based trading 
Remember following points to increase your profit and reduce losses, 
¨ Buy shares of different companies 
    Don’t ever try to put all your money in single share. Try to get shares of multiple companies 
and if possible from  
    different sectors. 
    You will always get benefited by investing in companies of different sectors, because we 
never know which sector  
    will have good news and which sector will have bad news. 
    “Market always reacts for news.”    
¨ Be Patient 
    When you buy shares, they may go down. In share market its general practice that shares go 
up and down. 
    If they go down than don’t panic and sell your shares 
    Most of the investors/traders wait till their shares come to their buying level and then sell, 
but generally they forget  
    that is the actual buying level of shares and from this level onwards the share price will 
start moving upwards. 
 
 
Corporate investment for long term trading 
¨ Taking delivery of shares during Q1, Q2, Q3 and Q4 results is very common among 
investors/traders who knew the  
    historical performance and current market situation of those particular companies or sector, 
so study historical  
    yearly profits and sales ratios of top companies and buy shares of those companies. 
    Some weeks before, their quarterly results and after declaring their huge growth in 
quarterly results, obviously share  
    price will shoot up then you may sell your shares and make handsome profit in very few weeks. 
¨ If you hold bit longer, then you may also get benefited of dividend. If companies make 
outstanding profit then they  
    may declare dividend. 
    For more guidance or advice on trading on news e-mail us at support@daytradingshares.com 
 
 
Technical indicators for Delivery based trading 
It’s very important to make use of technical indicators in Delivery based trading. 
As this topic is very vast, we will try to brief about important indicators to use. If you need any 
extra free support/guidance then drop an e-mail to support@daytradingshares.com 
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You can use following indicators for entry and exit signal, over bought and over sold levels etc. 
¨ MACD 
¨ RSI 
¨ Moving Averages 
 
 
 
Returns on investment in Indian companies 
There are very important benefits of Delivery based trading  
¨ Hold as long as you want  
    If you buy shares and if it goes down, then you can hold them and sell them only when 
your shares go above your  
    buy price. 
¨ Loan  
    Nowadays some banks and some financial firms provide loans on your shares. So you can 
utilize your shares in  
    your bad times. 
¨ Dividend (very important) 
    If companies make good profit, then they may declare dividend per share. If you hold shares 
of such companies  
    then you may get dividend per share. 
¨ Good returns 
    Nowadays if you keep your money in banks then you get maximum 9% or 9.5% per year. If 
you invest in shares of  
    good growing companies then you can earn minimum 15% returns per year. Some 
companies give 30 to 40%  
    returns per year. 
    Best share market returns are based on delivery based trading for long term. 
¨ Bonus share 
    If company makes extra ordinary profit then company may declare bonus shares. Bonus 
share like 1:1 means if  
    you have one share then you may get another free. 
    So if you have delivery of such shares then you are liable for such bonus shares. 
 
 
Money making opportunities for long term 
It become very important to decide for delivery based trading that how long to hold shares of 
a company------right? 
Please watch on following two important points, 
¨ Watch Q1, Q2, Q3, Q4 results of a company and check whether company is declaring/
posting consistent profit or  
    sales, its very important for a company to declare quarterly results in good profit percentage 
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in order to prove its  
    consistent growth in the market. 
¨ Declaration of future plans, expansions, acquisitions, mergers etc. Any good such plans can 
boost companies  
    profit, so you may plan to hold such shares. Such plans are very important. 
 
 
Financial planning for your share returns 
It’s another important point to consider, if you hold more than one share then it is always 
advisable to prepare technical document for all your shares. 
You can prepare excel or word sheet on your computer or you can write in your notebook. 
Points to involve/write with date 
¨ All quarterly results - Including profits and sales ratio and other financial ratios 
¨ Declaration of bonus or dividend. 
¨ Declaration of acquisition, expansions etc 
¨ Weekly volume, close price, PE ratio, any company news etc. 
In this manner you will come to knew what is happening about your share and you can decide 
when to sell or till what  
period to hold. This system is called portfolio maintaining. 
Even you can keep a close watch on share which you are planning to buy and if you get 
proper signal or feel  
comfortable with its quarterly results or news/future plans, then you can jump and buy that share.


Find Fundamental Good Stocks  
 
Fundamental analysis is the process of looking at a company’s basic or fundamental financial 
level. This type of analysis examines important terms of a companies to determine its 
financial health and gives you an idea of the value its stock.  
Many investors use fundamental analysis alone or in combination with other technical tools 
to evaluate stocks for investment purposes. The idea behind this is to determine the current 
worth and, more importantly, how the market values the stock in coming future. 
 
The following points are based on important tools of fundamental analysis and what they tell 
you. Even if you don’t plan to do in-depth fundamental analysis yourself, it will help you to 
follow stocks more closely which will give you good returns in future/long term investments.  
 
Earnings  
It’s all about earnings. When you come to the bottom line, that’s what investors want to know. 
How much money are the companies making and how much is it going to make in the future.  
 
Importance of Earnings - Earnings are profits. Quarterly or yearly companies increasing earnings 
generally makes its stocks price to move up and in some cases a pay out of regular dividend. This is Bullish 
sign and indicates that the companies in growth phase. 
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When the companies declare low earnings then the market may see bearishness in the stock which may 
affect the stock price in negative manner. 
Every quarter, companies report its earnings. There are 4 quarters.  
Quarter 1 - (April to June and earnings will be declared in July) 
Quarter 2 - (July to Sept and earnings will be declared in Oct) 
Quarter 3 - (Oct to Dec and earnings will be declared in Jan) 
Quarter 4/final - Also called as financial year end - (Jan to Mar and earnings will be declared in April) 
Now by this time you may be come to know how earnings are important for a stock price to move 
up or down. But depending only on earnings one should not make investment or trading decision. 
To make decision more risk free you should look into more tools as mentioned below so that 
your investment decision becomes more solid and you should get excellent returns in future.  
Conclusion - Keep a close watch on quarterly earnings and trade accordingly. 
 
 
Make use of following tools to find excellent growth stocks 
Following are the most popular and important tools to find excellent growth stocks which focuses 
on earning, growth, and value of the company’s.  
To make you understand more easily we have explained in very simple steps.  
 
Following are 10 simple steps. 
 
1) Earning per share - EPS 
2) Price to Earnings Ratio - PE  
3) Projected Earning Growth - PEG   
4) Price to Sales Ratio -  PS  
5) Price to Book Ratio -  PB   
6) Dividend Yield  
7) Return on Equity  
8) Debit ratio 
9) Company’s announcements 
10) Profit after Tax - PAT 
 
(Note - No need for you to do any calculation or to calculate any ratios, you will get all ratios easily available.-   


 
Note - Any single tool should not be used to make your investment or trading decision nor will 
they provide you any buy  
or sell recommendation. All tools should be used to find growth and value stocks.  
After making use of above all tools you will get excellent stocks which will give you excellent 
returns in mid term to long term.  
You will find all these ratios in any financial website.  
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Understanding Earning Per Share - EPS 
EPS plays major role in investment decision.  
EPS is calculated by taking the net earnings of the companies and dividing it by the 
outstanding shares.  
(Nowadays you will get this ready made, no need for you to do calculation.) 
 
That is EPS = Net Earnings / Outstanding Shares  
For example - If Company A had earnings of RS 1000 crores and 100 shares outstanding, then 
its EPS becomes 10 (RS 1000 / 100 = 10). Second example - If Company B had earnings of 
RS 1000 crores and 500 shares outstanding, then its EPS becomes 2 (RS 1000 / 500 = 50).  
 
So which companies stock do you want to buy? 
It’s not advisable to make your investment decisions based on only single tool analysis. 
 
Conclusion - You should look for high EPS stock/company. The higher the better. 
Note - You should compare the EPS from one company to another, which are in the same 
industry/sector and not from one company from Auto sector and another company from IT sector.  
But it doesn’t tell you what the market thinks of it. For that information, we need to look at 
some more ratios as following. 
Before we move on, you should note that there are three types of EPS numbers:  
•   Trailing EPS - Last year’s EPS which is considered as actual and for ongoing current year. 
•   Current EPS - Which is still under projections and going to come on financial year end 
•   Forward EPS - Which is again under projections and going to come on next financial year end 
 
EPS is the base for calculating PE ratio. 
 
 
Understanding Price to Earnings Ratio - PE ratio 
PE ratio is again one of the most important ratio on which most of the traders and investors 
keep watch.  
Important - The PE ratio tells you whether the stock’s price is high or low relative to its earnings.  
The high P/E suggests that investors are expecting higher earnings growth in the future compared 
to companies with a lower P/E. but, the P/E ratio doesn't tell us the whole story of the company. 
It's more useful to compare the P/E ratios of one company to other companies in the same 
sector/industry and not in other industry.  
 
The PE ratio is calculated by taking the share price and dividing it by the companies EPS. 
That is PE = Stock Price / EPS  
For example 
A company with a share price of RS 40 and an EPS of 8 would have a PE ratio of 5 (RS 40 / 8 = 5).  
Importance - The PE ratio gives you an idea of what the market is willing to pay for the 
companies earning. The higher the P/E the more the market is willing to pay for the 
companies earning. Some investors say that a high P/E ratio means the stock is over priced on 
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the other side it also indicates the market has high hopes for such company’s future growth and 
due to which market is ready to pay high price.  
On the other side, a low P/E of high growth stocks may indicate that the market has ignored 
these stocks which are also known as value stocks. Many investors try finding low P/E ratios 
stocks of high value growth companies and make investments in such stocks which may prove 
real diamonds in future. 
 
Which P/E ratio to choose?   
If you believe that the companies has good long term prospects and good growth then one 
should not hesitate to invest in high P/E ratio stocks and if you are looking for value stocks 
which prove real diamonds in future then you can go with low PE stocks provided that 
companies has good growth and expansions plans. 
At all if you would like to do PE ratio comparison then it has to be done in same sectors/
industry stocks and not like one stock from banking sector and other stock from pharmacy sector. 
So now you would have come to know how to choose stocks based on PE ratio. 
 
 
Understanding the Projected Earning Growth - PEG  
Because the market is usually more concerned about the future than the present, it is 
always looking for companies projected plans, financial ratios, and other future announcements.  
The use of PEG ratio will help you look at future earnings growth of the company. 
 
PEG is a widely used indicator of a stock's potential value. 
Similar to the P/E ratio, a lower PEG means that the stock is more undervalued. 
 
You calculate the PEG by taking the P/E and dividing it by the projected growth in earnings.  
That is PEG = P/E / (projected growth in earnings)  
For example, a stock with a P/E of 30 and projected earning growth for next year is 15% then 
that stock would have a PEG of 2 (30 / 15 = 2).  
In above example what does the “2” mean?  
 
Lower the PEG ratio the less you pay for each unit in future earning growth. So the conclusion is 
you can invest in high P/E stocks but the projected earning growth should be high so that 
companies can provide good returns.  
Looking at the opposite situation; a low P/E stock with low or no projected earnings growth is 
not going to give you returns in future. Because its PE is low means investors are not ready to 
pay high and its PEG is also low because companies do not have any good future growth 
or expansion plans. 
So investment in such stocks could prove less or no returns. 
 
A few important things to remember about PEG:  
•   It is about year-to-year earnings growth  
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•   It relies on projections, which may not always be accurate  
 
 
Understanding Price to Sales Ratio 
is it that companies having no earnings are bad investments? Not necessarily, because 
such companies may be new and trying to grow and expand but you should approach 
such companies with precaution. 
The Price to Sales (P/S) ratio looks at the current stock price relative to the total sales per share.  
 
You can calculate the P/S by dividing the market cap of the company by the total revenues of 
the company.  
You can also calculate the P/S by dividing the current stock price by the sales per share.  
That is  
P/S = Market Cap / Revenues  
or  
P/S = Stock Price / Sales Price per Share  
 
Conclusion - To find under valued stocks you can look for low P/S ratios. 
The lower the P/S ratio the better is the value of the company.  
 
 
Understanding Price to Book Ratio - PB ratio 
Basically PB ratio is mostly utilized by value investors to find real wealth when they are at 
their lower prices. So investing in stocks having low PB ratio is to identify potential candidates 
for future growth. 
 
A lower P/B ratio could mean that the stock is undervalued 
Book value - It is the total value of the company’s assets that share holders would receive if 
a company closed down. 
Like the PE, the lower the PB, the better the value of the stock for future growth.  
Some of the investors become quite wealthy by holding stocks for the long term of such 
companies whose growth is based on their businesses instead of market and one day when 
every one notices this stock the value investor’s pockets are full of profit.  
 
PB ratio is calculated as  
PB ratio = Share Price / Book Value Per Share. 
 
 
Understanding Dividend Yield 
If you are a value investor or looking for dividend income then you should look for Dividend 
Yield figure of the stock. 
This measurement tells you what percentage return a companies pays out to shareholders in 
the form of dividends. Older, well-established companies tend to payout a higher percentage then 
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do younger companies and their dividend history can be more consistent.  
 
You calculate the Dividend Yield by taking the annual dividend per share and divide by the 
stock’s price.  
That is  
Dividend Yield = annual dividend per share / stock's price per share  
For example, if a company’s annual dividend is RS 1.50 and the stock trades at RS 25, the 
Dividend Yield is 6%. (RS 1.50 / RS 25 = 0.06).  
 
 
Understanding Return on Equity - ROE 
Return on Equity (ROE) is one measure of how efficiently a company uses its assets to 
produce earnings. The healthy companies may produce an ROE in the 13% to 15% range. To 
get better view Compare Company’s in the same industry/sector.  
ROE - It is calculated by dividing Net Income by Book Value. 
 
Note - While ROE is a useful measure, it does have some flaws that can give you a false picture, 
so never rely on it alone. For example, if a company carries a large debt and raises funds 
through borrowing rather than issuing stock it will reduce its book value. A lower book value 
means you’re dividing by a smaller number so the ROE is artificially higher.  
 
There are other situations such as stock buy backs that reduce book value, which will produce 
a higher ROE without improving profits.  
It may also be more meaningful to look at the ROE over a period of the past five years, rather 
than one year.  
 
 
Debit Ratio  
This is one the very important ratio as this tells you how much company relies on debit to finance 
its assets. 
The higher the ratio the more risk for company to manage. So look for company’s having low 
debit ratio.  
Generally look for ratio less then 1. 
If company has fewer debits then company can make more profit instead paying for its debits 
like interests rates, loans etc. 
 
Company’s announcements 
Always keep a close watch on stocks you are interested to buy or you already bought for 
any mergers, take over’s, acquisitions, stake sells, new product launch etc. This would make 
the major impact on company. It’s very important point.  So if you would like to have all 
these details and news very easily then you can keep visiting this site’s home page 
www.daytradingshares.com and watch latest news BOX which updates every 30 minutes.  
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Final and last - very important 
Check out company’s PAT (profit after tax) of every quarterly if you are short term to mid 
term trader and if you are long term investor then check out its yearly PAT. It should be 
in consistent growth.


hare market trading tips 
 
    Don't Overtrade 
    First and very important is not to Overtrade - Never put  
    all your money/savings in share market. 
     
    Best Investment in different sectors 
    Do not invest your money in single share/company invest  
    in multiple shares/companies and again not in same  
    sector. Invest in different sectors this will save you from big  
    loss if that sector or company goes in down trend.
Wait, watch and trade 
Do not jump in market early. Wait, watch and trade. Make  
sure and confirm all your strategies like resistance and  
support levels  and then plan to trade/invest in share market. 
 
Study tips carefully 
Do not react to tips given by anyone -  
First observe that stock, check the volume, where they are  
increasing or decreasing and then decide your trade.   
Do not buy or sell blindly based on share tips. 
 
Always go with Market trend 
Don’t short sell, if the market is going up and don’t buy if the  
market is falling down. 
 
Try to minimize your Loss and increase profit 
Get ready to accept loss if you do wrong trade -  
Come out of your trade if you have entered in wrong time by  
accepting loss, instead of waiting and running into huge 
loss. 
    Don’t Panic 
    Don’t make early trades and even don’t square off your trade early - 
    Even if you see the scrip has moved up drastically, don’t buy, confirm the volumes of buying 
and selling and then decide  
    your trade. Don’t square off /exit from your trade early if you see scrip/share has come down 
bit from top. If it is  
    coming down from top means it is cooling, if you see more buyer than seller then you should 
hold your position. You  
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    must know which share has what momentum, means if the share price is Rs.120 then you 
can expect upside from  
    Rs.1 to 5 and not Rs.50 to 100. If the scrip is going up, it will go in ladder fashion, it will go 
up and it will come down  
    bit and it will again continue its upward journey. 
     
    Invest in Share market for long term market 
    Share market returns are long term returns.  
    If you planning for short term, then you should keep updated yourself about your stock and 
share market. Some day  
    traders also do quite well earning on day to day basis. If you don’t know proper day trading, 
then you should not do its  
    big risk and same thing applies for short term trading. Invest in shares having good 
fundamental background and wait  
    for long term, you will get good returns as compared to any other investment methods. 
     
    Wait for opportunity 
    If you are not sure about market movement then watch and wait for opportunity, don’t 
trade forcefully. Some times  
    market move in range bound means market move up-down in very small range at that time 
it becomes very difficult to  
    judge the market direction. Its always better to wait instead of losing money. 
     
    Don’t expect too much  - day traders 
    Don’t expect too much - Be happy in whatever profit you get, don’t try to grab too much 
from market. Be realistic,  
    and don’t expect too much. 
     
    Online investment advice for high returns 
    Lack of Knowledge is very risky and very dangerous, so don’t do trading or investing 
without having proper knowledge.  
    Read books, refer websites and get prepared before you plan for share market trading 
or investing.


Technical Analysis and Charting  
                                                     
TECHNICAL ANALYSIS 
 
This technical analysis will be very useful for those who are new to technical analysis in share market.  
The following points will explain how to make use of different types of indicators, support level, resistance 
level etc. 
If proper technical analysis is done then the investment strategies will improve drastically. 
This article has all basic terms of technical analysis but this will give you better idea of the share market but 
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if you are interested to know more about technical analysis then drop an email to us at 
support@daytradingshares.com and we will provide free guidance.
The Foundation of technical analysis is the chart.  
 
Charts 
Mainly there are 2 types of charts 
Line Chart and Candlestick Chart  
 
Line charts 
A chart shown below is the Line chart is the simplest type of chart.  
As shown in the chart the single line represents the stocks closing price on each day. Dates 
are displayed along the bottom of the chart and prices are displayed on the side(s). 
Line charts are typically displayed using stocks closing prices.


  
Candlestick charts 
A candlestick chart displays stocks open high, low, and closing price.  
These type of charts are the most popular type of all charts. 
As shown below the top of each vertical bar represents the highest price of the stock and the 
bottom of the bar represents the lowest price of the stock it reached on that day. A closing 
price (last price) is displayed on the right side of the bar.  
The red bar indicates that stock has closed lower then its open price and white bar indicates that 
the stock has closed above its open price. At the bottom you can see time frame.
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Support and Resistance 
Support and Resistance prices are very important in stock market and in technical analysis. 
Support - The support level is considered when the stock is falling down. The support is the level at which 
the stock price gets support when the stock is falling down, and if the support breaks then that stock 
may witness further down movement.  
Resistance - The Resistance is taken into picture when stock price is moving up. The resistance level is 
the price at which stock price get stoppage and if this stoppage/resistance breaks then further upside 
is expected in that stock price. 
Generally, stocks comes to support and resistance points and get constant before further movement and 
further movement either down side or upside depends on buyers expectation and other technical aspects. 
The breaking of support and resistance levels can also be triggered by fundamental changes, and that is up 
to investor expectations (fundamental changes like changes in profits, expansion, takeover, management etc). 
 
Supply and demand 
There is nothing strange about support and resistance levels. It is just supply and demand. 
The supply is the number of shares that sellers are willing to supply (sell) at a given price.  
The demand is the number of shares that buyers are willing to buy at a given price.  
The investor expectations keeps on changing and so do the prices of stocks. 
A breakout above a resistance level is evidence of an upward move as more buyers (demand) are willing to 
buy at higher prices. Similarly, the failure of a support level indicates that more supply (seller) is available 
and ready to sell at lower levels. 
The Basic foundation of technical analysis tools is in the concept of supply and demand. So Charts provide us 
the best view and analysis of these levels in action. 
 
Traders Regret (unhappy) Level  
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After the break out of a support/resistance level, it is common for stock traders to think on the new price 
levels, whether this price is suitable or not which results in further upward or downward movement. So in 
other words we can call this as traders regret. So due to this the price may come back to support/
resistance level. 
In such scenarios one of the two things can happen. Either the stock prices will move back to their previous 
level OR investors/traders will accept the new price and the stock price will keep moving up in the direction 
of breakout 
 
How to understand what is going to happen and when? 
A breakout generally happens with the support of huge volumes. If the price breaks through the 
support/resistance level with a large increase in volume and the traders regret period is on relatively low 
volume then this indicates that the new price up lift will keep ongoing.  
Conversely, if the breakout is on moderate volume and the traders regret period is on increased volume 
then this indicates that very few investor expectations have changed and hence return to the original price. 
Changes in price are the result of changes in investor expectations of the stocks future price. 
 
Trends 
In the earlier chapter, we saw how support and resistance levels can be penetrated by a change in 
investor expectations which results in shifts of the supply/demand and hence change in stock price. This type 
of a change is always based on News. 
In this TRENDS section, we will see what is trend and how it influences stock prices.  
A trend represents a consistent change in prices. A trend is different from support/resistance levels. 
Trends represent change, whereas support/resistance levels represent barriers to change. 
Upper Trend = A rising trend is defined as stock prices keep touching higher prices. A rising trend can 
be thought of as a rising support level and the bulls are in controls which are pushing the stock prices higher 
and higher. 
Falling trend =  It is defined as stock prices keep touching lower prices. A falling trend can 
be thought of as a falling resistance level and bears are in controls which are pushing the 
stock prices lower and lower. 
The break out takes place when investor’s expectations change in support with increase in volumes. 
As in support/resistance, in trend lines also Volumes plays a major role in continuing the trend or 
in break out of the trend. 
 
 
Moving Averages 
Moving averages are one of the oldest and most popular technical analysis tool. This section describes the 
basic of moving average and interpretation. 
Nowadays you get moving averages readily available on most of the websites. 
To brief you moving average is calculated by adding the closing prices of a stock for most recent 15 days 
and then dividing by 15 the result what you get is the 15 day moving average.  
 
How to trade on moving average 
Suppose If the stock price is above its 25 day moving average, it means that investor's current expectations 
(the current price of the stock) are higher than their average expectations over the last 25 days, and 
that investors are becoming increasingly bullish on this stock and result is that the stock price may go up. 
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Conversely, if today's price is below then its 25 day moving average, it shows that current expectations 
are below average expectations over the last 25 days and this may bring stock price lower. 
The moving average is used to observe changes in prices. Investors typically buy when a stock price rises 
above its moving average and sell when the price falls below its moving average.  
 
 
Indicators 
Indicators are used to predict or analyze future changes in stock price. 
There are hundreds of indicators but in this section we will discussed the indicators which are most widely 
used and important ones. 
MACD 
This is one of the widely used indicator. MACD stands for Moving Average Convergence Divergence. 
This indicator is based on moving averages  
Nowadays MACD is readily available on any web sites. No need to sit and calculate. But just to understand let 
us brief about it. 
The MACD is calculated by subtracting a 26-day moving average (long term) of a security's price from a 12-
day moving average (short term) of its price. The result is that MACD is an indicator that goes above and 
below zero. 
 
How to trade on MACD indicator? 
Have a look on following chart of MACD - 
Red line is short term moving average and blue line is long term moving average. 
When the short term moving average crosses above the long term moving average (as shown in following 
chart) in the upward direction, it means investor expectations are becoming bullish and there may be rise 
in stock price. As it is shown in following chart with green lines how price increases. 
When the short term moving average crosses below the long term moving average (as shown in following 
chart) in the downward direction, it means investor expectations are becoming bearish and there may 
be decrease in stock price. As it shown in following chart with red lines lines how orice decreases.
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Relative Strength Index (RSI) 
The RSI is another one of the most used and well-known leading momentum indicators in 
technical analysis. The main use of RSI is used to find whether the stock is overbought or oversold.  
The RSI indicator is plotted in a range of between 0 and 100. If RSI is reached above 70 then it 
is considered that stock is overbought and if it reaches below 30 then it is considered that the 
stock is oversold. 
The bullish signal  
 
How to trade on RSI Indicator 
Basically the RSI is a price-following indicator used to look for a divergence in which the stock 
is making a new high, but the RSI is failing to exceed its previous high. This divergence is 
an indication of an impending reversal. When the RSI then turns down and starts falling. 
To put more light, have a look on following chart.
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___________________________________________________________________________________________________________________


The Logic Behind Technical Analysis
Let me first say that I do not now engage in technical analysis; nor, have I ever engaged 
in technical analysis. I do not believe doing so would be a productive use of my time.


Having said that, I do not claim technical analysis has no predictive value. In fact, I suspect it 
does have some predictive value. The Efficient Market Hypothesis is flawed. It is based upon 
the (unwritten) premise that data determines market prices. As Graham so clearly put it 
in “Security Analysis”: 


“…the influence of what we call analytical factors over the market price is both partial and indirect 
– partial, because it frequently competes with purely speculative factors which influence the price 
in the opposite direction; and indirect, because it acts through the intermediary of 
people’s sentiments and decisions. In other words, the market is not a weighing machine, on 
which the value of each issue is recorded by an exact and impersonal mechanism, in 
accordance with its specific qualities. Rather should we say that the market is a voting 
machine, whereon countless individuals register choices which are the product partly of reason 
and partly of emotion.” 
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I’ve seen a lot of people cite this quote, without bothering to notice what’s really being said. 
Graham had a very broad mind, much broader than say someone like Buffett. That’s both a 
blessing and a curse. At several points in Security Analysis (and to a lesser extent in his 
other works), Graham can not help but explore an interesting topic more deeply than is 
strictly necessary for his primary purpose. In this case, Graham could have said what many 
have since interpreted him as saying: in the short run, stock prices often get out of whack; in 
the long run, they are governed by the intrinsic value of the underlying business. Of course, 
Graham didn’t say that. Instead he chose to describe the stock market in a way that should 
have been of great interest to economists as well as investors. 


Data affects prices indirectly. The market is a lot like a fun house mirror. The resulting reflection 
is caused in part by the original data, but that does not mean the reflection is an 
accurate representation of the original data. To take this metaphor a step further, the 
Efficient Market Hypothesis is based on the idea that the original image acts on the mirror to 
create the reflection. It does not recognize the unpleasant truth that one can interpret the 
same process in a very different way. One could say it is the mirror that acts on the original 
image to create the reflection. In fact, that is often how we interpret the process. We say an 
object is reflected in a mirror. We rarely use the active “an object reflects in a mirror”. 


For some reason, when we talk about the market we like to use inappropriate metaphors. We 
talk about wealth being destroyed when prices fall. Yet, no one talks of wealth being destroyed 
when the price of some product falls. When the market rises, we talk about buyers, as if 
there wasn’t a seller on the other side of the trade. Above all else, we talk about “the market” not 
as a mere aggregation of trades, but as some sort of object all its own. 


The Efficient Market Hypothesis does not recognize the true importance of interpretation. 
Saying that data (publicly available information) acts on market prices omits the key step. After 
all, the same data is available to every blackjack player. Casinos just don’t like the way a 
card counter interprets that data. 


The Efficient Market Hypothesis is not the only argument against technical analysis. There is 
also empirical evidence that questions the utility of technical analysis. However, empirical 
evidence alone is not sufficient to prove technical analysis has no predictive power. If 
most knuckleball pitchers had limited success, the knuckleball might be an inherently 
ineffective pitch, or there might be a better way to throw it. The same is true of technical analysis. 


The adjective “random” is a very strange word. Although it is rarely the definition given, the 
most appropriate definition for random would have to be “having no discernible pattern”. The 
word discernible can not be omitted. If it is, we will take too high a view of science and 
statistics. There’s a great introduction to economics written by Carl Menger which begins: 


“All things are subject to the law of cause and effect. This great principle knows no exception, 
and we would search in vain in the realm of experience for an example to the contrary. 
Human progress has no tendency to cast it in doubt, but rather the effect of confirming it and 
of always further widening knowledge of the scope of its validity.” 
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All things are subject to the law of cause and effect; therefore, nothing is truly random. A 
caused event must have a pattern – though that pattern needn’t be discernible. Even if one 
argued there is such a thing as an uncaused event, who would argue that stock price 
movements are uncaused? We know that they are caused by buying and selling. Stock prices are 
the effects of purposeful human actions. Several sciences study the causes of purposeful 
human action; so, it would be hard to argue any human action is uncaused. Furthermore, each 
of our own internal mental experiences suggests that our purposeful actions have very 
definite causes. We also know that the actions of some market participants are based in part 
on price movements. Many investors will admit as much. They may be lying. But, there is plenty 
of evidence to suggest they aren’t. 


If the actions of investors cause price movements, and past price movements are a partial cause 
of the actions of investors, then past price movements must partially cause future price movements. 


Technical analysis is logically valid. Not only is it possible that some form of technical analysis 
might have predictive power; I would argue it necessarily follows from the above assumptions 
that some form of technical analysis must have predictive power. 


So, why don’t I use technical analysis? I believe fundamental analysis is a far more 
powerful too. In fact, I believe fundamental analysis is so much more powerful that one ought not 
to spend any time on technical analysis that could instead be spent on fundamental analysis. I 
also believe there is more than enough fundamental analysis to keep an investor occupied; so, 
he shouldn’t devote any time to technical analysis. Personally, I feel I am much better suited 
to fundamental analysis than I am to technical analysis. Of course, there is no reason why 
this argument should hold any weight with you. I also believe there is sufficient empirical 
evidence to support the idea that fundamental analysis is a far more powerful tool than 
technical analysis. 


Even though I believe there must be some form of technical analysis that does have 
predictive power, the mental model of investing which I have constructed does not allow for such 
a form of technical analysis. In other words: logically, there must be an effective form of 
technical analysis, but practically, I pretend there isn’t. 


Why? Because I believe that’s the most useful model. One should adopt the most useful model 
not the most honest model. I’m willing to pretend technical analysis does not work, even though 
I know some form of it must work. 


Really, this isn’t all that strange. In science, I’m willing to pretend there are random events, 
even though I know there must not be random events. In math, I’m willing to pretend zero is 
a number, even though I know it must not be a number. A model with random events is useful. 
In most circumstances, a refusal to allow for random events would be harmful rather than 
helpful. The model with random events is simpler and more workable. The situation is much 
the same with zero. It isn’t a number. To include zero as a number, you would have to put aside 
the principles of arithmetic. So, we don’t do that. In school, you were taught that zero is a 
number, but that there are certain things you must never do with zero. You accepted that, 
because it was a simple, workable model. 
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I propose you do much the same in the case of technical analysis. You should recognize the 
logical validity of technical analysis, but create a mental model of investing in which 
technical analysis has no utility whatsoever. 


 
  


Benefits of share buy back
 
 
What is Share Buy back? 
Share buy back is nothing but taking (purchase) shares back from market. 
 
How companies buy back there shares? 
•   Generally companies buy back shares at a premium to the current market  
    price. 
•   They can buy from share holders at a fixed price on a proportionate basis  
    and they can even buy back open market.
Why companies plan to buy back shares? 
Following any one reason may apply,  
a) To arrest/stop the fall in stock price. 
b) In some situation company may want to bring down the public holding  
    and increase promoters holding. 
c) If the company sees there is no better opportunity to deploy its cash   
    reserves then it may decide to buy back its shares. 
d) The buy back may improve companies return ratios. 
 
How share holders get benefited? 
1. Buy back at good premium, may increase the stock price in share  
    market. 
2. As buy back of shares reduces outstanding shares, the EPS (EPS is  
    calculated by dividing net profit by outstanding shares) may look good.  
    The ROA (Return on Asset) and ROE (Return on Equity) may improve  
    by fall in outstanding shares and assets (in this scenario, excess cash).


Make use of stock splits
 
 
What is Stock Split? 
Stock split is the process of splitting shares with high face value into shares of a lower face 
value. It’s like getting an Rs.20 note changed for two Rs.10 notes. The value changes of neither 
note nor splitted stock. 
 
Effect of stock split 
A stock split increases the number of shares in a public company. The price is adjusted such that the 
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market capitalization of the company almost remains same.
Why stock split is done? 
1) Companies usually split their stock when they think the price  
    of their stock exceeds the amount smaller investors would be  
    willing to pay. “It is aimed at making the stock more  
    affordable and liquid from retail investors’ point of view.”  
2) Generally, there are more buyers and sellers of shares  
    trading at Rs.100 than say, Rs.400, as retail shareholders  
    may find low-price stocks to be better bargains. Stock splits 
    are usually initiated after a huge run-up in the share. This  
    run-up may be linked to the performance of the stock. 
3) The company may declare such splits in different ratios like  
    2-for-1, 3-for-1, 3-for-2, or like 4-for-1. Some companies may  
    go to the extent of declaring a 10 for 1 split, as power  
    services company GVK Power did recently.  
    For example, XYZ Company is trading at Rs.250 and you  
    hold 100 shares. Hence, the total value of your holding is  
    Rs.25, 000 (250x100).
4) If this company declares a 2-for-1 stock split, your 100 shares become 200 and the share price 
is adjusted to Rs.125.  
    The value of your investment still remains the same (this time, 125x200). And if the 
company had 10 lakh outstanding  
    shares before the split, it will now have 20 lakh outstanding shares after this split, keeping 
the market cap unchanged. 
5) Sometimes, companies may choose to club stock split issue with bonus shares. Bangalore 
based jewellery  
    manufacturer Rajesh Exports recently declared a 2-for-1 stock split along with a bonus offer 
of two shares for each  
    share held. 
6) This means that each share becomes two, post-split. Now, for these two shares, shareholders 
will get four additional  
    shares as bonus. Thus, one share translates into six after stock split and bonus issue. 
    “To ensure increased liquidity for existing shareholders and easy entry point for 
new shareholders, the decision was  
    made to split the share.” 
 
Benefit to shareholders after stock split and bonus issue.     
Due to stock split, the high priced stocks will be available at lower rates. The retailer or 
small investors can easily afford to buy stocks of low price. There is also a probability that 
after stock split; the stock price may go up as more investors may rush to buy stocks at lower rates.  
 
When to buy stock split stock?  
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a) If you wish to get benefited from stock split then you have to buy those stocks before record date. 
b) A company announces record date. 
c) If you buy those stocks before record date then you will be eligible for stock split. 
d) If you are not interested to buy stock after stock split where the stocks are available at 
lower rates.


Cut your Income Tax Beyond 80C
Basically most of the people are not aware of all income tax exemption options. 
This article is written to put more light on all income tax exemption ways.
Following table give you more idea about income tax exemption plans, 
Please Note - You can write to us to know the companies offering below products


Section   Product to Invest    Amount to  
     Invest


  Other Details


    80C   NSC, notified bank  
  deposits and post  
  office time deposits,    
  EPF and PPF, 
  ELSS, life insurance 
  plans,deferred  
  pension plans.


  Cannot exceed  
      Rs.1 lakh


  Mandatory  
  requirements -  
  Payment has to  
  be made before  
  31 March 2008. 
  Who can avail  
  the deduction -  
  Individuals and  
  HUF (both  
  resident and non- 
  resident).


  80CCC   Pension plans of life  
  insurers.


  Limit of Section  
  80C (upto to  
  Rs.1 lakh)


  Mandatory  
  requirements -     
  Payment has to  
  be made before  
  31 March 2008. 
  Who can avail  
  the deduction -  
  Individuals
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   80D   Medical insurance  
  policies taken for  
  self, spouse,  
  dependent parents  
  or children,or any  
  member of HUF.


Upto Rs.15,000;  
senior citizens  
can claim up to  
Rs.20,000


  Mandatory  
  requirements -  
  Premium should  
  be paid through  
  a cheque out  
  of income  
  chargeable to tax 
  Who can avail  
  the deduction -  
  Individuals and  
  HUF.


   80DD   Expenses on the  
  medical treatment  
  of a dependent who  
  is a person with a  
  disability.


Upto Rs.50,000,  
or upto 
Rs.75,000 if the  
dependent is  
a person with  
severe disability.


  Mandatory   
  requirements -  
  Certification by a  
  medical authority 
  Who can avail  
  the deduction - 
  Resident  
  individual or HUF.


  Section                Product to Invest   Amount to Invest               Other Details


   80DDB   Expenses on the medical treatment of a  
specified disease (cancer,AIDS,neurological  
  diseases,chronic renal failure and more)


   Rs.40,000 (if the person  
treated upon is less than 65  
  years of age),or Rs 60,000  
  (if the age of the person  
treated is 65 years or more)


  Mandatory requirements - 
  Certificate in Form No.10-l to be  
  submitted along with the income  
  tax is available if the amount is  
  actually paid for treatment. 
  Who can avail the deduction - 
  Resident individual or HUF.


     80E      Payment of interest on loan taken for  
                    higher studies.


  Deduction available on the  
    total interest portion of  
  education loan,the principal  
    repayment gets no tax  
             advantage


  Mandatory requirements - 
  Decuction is available in the  
  year in which repayment starts  
  and only for eight immediately  
  succeeding assessment years.  
  Who can avail the deduction - 
  Individual.


     80G   Donations to certain funds and charitable  
                    institutions.


  50 or 100 per cent deduction  
      on the entire donated  
amount,or 50 or 100 per cent  
  deduction subject to 10 per  
   cent of gross total income.


  Mandatory requirements - 
  Not applicable
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    80GG       Rent paid for residental purpose   Excess of actual rent paid  
over 10 per cent of GTI,or 25  
  per cent of GTI,or Rs.2,000  
  per month,whichever is the  
              lowest.


  Mandatory requirements - 
  Should not be getting house  
  rent allowance. Actual rent  
  paid is in excess of 10% of the  
  total income 
  Who can avail the deduction - 
  Self-employed or salaried.


     80U   Expenses incurred on self, if disabled   Rs.50,000 for a person with  
   disability,Rs.75,000 for a  
  person with severe disability  
(disability of over 80 per cent)


  Mandatory requirements -  
  Certification by a medical  
  authority to be furnished along  
  with the income tax return form. 
  Who can avail the deduction - 
  Resident individuals.


Income Tax Rates for Year 2008-09
For Males 
For Year 2008-2009


  Taxable Annual Income Slab (In Rs.)   Tax Rate (In %)


             Upto Rs. 1,50,000/-                   Nil


          Rs. 1,50,001/- to Rs. 3,00,000/-              10%


          Rs. 3,00,001/- to Rs. 5,00,000/-              20%


                Above Rs. 5,00,000/-              30%


For Females 
For Year 2008-2009


  Taxable Annual Income Slab (In Rs.)   Tax Rate (In %)


             Upto Rs. 1,80,000/-                   Nil


          Rs. 1,80,001/- to Rs. 3,00,000/-              10%


          Rs. 3,00,001/- to Rs. 5,00,000/-              20%


                Above Rs. 5,00,000/-              30%


For Senior Citizen 
For Year 2008-2009


  Taxable Annual Income Slab (In Rs.)   Tax Rate (In %)


             Upto Rs. 2,25,000/-                   Nil
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          Rs. 2,25,001/- to Rs. 3,00,000/-              10%


          Rs. 3,00,001/- to Rs. 5,00,000/-              20%


                Above Rs. 5,00,000/-              30%


*A surcharge of 10 per cent of the total tax liability is applicable where the total income exceeds 
Rs 1,000,000. 
 
Note : - 
•  Education cess is applicable @ 3 per cent on income tax, inclusive  
   of surcharge if there is any.  
•  A marginal relief may be provided to ensure that the additional IT  
   payable, including surcharge, on excess of income over  
   Rs 1,000,000 is limited to an amount by which the income is  
   more than this mentioned amount.  
 
How to calculate tax 
 
Example : Let us take a case where the female assessee's income is Rs. 3,50,000. 
•  According to the Income Tax Slab, the first 1,80,000 is not taxable. 


•  The next Rs. 1,20,000 (3,00,000 - 1,80,000) is taxable @10%.  
    (10% of Rs. 1,20,000 = Rs. 12,000). 
•  The remaining Rs. 50,000 is taxable @20%. i.e. 3,50,000 - (1,80,000+1,20,000)  
    (20% of Rs. 50,000 = Rs. 10,000). 
•  Therefore, the net Income Tax Payable is Rs. 12,000 + Rs. 10,000 = Rs. 22,000


What is difference between Stocks and Futures


In some ways they are similar, but only minutely so. So let's consider some of the major 
differences between the two.


Most individuals have likely traded stocks at one time or another. Usually, it is to buy in order 
to 'own' a percentage of a particular company or to liquidate such partial ownership. They pick up 
a phone to call a broker or go online to purchase or sell. The order is facilitated through 
an 'exchange', such as the New York Stock Exchange for example.


Buying and selling Futures is similar in this respect. You can call a broker or go online to buy 
or sell Futures contracts. The order is then facilitated througha commodity exchange, such as 
the Chicago Merchatile Exchange for example. Yet while buying a stock gives you part ownership 
in a company or portfolio of companies (as in a fund), buying a Futures contract does not give 
you ownership of a commodity or product. Rather, you are simply entering into a contract 
to purchase the underlying commodity at a certain price at a future time, noted by the contract. 
For example, buying one May Wheat at 3.00 simply creates a contract between you and the 
seller (whom you need not know as this is taken care of via the exchange) that come May you 
will take delivery of 5000 bushels of Wheat at $3 per bushel, regardless of what the price of 
Wheat at market happens to be come May. As a speculator simply trading to make a profit 
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from trading itself and with no interest in actually taking delivery of product, you will simply sell 
your contract prior to delivery at the going market price and the difference between your buy 
price and sell price is either your profit or loss.


When you buy a stock, you are part owner of a company. When you buy a Futures 
contract, you simply are entering a contract. With stocks, you will pay for the stock at the 
time of your purchase plus broker commissions. When buying a futures contract, you are 
simply entering the buy side of a contract and no monies is paid other than commissions to 
your broker.


Stock exchanges and commodity exchanges are both membership organizations established 
to act as middlemen between the buys and sells of all types of traders, from business entities to 
the individual small trader. The stock exchange act to bring capital from investors to the 
businesses that need that capital. They facilitate the transfer of property rights (ownership in 
the various companies offering stock).The commodity exchange act to bring people willing 
to assume risk for the opportunity to make a substantial amount of money for taking such risk. 
This helps transfer the price risk associated with ownership of various commodities, such 
as Soybeans, or a service, like interest rates, from producers.


To buy stocks, you only need enough money in your account to purchase the stock outright 
plus commissions. Once you make the purchase, the money is removed immediately to make 
the purchase. With trading futures, since you are not actually purchasing anything but 
simply entering a contract to do so at a later time (which you will exit prior to avoid delivery), 
the broker will require a certain amount of margin (good faith deposit to cover any possible 
losses) in what is called a 'margin account'. Each commodity has a different minimum 
margin requirement depending on several factors. Your broker may use the exchange 
calculated margin or require a different margin of their own. If the value of the commodity were 
to decrease and you are on the buy side of the contract, then your contract has lost value and 
your broker will notify you if your unrealized losses exceeds have gone beyond your 
minimum margin requirement. This is called a 'margin call'. Naturally you would want to have 
more capital than simply the margin amount when trading futures to avoid these broker calls. 
The broker has the right (and likely will) liquidate your position if you are getting too close to 
not having enough to cover the losses in order to protect themselves.


With buying stocks outright, there is no potential for a margin call. You simply own the 
stock outright. So perhaps you may be wondering why anyone would bother buying 
futures contracts rather than stocks. The major answer is: LEVERAGE.


Leverage gives the trader the ability to control a large amount of money (or commodity worth a 
lot of money) with very little money. For example, if Live Cattle futures requires a minimum 
margin of $800 to trade a single contract, and a single contract represents 40,000 lbs at the 
current market price of say 75, you would be controlling $30,000 worth for a leverage of over 
35:1. This is appealing to many traders and justifies the risk. What is that risk? Just as leverage 
can work in your favor, it can work against you at the very same ratio. Known as a 'two-
edged sword'.
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You can increase the leverage of trading stocks if you trade with a margin account. This 
usually allows you to purchase stocks on margin at the usual rate of 50%. So for every dollar 
you have you can purchase $2 worth of stock. The leverage is 2:1. How this works is that the 
broker is actually 'lending' you the other 50%. Of course by purchasing stock with margin you 
can lose more than you have due to the leverage. And in this case you can end up getting a 
'margin call' from your broker if your stock losses too much value. But trading stocks comes 
no where close to the kind of leverage you get trading Futures.


When you look at these two trading vehicles, the bottom line comes to MARGIN and LEVERAGE.


A Guide to High-Yield, High-Risk Stocks
The classic image of the stock market is that of a place where fortunes are made and 
lost throughout the course of the day, and where those who take the biggest risks are rewarded by 
a hefty payout when all is said and done. Of course, this is the movie version of the market… 
no matter how thrilling the day-to-day dramas of investment trading become, they'll never 
compete with the images of the stock market that have been created for the silver screen.


here is a small grain of truth to those images from the movies, however… those individuals 
who choose to deal in high-risk stocks can make a lot of money if they handle the risks correctly. 
If they don't, however, then there's a good chance that they could lose their entire investment.  
 
Below you'll find more information on the world of high-risk (and high-yield) investments, 
including ways to help insure yourself against major losses when dealing with higher levels 
of investment risk. 


Defining High-Risk Investments 
The first thing that needs to be covered when talking about investing in high-yield, high-risk 
stocks is exactly what is meant by the terms “high-risk” and “high-yield.” The risk of the 
investment is usually due to the very fickle nature of that particular stock… though it may 
be growing in value rather quickly, it's obvious that the growth is going to stop soon and a 
very rapid and severe descent is going to begin.  
 
The yield of the investment, on the other hand, refers to the money that could potentially be 
made by buying stocks early on in the increase in price, and then selling just before the value 
starts to plummet. Fortunes have been both made and lost (sometimes in the same day) with 
high-risk trading; the key is knowing exactly when to start buying or selling. 


How to Trade High-Risk Stocks 
When trading high-risk stocks, it's almost essential that you have access to your 
brokerage account and that you'll be able to buy or sell shares as soon as the price begins 
to fluctuate in one direction or the other. This can be done online, via the telephone, or in person 
if you don't use an online brokerage firm.  
 
You can also usually set up hold orders which will start buying the stock when the price reaches 
a certain level (up to the amount that you've specified) and that will begin selling shares as soon 
as the price drops below a certain point. Many online brokers allow these types of hold orders, 
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and they can allow you to go about your regular day without having to watch the market ticker 
the entire time. 


Guarding Against Loss 
Of course, even with hold orders or a dedicated broker you can still end up losing money 
when dealing with high-risk stocks… that's how they earned their name. In order to minimize 
this potential for loss it's important to have a well-diversified stock portfolio to fall back on.  
 
If your high-risk investments begin to fall in price too quickly and you end up losing money by 
the time the shares have been sold, the relatively stable value of some of your core portfolio 
stocks and indexes will help to even out your losses.  
 
The fall of the higher-risk stocks might even stimulate some other portions of the market, 
causing an increase in other stocks in your portfolio. This will help take some of the sting out of 
your loss, and may end up giving you a greater long-term gain than you might have had from 
your short-term investment that went sour. 


Forecasting the Stock Market


Every day I see in the financial section of newspapers how to forecast what the 
market will do in 6 months, 12 months, several years. “Ten stocks that will double in 
the next 6 months.” Right! I have trouble trying to forecast what it will do tomorrow. 
Do not trust any who claims he knows what the future will be for the market.


Of course, your broker will send you gobs of slick material about various companies that predict 
they will double or triple in the next 12 months. On the New York Stock Exchange there will 
be about one half of one per cent (0.5%) of companies that will double this year. Are you 
smart enough to pick those winners? I’m not and I am considered a professional trader. And I 
am sure your broker isn’t either. He just wants to make a commission and is probably promoting 
a stock his brokerage company wants to push.


Every investor wants to know the future and will send money to some “expert” who will send 
him news about a company that only (?) he knows. And pigs can fly. One thing about the market. 
It is almost impossible to keep a secret and everyone knows everything about other companies. 
As soon as some “analyst” finds a cogent fact that can influence a stock price he will share 
that “secret” with a few close friends. Within minutes the “secret” is known by hundreds 
of thousands and is immediately reflected in the price of the stock.


If you do get sucked into one of these money traps by some smooth-talking salesman or 
newspaper verbiage I strongly suggest you immediately plan your exit strategy. Without an exit 
plan you can easily lose a large amount of your “investment”. This is not an investment; it is 
a gamble and should be treated as such. The first thought of any professional trader is ‘if I 
am wrong how much am I willing to lose’? Maybe 2%, 5%, certainly no more than 10%. 
Pros understand that small losses are OK, but never take a big loss.


From 1982 to 2000 it seemed everyone was a financial genius. How many of those folks kept 
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those big winnings from 2000? Almost none. Most lost 40% to 60% of their money. Brokers 
said, “Hang in there. You are in for the long haul”. Unfortunately he did not tell you that 
Modern Portfolio Theory is based on a 40 year time line.


Yes, but understand you don’t need to predict anything. Don’t forecast. What you can easily 
learn is follow the major trend. You bought in 1982 and you sold out in 2000. The trend can 
be found in many ways with the simplest being posted every day in Investors Business 
Daily newspaper under the IBD Mutual Fund Index. When the Index price is above the 200-
day moving average you own equities and when it is below you are in cash or bonds. 
Nothing complicated,


Don’t try to forecast the market. Let the market trend tell you._


Profit from a Falling Stock


There are several ways to profit from a falling stock, but for tonight we are going 
to discuss the two most basic principals, shorting stock versus buying "put" options.


f you have been with us for any length of time you know I have written many times about how 
to "short" a stock. Basically you are simply selling a stock now, taking in the cash for the sale, 
and "buying back" or covering the sale at a cheaper price. so if you "short" ABC at 60 dollars 
and you sold 1000 shares, you took in 60,000 dollars. Now if ABC falls to 50, and you "Cover" 
you are buying it back cheaper. In this case you will spend 50,000 dollars. The difference 
between where you sold and what you spent, 10 G's is your profit.


That really is as easy and as basic as it gets friends. Don't let all the talking heads throw you a 
curve ball, shorting is easy and its really no more risky than going long as long as you use stops 
to protect yourself. Since the market goes up and down, if you only play the long side, you 
are missing a lot of profit potential.


But there are problems with this approach. First you need a margin account to do it, all short 
sales are through margin. Second, it eats up a lot of your buying power because when you go 
short, you are holding that position with margin that will tie up your money.


The other play is a put option. Here again Wall Street has tried to buffalo the average investor 
into thinking options are for the big boys. What nonsense! Anyone can and should use call and 
put options as a trading strategy. The risk is limited, and the returns can be phenomenal because 
of the leveraging inherent in options. With a put option, you are placing a bet that the stock is 
going to fall. Win the bet and you will win big time. Lose the bet and just like Vegas, your loss 
is limited to how much you bet.


If the market is going to run up for a few weeks and then spiral back down, which way should 
you play? That is impossible to say, we don't know your style, your risk tolerance, your 
bank account balance etc. but for us it's an easy call, put options win out over shorting in a 
scenario like that.
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By using put options we can use a relatively small amount of money to be in several "plays" 
and each of them could return several hundred percent returns. Look at it like this. If you short 
ABC at 100 and it falls to 60 fantastic! You made 40 points and 40%. But if you buy put options 
for 1.75 and they go to 10.00, what is the percentage there? Over 500%. And look at the cost. 
It's next to nothing, to get such a shot at big returns.


For our money, when the time is right, buying puts against the Dow Jones Industrials, the 
NASDAQ 100 and the Composite and select individual stocks that carry high P/E's will be the way 
to go as we feel those will be taken to the woodshed for a spanking.


Stock Trading Psychology


Many of today's highly successful traders will tell you that the general key to success 
in trading is to be able to comfortably take a loss. It is general knowledge among 
experts in the trading psychology field and among traders that the market is not 
predictable and it is safe to say that it never will be. In the world of trading, it is 
expected to take a loss; even those who are highly skilled traders know that it 
is inevitable. With that said, let us have a look at things you as a trader should be 
aware of, how you can take a loss effectively and use it towards the greater good of 
your trading world.


Trading psychology tells us that when a trader loses he begins to become somewhat of 
a perfectionist in his dealing. Many traders think that in trading, a good day will always be one 
that is profitable. Trading psychology experts tells us this is not true. A trader should define a 
good day as one where they have extensively researched and planned with discipline and focus, 
and have followed through to the entire extent of the plan. Yes, when a trader has mastered the 
art of accepting losses and working through them with a well thought out plan then good days 
will become profitable in time.


Because the art of trading in an unpredictable market fluctuates so greatly from one day to the 
next, experts in trading psychology believe that it is important that you concentrate on what you 
can control, instead of things that are beyond your control. Looking into the short-term you 
cannot expect to be able to control the profits of your trading. With that said, look at what you 
do you have ability to control.


You do have the ability to control the difference between good and bad days. You are able to 
control this factor by extensively researching the strategies you implement within your 
trading experiences. By learning to research your chosen strategies, thus controlling the amount 
of good and bad trading days you experience, you will, in the long-term begin to generate 
profits, which is the ultimate goal of every trader.


Trading psychology experts tell us that it is important to become realistic in trading instead 
of becoming a perfectionist. Perfectionist traders, relate a loss with failure, and will 
become obsessed with the failure, focusing only upon it. Realistic traders understand 
the unpredictability of the market and taking a loss is simply part of the art. The main key you 
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must remember in trading psychology to be able to effectively limit your losses, instead of 
becoming obsessed with them. A common thing seen within the trading psychology world is 
that traders who are obsessed with their losses often have a hard time bouncing back from 
them, thus losing in the end.


Experts in trading psychology have organized three basic strategies you can use to effectively 
stop losses. These strategies are:


* Price Based * Time Based * Indicator Based


Stops that are priced based are generally used when the other two have not functioned. To 
make this work you will need to make hypothesis's about the trade and identify a low point in 
that particular market. Then you will set your trade entries near your points, thus making sure 
that losses will not be overly excessive if the hypothesis fails.


Time Based stops constitutes making use of your time. Designate a holding period you allow 
to capture a certain number of points. If you have no achieved your desired profit within that 
time limit, you should stop the trade. If effectively used you should stop even if the price stop 
limit has not been achieved.


The Indicator based stop makes use of market indicators. As a trader, you should be aware 
of these indicators and utilize them extensively within your trading experiences. Look at 
indicators such as, volume, advances, declines, and new highs and lows.


Experts in trading psychology say that setting stops and rehearsing them mentally is a 
good psychological tool to use and will help ensure that you follow through.


 
5 great lessons on buying stocks 


Lesson 1 
 
The moment the prices of scrips drop, say, by 5-10 per cent, we get worried. In that anxiety, 
we want to sell and get out. 
 
Let's say the Reliance [ Get Quote] share you bought last week is down 10 per cent. So what? 
Will Reliance business close down? Or will Mukesh Ambani run away with your money? No. 
 
The movement in stock prices has no impact on the business. Reliance will continue to make 
profits and grow. Mukesh Ambani will continue to build world-class projects. If that is the 
case, Reliance shares will see new heights in future. Why bother about these falls, which likely 
will only be temporary? 
 
The problem is, we buy stocks, not businesses. The Tatas and Birlas have been around for over 
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100 years. Hundreds of successful companies have run for decades and continue to 
grow irrespective of the stock market volatilities. 
 
Yes, some businesses succeed, some fail. There are ups and downs. That is the inherent nature of 
a business. But, in the long run, they will make profits and grow. That is where management 
counts. Good managements run profitable operations. 
 
Second, that's why we diversify. Even if we lose money in a few stocks, we will still make lots 
of money in others. 
 
Moral: Buy businesses, not stocks. 
 
Lesson 2 
 
Recently, I read that if you had invested Rs 100,000 in Infosys [ Get Quote] at the time of IPO, 
it would be worth about Rs 64 lakh (Rs 6.4 million) now. But how many people made that kind 
of money? None, I guess, except the employees and a lucky few who bought the shares but 
forgot about it. 
 
Answer honestly: wouldn't you have sold the shares when it doubled or tripled or became a 
ten-bagger? How many of us would have had the patience to hold on? 
 
The problem is, we watch stock prices, not businesses. If people had kept track of the business, 
they would have seen the company had the potential to grow at 30-40 per cent per annum. 
Then they would have never sold their shares. 
 
I know many people who got out at 10,000 Sensex levels, thinking the markets will correct and 
they will re-enter at lower levels. They are now ruing their decision. The problem: they were 
so obsessed tracking the Sensex that they didn't see strong economic and business growth. 
 
Moral: Watch business growth, not rise in stock prices. 
 
Lesson 3 
 
The moment people buy a stock, they expect it to double soon. They see the stock ticker 10 times 
a day. They call their broker a couple of times daily to find out what is happening. 
 
I have one question for such people. Can you set up a steel plant in one day? Can you build a 
power plant over the weekend? Can you start a mobile company and expect to have 1 
million customers on Day 1? No. 
 
Businesses take time to set up, acquire customers and generate profits. Only when the 
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companies increase their profits will the share price also increase. 
 
Therefore, having bought a good business and good management, give it time to prosper. If 
you don't have the patience, you might as well go to a casino or call-up Shah Rukh Khan at KBC. 
 
Moral: The stock market is a serious long-term business, not a make-money-overnight casino. 
 
Lesson 4 
 
Another interesting aspect is the stories we hear in local trains, buses, parties, offices, of how 
so-and-so doubled/ tripled his money. 
 
We end up feeling like fools not to invest in the market. At the first opportunity, we buy a few 
stocks without proper research and understanding. 
 
I am not saying they are lying. But I would like to ask them about their other investments too. 
More often than not, for every successful investment, they would have made five other 
poor investments and lost money. They won't tell you about those. 
 
The point is, when our investment is motivated by others' half-truths, we never have the 
patience and discipline required for successful equity investing. 
 
Moral: Don't be fooled by others' so-called success stories. 
 
Lesson 5 
 
As I mentioned earlier, people sold looking at the Sensex levels and lost out on the huge 
potential profits. There are many waiting for the Sensex to fall to the 'right' levels to enter 
the market. 
 
There are two points here. I highlighted one earlier: watch the economy not the Sensex. 
 
Second, timing. Given that humans can switch from irrational exuberance to extreme pessimism 
and back in a matter of days, I believe even God will find it difficult to time the markets. 
 
Moreover, I bet not even 1 per cent of you will enter the markets if they started crashing 
from tomorrow. The Dalal Street [ Get Quote] was totally deserted during the historic crash of 
May 2006, which was actually a great time to buy. 
 
So I suggest let's get over this fixation with timing the markets. Let us look at business 
potential and invest with a long-term perspective. 
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Moral: Time in the market is more important than timing the market. 
 
Discipline and patience - that is the mantra to creating wealth on the stock markets. 
Unfortunately, both are in short supply. If you have them, you make your riches. If not, you 
could be in trouble. 


TRADING TIPS


Find Out Good Quality Shares 
 
¨ Find out stocks with the latest P/E (price to earning) ratio of less than 10. 
¨ Filter the companies with net sales of less than Rs.100 Crore in latest financial year. 
¨ To find out real growth stocks, filter out all companies whose 3 years average sales and 
PAT (profit after tax) figures are 
    less than 15%. 
¨ Further to get more refined stocks, filter out stocks having debt to equity ratio more than 1.5 
and return on capital 
    employed (ROCE) less than 15%. 
¨ Drop out all stocks having Interest 


Coverage Ratio of less than four times over the past 3 financial years. This ratio 
    indicates how company is capable to pay its debits. 
¨ Companies required having strong cash flows in order to make it to list. So taking 
into consideration this point you can 
    further filter all those companies whose 3 years average net cash flow from operating 
activities was less than 50% of 
    reported cash profit. 
    After applying these 6 filter parameters you may be arrived at couple of stocks which are 
under valued in share market, 
    but its fundamental and growth momentum requires very strong. 


Share market trading tips
 
 
    ¨ Don't Overtrade 
        First and very important is not to Overtrade - Never put all your money/savings in 
share market. 
    ¨ Best Investment in different sectors 
        Do not invest your money in single share/company invest in multiple shares/companies 
and again not in same 
        sector. Invest in different sectors this will save you from big loss if that sector or 
company goes in down trend.
¨  
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Wait, watch and trade 
    Do not jump in market early. Wait, watch and trade. Make sure and confirm all your 
strategies like resistance and 
    support levels  and then plan to trade/invest in share market. 
¨ Study tips carefully 
    Do not react to tips given by anyone - 
    First observe that stock, check the volume, where they are increasing or decreasing and 
then decide your trade.  
    Do not buy or sell blindly based on share tips. 
¨ Always go with Market trend 
    Don’t short sell, if the market is going up and don’t buy if the market is falling down. 
¨ Try to minimize your Loss and increase profit 
    Get ready to accept loss if you do wrong trade - 
    Come out of your trade if you have entered in wrong time by accepting loss, instead of 
waiting and running into huge 
    loss.


Don’t Panic 
        Don’t make early trades and even don’t square off your trade early - 
        Even if you see the scrip has moved up drastically, don’t buy, confirm the volumes of 
buying and selling and then decide your 
        trade. Don’t square off /exit from your trade early if you see scrip/share has come down 
bit from top. If it is coming down from 
        top means it is cooling, if you see more buyer than seller then you should hold your 
position. You must know which share 
        has what momentum, means if the share price is Rs.120 then you can expect upside from 
Rs.1 to 5 and not Rs.50 to 100. If 
        the scrip is going up, it will go in ladder fashion, it will go up and it will come down bit and 
it will again continue its upward 
        journey. 
    ¨ Invest in Share market for long term market 
        Share market returns are long term returns. 
        If you planning for short term, then you should keep updated yourself about your stock 
and share market.  Some day traders 
        also do quite well earning on day to day basis. If you don’t know proper day trading, then 
you should not do its big risk 
        and same thing applies for short term trading. Invest in shares having good 
fundamental background and wait for long term, 
        you will get good returns as compared to any other investment methods. 
    ¨ Wait for opportunity 
        If you are not sure about market movement then watch and wait for opportunity, don’t 
trade forcefully. Some times market 
        move in range bound means market move up-down in very small range at that time 
it becomes very difficult to judge 
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        the market direction. Its always better to wait instead of losing money. 
    ¨ Don’t expect too much  - day traders 
        Don’t expect too much - Be happy in whatever profit you get, don’t try to grab too much 
from market. Be realistic, 
        and don’t expect too much. 
    ¨ Online investment advice for high returns 
        Lack of Knowledge is very risky and very dangerous, so don’t do trading or investing 
without having proper knowledge. 
        Read books, refer websites and get prepared before you plan for share market trading 
or investing.


Mastering Risk and Reward in Trading 


Not mastering risk and reward in trading is probably the main reason why so many traders 
and investors are destined to fail. It's really dumb when you think about it, because reward/risk 
is the easiest way to get a definable edge on the market house. 
 
The reward/risk equation builds a safety net around your open positions. It's designed to tell 
you how much can be won, or lost, on each trade you take. The secondary purpose is to 
remove emotion so you can focus squarely on the cold, hard numbers. 
 
Let's look at 15 ways that reward/risk will improve your trading performance. 


1.                         1. Every setup carries a directional probability that reflects a specific 
pattern. Always execute positions in the highest-odds direction. Exit your trades when a price fails 
to respond according to your expectations. 
  
2.                         Every setup has a price level that violates the pattern. Only take trades 
where price needs to move a short distance to hit this "risk target." Look the other way and find 
the "reward target" at the next support or resistance level. Trade positions with the highest 
reward target to risk target ratios. 
  
3.                         Markets move in trend and countertrend waves. Many traders panic 
during countertrends and exit good positions out of fear. After every trend in your favor, decide 
how much you're willing to give back when things turn against you. 
  
4.                         What you don't see will hurt you. Back up and look for past highs and lows 
your trade must pass through to get to the reward target. Each price level will present an 
obstacle that must be overcome. 
  
5.                         Time impacts reward/risk as efficiently as price. Choose a holding period 
based on the distance from your entry to the reward target. Then use price and time for stop-
loss management. Also use time to exit trades even when price stops haven't been hit. 
  
6.                         Forgo marginal positions and wait for the best opportunities. Prepare 
to experience long periods of boredom between frantic surges of concentration. Expect to 
stand aside, wait and watch when the markets have nothing to offer. 
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7.                         Good setups come in various shades of gray. Analyze conflicting information 
and jump in when enough ducks line up in a row. Often the best thing to do is calculate how 
much you'll lose if you're wrong, and then take the trade. 
  
8.                         Careful stock selection controls risk better than any stop-loss system. 
Realize that standing aside requires as much deliberation as an entry or an exit, and must 
be considered on every setup. 
  
9.                         Every trader has a different risk tolerance. Follow your natural tendencies 
rather than chasing the crowd. If you can't sleep at night, you're trading over your head and need 
to cut your risk. 
  
10.                      Never enter a position without knowing the exit. Trading is never a buy-and-
hold exercise. Define your exit price in advance, and then stick to it when the stock gets there. 
  
11.                      Information doesn't equal profit. Charts evolve slowly from one setup to the 
next. In between, they emit noise in which elements of risk and reward conflict with each other. 
  
12.                      Don't be fooled by beginner's luck. Trading longevity requires strict self-
discipline. It's easy to make money for short periods of time. The markets will take back 
every penny until you develop a sound risk-management plan. 
  
13.                      Enter positions at low risk and exit them at high risk. This often parallels 
to buying at support and selling at resistance, but it can also be used to trade momentum 
with safety and precision. 
  
14.                      Look to exit in wild times in order to increase your reward. Wait for 
price acceleration and feed your position into the hungry hands of other traders just as the 
price pushes into a high-risk zone. 
  
15.                  Manage risk on both sides of the trade. Focus on optimizing entry and exit 
points and specialize in single, direct price waves. Remember that the execution of low-risk 
entries into bad positions allows more flexibility than high-risk entries into good positions. 
  _______________________________________________________________


 
If you've internet connection you can view the educational videos for which you find 
the links here-in below:-


1.Learn How To Trade Stock, Online Stock, Share Trading.
2. Learning the Stock Market
3. Learn How To Trade Stock, Online Stock, Share Trading 
4. Free on-line stock trading course


5.Stock Options Trading to make money as Income
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http://www.youtube.com/watch?v=k5iO1Vrl_FU&feature=related
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LESSON ABOUT DEMAT


LESSON ABOUT DEMAT 
Dematerialisation 
 
What is Demat? 
Demat is a commonly used abbreviation of Dematerialisation, which is a 
process whereby securities like shares, debentures are converted from the 
"material" (paper documents) into electronic data and stored in the 
computers of an electronic Depository (SEE next page). 
You surrender material securities registered in your name to a Depository 
Participant (DP). These are then sent to the respective companies who 
cancel them after dematerialisation and credit your Depository Account with 
the DP. The securities on dematerialisation appear as balances in the 
Depository Account. These balances are transferable like physical shares. If 
at a later date you wish to have these "Demat" securities converted back 
into paper certificates, the Depository can help to revive the paper shares. 
 
What is the procedure for the dematerialisation of securities? 
Check with a DP as to whether the securities you hold can be 
dematerialised. Then open an account with a DP and surrender the share 
certificates. 
 
 
What is a Depository? 
A Depository is a securities "bank," where dematerialised physical securities 
are held in custody, and from where they can be traded. This facilitates 
faster, risk-free and low cost settlement. A Depository is akin to a bank and 
performs activities similar in nature. 
At present, there are two Depositories in India, National Securities 
Depository Limited (NSDL) and Central Depository Services (CDS). NSDL 
was the first Indian Depository. It was inaugurated in November 1996. 
NSDL was set up with an initial capital of Rs 124 crore, promoted by 
Industrial Development Bank of India (IDBI), Unit Trust of India (UTI), 
National Stock Exchange of India Ltd. (NSEIL) and the State Bank of India 
(SBI). 
 
Who is a Depository Participant (DP)? 
NSDL carries out its activities through business partners - Depository 
Participants (DPs), Issuing Corporates and their Registrars and Transfer 
Agents, Clearing Corporations/Clearing Houses• NSDL is electronically linked 
to each of these business partners via a satellite link through Very Small 
Aperture Terminals (VSATS). The entire integrated system (including the 
VSAT linkups and the software at NSDL and at each business partner's end) 
has been named the "NEST" (National Electronic Settlement & Transfer) 
system. The investor interacts with the Depository through a Depository 
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Participant of NSDL. A DP can be a bank, financial institution, a custodian or 
a broker. 
  
What is Demat account and why it is required? 
#  Securities and Exchange Board of India (SEBI) is a board (corporate 
body) appointed by the Government of India in   
    1992 with its head office at Mumbai. Its one of the function is helping the 
business in stock exchanges and any other 
    securities markets. 
#  Demat (short form of Dematerialization) is the process by which an 
investor can get shares (also called as physical 
    certificates) converted into electronic form maintained in an account with 
the Depository Participant (DP). 
#  DP could be organizations involved in the business of providing financial 
services like banks, brokers, financial 
    institutions etc. DP’s are like agents of Depository. 
#  Depository is an organization responsible to maintain investor's securities 
(securities can be shares or any other form 
    of investments) in the electronic form. In India there are two such 
organizations called NSDL (National Securities 
    Depository Ltd.) and CDSL (Central Depository Services India Ltd.) 
#  Investor’s wishing to open Demat account has to go DP and open the 
account. 
#  Opening the Demat account is as simple as opening the bank account 
with any bank. As you need bank account to 
    save your money, make cheque payments etc, likewise you need to open 
a demat account if you want to buy or sell 
    stocks. 
#  All shares what you possess will show in your demat account, so you 
don't have to possess any physical 
    certificates. They are all held electronically in your demat account. As you 
buy and sell the shares, accordingly your 
    shares will get adjusted in your account. 
 
Is a demat account a must? 
The market regulator, the Securities and Exchange Board of India (SEBI), 
has made it compulsory to open the demat account if you want to buy and 
sell shares. 
So a demat account is a must for trading and investing. 
 
How to open a Demat account? 
You have to approach a DP to open a Demat account. 
Most banks are DP participants so you may approach them or else you can 
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contact us. 
To have latest list of registered DP please visit websites www.nsdl.co.in and 
www.cdslindia.com. 
A broker and a DP are two different people. A broker is a member of the 
stock exchange, who buys and sells shares on his behalf and also on behalf 
of his customers. 
 
Following are the documents required to open Demat account. 
When you approach any DP, you will be guided through the formalities of 
opening an account. 
The DP will ask to provide some documents as proof of your identity and 
address. 
Below is a list but you may not require all of them. 
PAN card,  Voter's ID,  Passport,  Ration card,  Driver's license,  Photo credit 
card Employee ID card,  IT returns,  Electricity/ Landline phone bill etc. 
In addition to the proof of address, Xerox copy of your PAN card is made 
compulsory, but however, according to the latest amendment, in 2008, to 
the rule, SEBI exempted all the State and Central Government employees to 
produce the PAN card Xerox. 
 
Do you need any shares to open a Demat account? 
No. You need not need any shares to open a demat account. A demat 
account can be opened with no balance of shares. And there is no minimum 
balance to be maintained either. You can have a zero balance in your 
account. 
 
How much it cost to open a Demat account? 
The charges for account opening, annual account maintenance fees and 
transaction charges vary between various DP’s. To have latest charges 
please visit websites of www.nsdl.co.in and www.cdslindia.com            
 
Finally - 
After successfully opening the demat account, the DP will allot “Beneficial 
Owner Identification” Number, which will be needed to mention for all your 
future transactions. 
If you want to sell your shares, you need to place an order with your broker 
and give a 'Delivery Instruction' to your DP. 
The DP will debit your account with the number of shares sold. You will 
receive the payment from your broker. 
If you want to buy shares, inform your broker about your Depository 
Account Number, so that the shares bought are credited into your account. 
 
Important points to remember while opening online account 
¨ Make multiple enquiries and try get low brokerage trading account. 
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¨ Also discuss about the margin they provide for day trading. 
¨ Discuss about fund transfer. The fund transfer should be reliable and 
easy. Fund transfer from your bank account 
    to trading account and visa versa. Some online share trading account has 
integrated savings account which 
    makes easy for you to transfer funds from your saving account to trading 
account. 
¨ Very important is about service they provide, the research calls, intraday 
or daily trading tips. 
¨ Also enquire about their services charges and any other hidden if any. 
¨ And also see how reliable and easy is to contact them in case if any 
emergency. Emergency closing or squaring 
   off trades in case of any technical or other problems. 
  
Demat & Remat 


Process of Dematerialisation 


One of the methods for preventing all the problems that occur with physical 
securities is through dematerialisation (demat). India has adopted the 
demat route in which the book entry is made electronically against securities 
that are cancelled. The share certificates are shredded (i.e., its paper form 
is destroyed) and a corresponding credit entry of the number of securities 
(written on the certificates) is made in the account opened with the DPs. 
Dematerialisation is a process in which the physical form of holding 
securities is replaced with electronic (book-entry) form of holding them. 


The securities held in dematerialised form are fungible and they do not bear 
any distinguishable features like distinctive number, folio number or 
certificate number. Once the shares are dematerialised, they lose their 
identification features in terms of share certificate distinctive numbers and 
folio numbers. Title to the securities owned is in terms of number of 
securities and not in terms of distinctive numbers, certificates numbers, etc. 
Each security is identified in the depository system by ISIN and short name. 


International Securities Identification Number (ISIN) 


Each of the securities dematerialised in the NSDL depository bears a 
distinctive ISIN - an identification number. International Securities 
Identification Number (ISIN) is unique for each security issued in any of the 
International Standards Organisation (ISO) member countries in Physical 
form of securities can be converted into book entry form in NSDL depository 
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system only if the company which has issued the securities, has entered into 
an agreement with NSDL to offer demat facility. 


The Demat Process 


A holder of depository eligible securities may get his physical holding 
converted into electronic form by making a request through the DP with 
whom he has his beneficiary account. 


Rematerialisation 


Rematerialisation is the exact reverse of dematerialisation. It refers to the 
process of issuing physical securities in place of the securities held 
electronically in book-entry form with a depository. Under this process, the 
depository account of a beneficial owner is debited for the securities sought 
to be re-materialised and physical certificates for the equivalent number of 
securities is/are issued. 


A beneficial owner holding securities with a depository has a right to get his 
electronic holding converted into physical holding at any time. The beneficial 
owner desiring to receive physical security certificates in place of the 
electronic holding should make a request to the issuer or its R&T Agent 
through his DP in the prescribed re-materialisation request form (RRF). 
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HAVE AN IDEA ABOUT EQUITY


HAVE AN IDEA ABOUT EQUITY 


Equity is a share in the ownership of a company. It represents a claim on the company's assets 
and earnings. As you acquire more stock, your ownership stake in the company increases. 
The terms share, equity and stock mean the same thing and can be used interchangeably.  As 
you acquire more stock, your ownership stake in the company increases.  


Holding a company's stock means that you are one of the many owners (shareholders) of 
a company, and, as such, you have a claim (to the extent of your holding) to everything 
the company owns. Yes, this means that technically, you own a portion of every piece of 
furniture; every trademark; every contract, etc. of the company. 
As an owner, you are entitled to your share of the company's earnings as well as any voting 
rights attached to the stock. 


Another extremely important feature of equity is its limited liability, which means that, as a 
part-owner of the company, you are not personally liable if the company is not able to pay its 
debts. In case of other entities such as partnerships, if the partnership goes bankrupt, the 
partners are personally liable towards the creditors/lenders and they may have to sell off 
their personal assets like their house, car, furniture, etc., to make good the loss. In case of 
holding equity shares, the maximum value you can lose is the value of your investment. 
Even if a company of which you are a shareholder goes bankrupt, you can never lose your 
personal assets.   


Reasons for issuing equity 
 
To expand its business, a company, at some point, needs to raise money. To do this, it can 
either borrow by taking a loan or raise funds by offering prospective investors a stake in 
the company --- which is known as issuing stock. A company usually borrows from banks and/
or financial institutions. This is called ‘debt financing’. 


On the other hand, issuing stock is called ‘equity financing’. While raising loans is used 
for temporary cash requirements (such as borrowing to fund a project), issuing stock is used to 
raise funds of a permanent nature. While a lender gets interest for the loan given to the company.   


Characteristics of equity 


 
Equity is unsecured and a high risk-return investment 
When you invest your money in a debt investment such as a bank deposit, bonds, etc., you 
are promised a fixed amount of interest on your investment and return of capital. This isn't the 
case with an equity investment. By becoming an owner, you bear the risk of the company not 
being successful. However, the rewards for bearing this risk are high. You, as an equity 
shareholder, are entitled to a share in the profits of the company’s business as well as 
any appreciation in the perceived value of the shares. 


The risks and rewards of investing in equity are clearly apparent from the Bombay Stock 
Exchange Sensitive Index (BSE Sensex), which is a popular stock market index. This index 
reflects the movement of the share prices on the stock markets. The Sensex rises and/or 
falls continuously during trading hours. Rises indicate gains and falls indicate losses. True 
equity money is unsecured and directly reflects the faith of the investor in the business, 
its management and the commitment of its principals to it. 


Equity remains in perpetual existence 
The perpetual existence of a company implies that the death, disability, retirement or termination 
of a shareholder, director or officer, will not affect the existence of the company. For an 
equity shareholder, this is convenient since he does not need to renew/renegotiate the terms of 
his investment (like in the case of a fixed tenure debt investment). He also has the option to sell 
his equity holding through the stock exchange if he no longer wants to remain invested in 
the company. 
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Limited liability 
Another extremely important feature of equity is its limited liability, which means that, as a 
part-owner of the company, you are not personally liable if the company is not able to pay its 
debts. In case of other entities such as partnerships, if the partnership goes bankrupt, the 
partners are personally liable towards the creditors/lenders and they may have to sell off 
their personal assets like their house, car, furniture, etc., to make good the loss. In case of 
holding equity shares, the maximum value you can lose is the value of your investment. Even if 
a company of which you are a shareholder goes bankrupt, you can never lose your personal assets. 


Income from equity investing 
  


Capital appreciation 
Equity shares of companies are listed and traded on a stock exchange (the Bombay Stock 
Exchange or the National Stock Exchange). The market prices of these shares are 
continuously moving up or down depending on the interest in the company’s stock, it’s 
business potential, etc. As an equity shareholder, you can profit/lose from the market price rise/
fall. For instance, if you have purchased the equity shares of Company ABC at Rs 25 per share 
and the market price of the share rises to Rs 30, you can sell the shares at this price to make 
a profit. This is called ‘capital appreciation’. However, if the market price falls to below Rs 25, 
you would lose. This loss would be notional till you actually sell at this price and book the loss. 


Bonus shares 
When you purchase shares of a company, you become a shareholder of the company. When 
the company is doing well, it may declare a ‘bonus issue’. This means that the company will 
issue fresh equity shares to its existing shareholders, for free. As a shareholder, you will be 
entitled to receive bonus shares in proportion to your holding in the company. For instance, if 
the company declares a bonus in the ratio of 1:2 (this means it will issue one share for every 
two shares you hold) and if you hold 100 shares, you will be entitled to 50 shares as a bonus. 
When you sell your bonus shares in the stock market, the market price at which you sell your 
bonus, minus brokerage charges and necessary taxes (Service Tax, Securities Transaction 
Tax, etc.), will be your profit i.e. capital appreciation. In this case, there will be no cost of 
purchase since you have received the bonus for free.  For instance, if the company declares a 
‘bonus issue’ in the ratio of 1:2 (this means it will issue one bonus share for every two shares 
you hold) and if you hold 100 shares, you will be entitled to 50 shares as a ‘bonus shares’. The 
cost of these shares will be nil. In this case, if you sell your bonus shares in the market at say, 
Rs 35, your capital appreciation will be the entire Rs 35 per share minus brokerage, taxes, etc. 


Rights shares 
Another way a company offers benefits to its shareholders is by offering ‘rights shares’. This 
means that the company will offer fresh equity shares to its existing shareholders at a price, which 
is lower than the current market price of the share. For instance, if the current market price of 
the company’s share is Rs 35, it will offer shares at below this price, say Rs 25. As a 
shareholder, you will be entitled to receive ‘rights shares’ in proportion to your holding in 
the company. For instance, if the company declares a ‘rights issue’ in the ratio of 1:2 (this means 
it will issue one share for every two shares you hold) and if you hold 100 shares, you will be 
entitled to 50 shares as a ‘rights shares’. This implies that to obtain the ‘rights shares’, you will 
have to pay Rs 1,250 (50 shares you are entitled to x Rs 25 per share). In this case, if you sell 
your rights shares in the market at say, Rs 35, your capital appreciation will be Rs 10 per 
share minus incidental selling costs. 


However, if you don’t want to subscribe to the rights offered to you, you can sell your 
rights entitlements. The price that you receive to sell your rights entitlements will depend on 
the rights offer price, the current market price and the demand for the company’s shares. 
For instance, taking the above example forward, if you decide to sell your rights entitlements of 
50 shares and you receive Rs 2.50 per share, you will get a total of Rs 125. This will be your 
profit after deducting incidental selling expenses. 


Dividend income 
Companies report their profits earned on a quarterly basis. Based on the quantum of 
profits, companies declare dividends to distribute a portion of these profits to their 
shareholders. Dividends are declared as a percentage of the share’s face value. For instance, if 
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a company declares a dividend of 10 per cent and its share has a face value of Rs 10, it implies 
that it will pay Re 1 per share as dividend (Rs 10 x 10 per cent). As a shareholder, you will 
be entitled to dividend to the extent of your share holding. For instance, in this case if you hold 
500 shares, you will get a dividend of Rs 500 (500 shares x Re 1 per share). However, 
dividend income is uncertain. Companies don’t declare dividends regularly. Dividends are 
declared only when there are profits available for distribution. 
  


___________________________________________________________________________________________ 
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On line Trading   


In Online share trading the trading is done by using computer and internet connection. In other 
words trading done through computer having internet connection is called online share trading. 
Basically people use online share trading who want to trade themselves. Instead of going to any 
share broker you can do trading yourself using online share trading method. In this method you 
must have a computer and internet connection or else you can make use of internet cafe. 
Nowadays due to internet facility lots of things have become easier as compared to earlier days. So 
making use of  the great internet facility you can start your own online share trading.


Essential of Online Trading - 
¨ Online trading account - You have to open an online trading account with any of the bank or 
financial trading system like  ICICIdirect.com, 5paisa.com, Sharekhan.com etc. Their will be nominal 
annual charges. These charges vary from bank to bank but should not be more than Rs.1000 
annually. 
¨ A computer with internet connection or can do trading in internet cafe. 
¨ After successfully opening the online account you will receive the username and password 
with the help of which you can login in online trading system and trade yourself. 
¨ The trading system executive (with whom you opened trading account) will help you initially about 
how to use the online trading system. 
¨ Once you get familiar with the system then you can trade yourself at your home or in the internet 
cafe. 
¨ Nowadays you can get internet enabled on your cell (which is called GPRS) whose speed will be 
sufficient to do trading and also the charges of GPRS are very nominal.


Online share trading services in India 
There are three primary things required to start online share trading. 
(1)Demat account (Trading shares' account); (2) Trading financial account, (3) a computer and 
internet connection or else you can go to internet cafe. 
¨ Online Demat Account - 
You have to open online trading account that is also called as Demat account.( If you want to know 
more about Demat account then please go to Basics of share market Indian and check in share 
market and its analysis section. There are number of share broker agents with whom you can open 
your trading account. Following are the some of the names of broker agent where you can contact 
them and open your trading account. 
www.icicidirect.com, www.sharekhan.com. www.5paisa.com , www.indiabulls.com etc. these are 
just few agents you will find more. 
Points to remember while opening your trading account 
- Enquire about brokerage rates and taxes you have to pay for your trading account. 
- You have to open the trading account with the agent who is offering you the lowest brokerage 
rates. 
- Different brokerage rates are available for different trading methods like delivery trading and 
intraday (day 
   trading) trading. 
- Before opening your account try to insist the agent to get demo of there online trading software or 
terminal and 


file:///F|/aboutonlinetrading.htm (1 of 5) [12/21/2009 8:21:32 PM]



file:///E:/For%20Writing%20in%20CD/WITHOUT%20MARITAL%20(for%20Temples)/basics.htm





On line Trading


  check your reliability and Speed. 
- Also confirm about there charges and any hidden charges if you have to pay. 
  Please properly verify above points and then decide with whom you would like to open the trading 
account. 
  Now you have your on online trading account, let’s go for another most important requirement 
needed for you to start your online trading account. 
 
¨ Computer -  
Second most important requirement is computer. Nowadays you get very good computer in very 
affordable price. You may also go for second hand (used) computer but its better to go for new one 
as they are available for very less prices. 
Precaution - Get the computer configuration details and price and compare with other shops and 
then finalize your deal.Because the price of computer varies due to configuration so get proper 
configuration details. 
NOTE - If you can’t afford to buy a computer, then you can go to Internet café and do your trading. 
This method is also absolutely fine. 
 
¨ Internet Connection - 
Third requirement is your internet connection. Nowadays you get internet broadband connection 
very fast and very importantly at very less price. Following are the companies which provide broad 
band internet connection. 
BSNL/VSNL broadband, Tata broadband, Sify broad band, Reliance Broad band etc. 
Precaution - Get proper price range and speed of the internet connection they are going to provide 
you. The price depends on internet speed and data they provide to you. So get proper confirmation 
and then go for that company’s connection 
Another option - 
Alternate option for Internet Broad band connection is GPRS connection. GPRS connection is the 
internet connection has to be activated on your cell phone (mobile phone) and then the cell phone 
has to be connected to your computer. The GPRS connection is bit cheaper as compared to broad 
band connection but you may get less speed as compared to broad band connection. The choice is 
yours. 
On the second part the Airtel, Tata Indicom Reliance, Idea etc these all and many other provides 
GPRS connection and they will help you to set up your mobile phone with your computer for internet 
access. 
Above three are the primary requirements for starting your own online share trading. 
NOTE - If in case if you don’t want to purchase a computer and don’t want to get internet 
connection then you can go and trade in internet cafe. This is also absolutely possible and fine. 
After getting your prime requirement for starting your online share trading now its time to start your 
share trading. 
Let’s go to next chapter.                  
What is offline share trading - Trading done through share broker is called offline share 
trading method. Just to brief you about offline trading. 
As this section is only dedicated to online share trading so let’s proceed. 
So till now you would have been understood about online share trading. 
Now let’s go to next chapter. to know before starting your online share trading 
Please make a note of following things before starting your online share trading. 
¨ Must be aware of Share Market - You must be well aware about share trading, knowledge 
of share market and shares, fully aware of your online trading software or terminal. 
¨ Refer our website fully  - To have basic idea about different types of share trading and other 
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share market related information. 
¨ Keep yourself updated - It always very important to keep updated yourself about latest news 
about share market and companies etc. it really helps you in share trading. 
    “Share market always reacts to appropriate news” 
 
Resources - To keep updated yourself you have to read financial newspaper like business 
standard, economic times etc. On the internet you can access/open financial related websites like 
www.businessstandard.com , www.economictimes.com , www.capitalmarket.com etc. On these 
websites you will get all news related to share market, government news, company’s 
announcements etc which will affect  the share market. 
Share market daily open at 9:5 am and closes at 3:30 pm, Saturday and Sunday are holidays for 
share market. 
If you open the financial websites before market opens then you will get the idea about today’s 
share market movement, either it is bullish (going up) or bearish (coming down), ( want to know 
other terms then please check our website ) other information like movement of other Asian markets 
and USA market which has huge impact on our Indian share market. Asian markets start early then 
our Indian market. 
Action Plan - Now you have to plan your action as you are ready will all the information required 
for share market. Now your action plan is to select shares which are I news or select shares from 
sector which is in news. 
Sector like IT, cement, Petrochemical etc. If there is news on any particular companies/shares or on 
any sector then definitely there will be movement, if the news is appropriate. 
During market hours also you have to keep alert about news. Always trade or select shares/
companies which are involved in news. This is one of the easiest methods of tracking shares and 
doing trading on them. 
Also it is also always better that do some study and research before starting your trading. For 
example note down today’s top gainers, top losers, and volume toppers etc and tomorrow keep a 
close watch on them this is also one method of selecting shares and trading on them. 
One more very important point is you should be always aware about news like when company is 
declaring its dividend, companies merger plans, demerger plans, quarter results, major acquisitions, 
collaborations  etc . 
This type of news will definitely makes great movement on related company shares. 
 
 
Advantages of Online Trading 
¨   
¨ Its reliable, convenient and you can take your own decisions yourself by actual selling or analyzing 
the market on the  computer screen instead of calling broker all the time and getting news about the 
market. 
¨ Its not possible or practical for a broker to update you about each and every news about the 
market or any news which will influence or affect the share market. Because he may be having 
many other customers like you and even if he updates you by that time the news have been 
affected the concerned sector or share. So if you are doing online trading yourself, then you may 
save yourself from big disaster. You will get news and updates on various websites and also on 
your online trading system and most of the information will be free of cost. “Always remember share 
market always get influences (or affected) by the appropriate news. So get updated or be in touch 
with news all the time. This will benefit 
you always.¨ By doing online trading yourself, you can see and judge where market (or your share) 
is heading by seeing different graphs online yourself, which is not possible if you’re trading through 
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broker. Some online trading systems have graphs integrated in their system, so your job is to just 
add those graphs and check the status of current market (or share) (graphs will be discussed later). 
And depending on your analysis you can take steps towards your successfully trading. 
¨ All your transactions and related documents can be seen online and can also be downloaded to 
your PC without depending on your broker. You can also check the status of your amount on daily 
basis through you online trading system. There are very important benefits (advantages) of online 
share trading over offline share trading. 
That means:- 
¨ No need to depend on broker - 
    First up of all you need not have to depend on any share broker for buying and selling of shares; i.
e no need to depend on any broker or anybody else to place the order or to square off the order. In 
short you are the boss of yourself to do trading of shares. Depending on broker may result in delay 
of buying and selling of shares which may in turn result in huge loss or less profit. If you are doing 
online share trading then you can execute your trades at any time because you are observing every 
movement of share market right in front of your computer screen. 
¨ All updates on your computer screen - 
    As you have internet connection with you will get all updates of government news, companies’ 
announcements, and corporate declaration etc during market hours. It’s not so practically for your 
broker to provide you all the updates and news. So its very important point that you get all news, 
especially those news which affects share market right in front of your computer screen. 
“Share Market always reacts to appropriate news” 
¨ Independent for your trades - 
    On the other part you will get all information of your traders on your computer screen. You can 
view yourself your profits and losses done and depending on your current situation you can plan 
your further trades. In other words you are totally independent for your trades from your broker. You 
are boss of your self.      
Disadvantages of Online Trading 
¨ In online trading system you may face problem of disconnection to internet due to which you will 
not be able to login to your online trading system and hence you can’t do trading yourself. At such 
critical times you have to call trading system executive and do trading or square off your 
transactions. 
¨ If may face other problems such as electricity cut-off, PC problem etc during online trading then 
immediately you have to contact your trading system executive and place orders or do 
trading.                                            
Problems online share trading 
As there are couples of good advantages there are also some technical disadvantages. As every 
coin have two sides. 
¨ Disconnection from Internet - In online share trading there is the possibility that your internet 
    connection may get slow or get stopped, this may result in disconnection from share market. At 
such critical times you have to call your executive (from whom you opened your trading account) 
and place your order or square off your pending orders. 
¨ Computer Problem - If your computer stops functioning then this may also result in 
disconnection from share market at this time also you have contact your executive. 
¨ Other Problem - Other problems like electricity disconnection. Solution for this is inverter or 
batter backup. Above all technical problems which may exist at any time and they are beyond our 
control means not in control. 
 
 Online share trading tips 
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¨ Do not over trade - Do not put all your money in share market. 
¨ Do not put all your money in single share or single sector - Put or divide your money 
in multiple shares or sectors. This may reduce the risk of heavy loss. 
¨ Do not panic or fear - Think twice before making your trade/plan and once done stick to it, 
don’t panic or  fear. 
¨ Accept Loss - If you trade is going against you and if you are not sure about your trade then 
immediately  accept the loss and come out of your trade. It will save you from heavy loss. 
¨ Right Opportunity - Do not fall in trade early, wait for right opportunity and then trade. It’s very 
important. 
    "Wait, Watch and then trade” you will get success. 
¨ Everyday is not trading day - Do not force yourself to do trading everyday. It’s wrong. If you 
are not sure about the market movement for that day then it always wise decision to be away from 
market and not to trade. 
¨ Keep you greediness away - Most of the people loose in share market due to greediness. 
Get satisfied  whatever profit you get and come out of that trade and wait for next opportunity. Don’t 
wait to take huge for that single trade.
  


Note: All the blue coloured words in this page are linked to web-pages in internet. 


________________________________________________________________________________________________
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LEARN ABOUT SHARES
  
  
Share - 
Share is nothing but the Ownership of the company divided into small parts 
and each part is called as Share or Stock.A person carrying a share of a 
company holds that part of ownership in that company. 
A person holding maximum shares has maximum ownership like directors, 
chairman etc. 


Definition of "Shares" 


A share is a certificate representing one unit of ownership in a company. A 
shareholder is one who owns one or more shares of a company. The proof of 
his ownership is the share certificate, which he may hold in multiple 
numbers, each certificate comprising a certain quantity of shares. Now with 
the advent of Depositories, he can hold the shares in electronic form. We will 
discuss Depositories, process of dematerialisation and rematerialisation in the 
coming chapters. 


Different Type of Shares 


·                              Equity Shares 


Equity shares represent proportionate ownership in a company. Investors 
who own equity shares of a company are entitled to ownership rights, like 
voting for selection of directors on the Board, share in profits of the 
company, etc. Investors who own equity shares in a company are called 
shareholders. Shareholders are entitled to share profit of the company in the 
form of "dividend" or "bonus shares", if Board of Directors and majority of 
the shareholders agree. The equity shareholders are paid an annual dividend 
depending on the profitability of the firm, which is proposed by the Board and 
passed in the Annual General Meeting of the company.   


In finance a share is a unit of account for various financial instruments 
including stocks, mutual funds, limited partnerships, and REIT's. In British 
English, the usage of the word share alone to refer solely to stocks is so 
common that it almost replaces the word stock itself. 


In simple Words, a share or stock is a document issued by a company, 
which entitles its holder to be one of the owners of the company. A share is 
issued by a company or can be purchased from the stock market. 
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By owning a share you can earn a portion and selling shares you get capital 
gain. So, your return is the dividend plus the capital gain. However, you also 
run a risk of making a capital loss if you have sold the share at a price below 
your buying price. 


A company's stock price reflects what investors think about the stock, not 
necessarily what the company is "worth." For example, companies that are 
growing quickly often trade at a higher price than the company might 
currently be "worth." Stock prices are also affected by all forms of company 
and market news. Publicly traded companies are required to report quarterly 
on their financial status and earnings. Market forces and general investor 
opinions can also affect share price.   


·                            Preference Shares 


As the name suggests, owners of preferential shares enjoy a preferential 
treatment over equity shareholders with regard to corporate benefits such as 
dividend. In case of the company being wound up, the preference 
shareholders are given priority over the equity shareholders to receive their 
amounts. They however, do not have voting rights. The return on preference 
shares is generally fixed and is payable if the company declares dividends. 


Preference shares are issued by a company with varying features such as: 


  Cumulative and non-cumulative preference shares 
  Redeemable and non-redeemable preference shares 
  Convertible and non-convertible preference shares 
  Preference shares with a combination of the above features. 


Debentures, Bonds 


·                            Debentures 


Debentures may be of three types - fully convertible debentures (FCDs), 
Partly convertible debentures (PCDs) and non-convertible debentures 
(NCDs). 


FCDs are debentures whose face value is converted into a fixed number of 
Equity shares at a fixed price. The price of each equity share received by way 
of converting the face value of the convertible security i.e. debenture is called 
the conversion price. The number of equity shares exchangeable per unit of 
the convertible security i.e. debentures is called the conversion ratio. 
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Quick Facts on Stocks and Shares 


·                            Owning a stock or a share means you are a partial owner 
of the company, and you get voting rights in certain company issues


·                            Over the long run, stocks have historically averaged 
about 10% annual returns However, stocks offer no 
guarantee of any returns and can lose value, even in the long run


·                            Investments in stocks can generate returns through 
dividends, even if the price


How does one trade in shares ? 


Every transaction in the stock exchange is carried out through licensed 
members called brokers. 


To trade in shares, you have to approach a broker However, since most 
stock exchange brokers deal in very high volumes, they generally do not 
entertain small investors. These brokers have a network of sub-brokers 
who provide them with orders. 


The general investors should identify a sub-broker for regular trading 
in shares and palce his order for purchase and sale through the sub-
broker. The sub/broker will transmit the order to his broker who will 
then execute it .


What are active Shares ?


Shares in which there are frequent and day-to-day dealings, as distinguished 
from partly active shares in which dealings are not so frequent. Most shares 
of leading companies would be active, particularly those which are 
sensitive to economic and political events and are, therefore, subject to 
sudden price movements. Some market analysts would define active shares 
as those which are bought and sold at least three times a week. Easy to buy 
or sell. 


Everything about bonus Shares 
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If you've attended any annual general meeting 
of any company, one issue that shareholders 
never fail to sally forth - other than the demand 
for higher dividend - is "Chairman saab, is saal 
kya bonus issue offing me hai?" ("Mr Chairman, 
is there a bonus in the offing this year?"), which 
sometimes also takes the sarcastic tone of 
"bahut deri se aap ne hum chhote shareholders 


ko koi bonus nahi diya?" ("it's been a while since you gave us small 
shareholders bonus shares?"). 
 
The big "bonus" question seems so important to most shareholders, we 
thought we should evaluate why they make this supernormal demand. But 
before we get into the relevance of a bonus issue, we'll touch upon what a 
bonus issue is, and why companies have been issuing bonus issues since 
time immemorial. 
  
What's a bonus issue? 
Bonus is an issue of free shares by a company to its shareholders in 
proportion to their existing holdings. In short, it means that the company has 
turned part of the profits and reserves to capital. So while the reserves stand 
reduced, the capital has increased. 
 


For example: You own 100 shares in a company and the 
current price is Rs1,000 per share. If the company announces 
a '1 for 1' bonus issue and issues you 100 more shares, you 
now own 200 shares. Does that mean your holding doubles in 
value? No, because the market will adjust the price of the 


shares so that the total value of your holding remains what it 
was before. In the above example, the share price would adjust to about 
Rs500 per share, so you still have a holding worth Rs100,000. Similarly, the 
dividend per share will adjust pro rata. 
 
Suppose company A, with an equity of Rs60cr and reserves of Rs120cr, 
announces a 1:1 bonus, there is no change in the net worth but the earnings 
per share changes. But hold on, the change has been to the extent of the 
change in the share price. So, effectively, there is no change in the share 
value of the shareholder. 


Company 
(A) 


Pre 
bonus 


Ex 
bonus 


Equity 60 120 
Reserves 120 60 
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Profit 450 450 
New 
worth 180 180 


Book 
value 30 15 


Price per 
share 1,000 500 


EPS 
For Share holders 
No of 
shares 100 200 


Value of 
holding 100*1000 200*500 


- = 
100,000 


= 
100,000 


  
What good a bonus issue does 
Wait, there may be something positive about a bonus issue. Let's dwell into 
this argument further and provide reasons for the relevance of a bonus issue. 
The main objective of having a bonus issue is to make the shares more 
marketable. With more shares in circulation and a lower share price, a 
company expects better liquidity and higher investor interest in its shares. 
Let's take the example of MRF's shares, which see little activity owing to the 
illiquid nature of the stock (the company's equity is only Rs4.24cr). But if 
MRF were to issue a bonus issue the liquidity in the stock would improve. 
Also the company is trying to signal that it is now capable of servicing a large 
shareholder base. 
  
Picking the finer points 
So far, so good. But the important question is: is that company capable of 
servicing a large customer base? If so, can it maintain its dividend ratio? 
Remember, next year, the company would have to shell out a large part of its 
profits to the shareholders, even if it maintains it previous dividend ratio. 
 
And if it does maintain its ratio, it is possible that the company might be 
putting back a relatively smaller part of profit back into the business. And this 
in turn might have other implications on the company. 
 
Let's take the case of Century Textiles. The company issued its fifth bonus 
issue in 1997. The bonus of 1:1 was issued to reward its shareholders on its 
100 year of operation. But the point is the company was well aware that it 
would not be able to service its customer base and would not be able to 
continue with the dividend ratio. The net result: the following year, the 
dividend ratio fell by 60 percent to 10% and is today giving a dividend of just 
6%. 
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Century Textile 2000 1999 1998 1997 


Share capital + 193.04 193.04 193.04 46.52 
Reserves & Surplus 785.18 777.16 893.99 1034.97 
Net profit 6.14 -91.3 -86.7 5.48 
Dividend 6% 6% 10% 60% 
 
 


Now let's look at Infosys Technologies. The company 
issued its third bonus since 1999 of 1:1. The good part is 
that the company has been able to not only maintain its 


dividend, but between its first bonus in 1994 and today, the dividend ratio 
has increased from 35% to 90% respectively. The company has been able to 
match its dividend as it has been growing at a compounded annual growth 
rate of 58%. The company has no problem in giving a bonus share issue, as 
it is not only able to plough back sufficient funds into the company, but also 
give its shareholders a good dividend. 


Infosys 2000 1999 1998 


Share capital 
+ 33.08 33.07 16.02 


Reserves & 
Surplus 800.22 541.36 156.94 


Net profit 293.52 135.26 60.36 
Dividend 90% 75% 60% 


  
Bonuses are like pizzas 
The two examples above amply demonstrate that on its 
own, the bonus issue has no relevance if it isn't serviced 
well by the company. Even from an investor's point of 
view, a bonus share issue does not add up to capital 
appreciation. An investor may still be motivated 
because the investor is hopeful that his next dividend 
will fetch him higher returns. But like we have already seen in our earlier 
example, much depends on the performance of the company. 
 
Remember: a bonus issue is like a pizza. You could cut it into as many slices 
as you want, it still won't increase the size of the original pizza. Also, like a 
pizza, enjoy your bonus issue, but take it with a pinch of salt! 
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ABOUT SHORT SELLING 
  
What is Short Selling 


Traditionally the premise of investing is that you buy an asset and hold it 
until it rises enough to make a sizable profit, it doesn't get much easier than 
that. What about the times you come across a stock that you wouldn't 
invest a penny in, you know that stock is doomed, a sure loser. If you knew 
that the stock was going to decline wouldn't be nice to be able to profit from 
its decline. 
Well you can profit from the decline of a stock and although it sounds easy, 
there are substantial risks and pitfalls that you need to watch out for. The 
mechanics of a short sale are somewhat complicated and the investor's risks 
are high so it is important that you understand the transaction before 
getting into it. 
 
What does it mean to sell short? 
 
If you sell a stock you don't own, you are selling short. (Yes, it's legal.) You 
are now short the stock. 
 
A short seller sells a stock that he believes will fall in value. A short seller 
does not own the stock before he sells it. Instead, he borrows it from 
someone who already owns it. Later, the short seller buys back the stock he 
shorted and returns the stock to close out the loan. If the stock has fallen in 
price since he sold short, he can buy the stock back for less than he 
received for selling it. The difference is his profit. 
 
Short selling allows investors to profit from falling stock prices. "Buy low, 
sell high" is the goal of both short selling and purchasing shares ("going 
long"). A short sale reverses the order of a typical stock purchase: the stock 
is sold first and bought later. 
 
For example, in March 2002, Andy thinks HLL is overvalued. He sells short 
100 shares of HLL at Rs. 250 per share. The stock market crashes in April 
and HLL's share price falls to Rs. 210 per share. Andy buys back 100 shares 
of HLL and closes out the short sale. Andy gains the difference between the 
sales proceeds and the purchase costs and pockets Rs. 4,000 from the short 
sale, excluding transaction costs. 
 
Where Does The Broker Get The Stock? 
 
The short answer is from other customers or the Stock Holding Corp. of 
India. 
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Short selling is a marginable transaction. In plain English, that means you 
must open a margin account to sell short. This is the same account you 
would use if you want to use your stocks as collateral margin to trade in the 
markets. 
 
When you open a margin account, you must sign an agreement with your 
broker. This agreement says you will maintain a cash margin or pledge your 
stocks as margin. 
 
How Do I Sell Short? 
 
Unlike a stock purchase transaction, which involves two parties (the buyer 
and the seller), short selling involves three parties: the original owner, the 
short seller, and the new buyer. The short seller borrows shares from the 
original owner, and immediately sells them on the open market to any 
willing buyer. To finalize ("close out") the short sale transaction, the short 
seller must then go out into the stock market and buy the same amount of 
shares as he sold so that the broker can return them to the original owner. 
 
To sell short you first must set up a margin account with your broker. A 
margin account allows you borrow from your brokerage company using the 
value of your portfolio as collateral. The general rule is that the value of 
your portfolio must equal at least 50% of the size of the short sale 
transaction. In other words, If you have Rs. 100,000 worth of stock/cash in 
your margin account, you can borrow Rs. 200,000 of stock to sell short. 
 
To sell a stock short, you must borrow stock. To initiate a short sale, you 
simply call up your broker and ask to sell short a specific number of shares 
of your selected stock. Your broker then checks with the Margin Department 
to see whether the shares are available or can be borrowed. If they are 
available, the brokerage borrows the shares, sells them in the open market, 
and puts the proceeds into your margin account. To close out your short 
sale, you tell your broker that you want to buy the same number of shares 
that you shorted. The broker will purchase the shares for you using the 
money in your margin account, return the shares and close out the short 
sale transaction. 
 
While your short sale is outstanding, your account will be charged interest 
against the value of the short position. If the stock you shorted goes up in 
price, or the value of the stock you are using as collateral goes down in 
price, so that your collateral is less than the "maintenance" requirement you 
will be required to add money to your margin account or buy back the stock 
that you sold short. You must also pay any dividends issued by the company 
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whose stock you sold short. 
 
Why Sell Short? 
 
The two primary reasons for selling short are opportunism and portfolio 
protection. Occasionally investors see a stock that they believe has been 
hyped to a ridiculously high level. They believe that the stock price will fall 
when reality replaces the hype. A short sale provides the opportunity to 
profit from the overpriced stock. Short sales are also used to protect an 
investor's portfolio against a market downturn. By shorting stocks that the 
investor believes will fall sharply when the market as a whole falls, investors 
can help insulate the value of their portfolios against sudden market drops. 
 
Short selling is also used to protect portfolios against erosion due to a broad 
market decline. Short sellers make money when stock prices fall. An 
investor can diversify a long portfolio by adding some short positions. The 
portfolio will then have positions that make money both when prices rise 
and when they fall. This reduces the volatility in the portfolio's returns and 
helps protect the value of the portfolio when prices are falling. 
 
By shorting carefully selected stocks that are priced near their peak but that 
will fall sharply if the market falls, an investor can use the profits from the 
short sales to help offset losses in his long position to protect the value of 
his portfolio. 
 
Short selling just like long buying is essential for proper functioning of the 
stock market. It provides essential liquidity which in turn leads to proper 
price discovery. 


___________________________________________________________________________________ 
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KNOW ABOUT STOCKS 


Lesson 1 
The moment the prices of scrips drop, say, by 5%-10%, we get worried. In that anxiety, we want 
to sell and get out. 
  
Let's say the Reliance share you bought last week is down 10%. So what? Will Reliance 
business close down? Or will Mukesh Ambani run away with your money? No. 
  
The movement in stock prices has no impact on the business. Reliance will continue to make 
profits and grow. Mukesh Ambani will continue to build world-class projects. If that is the 
case, Reliance shares will see new heights in future. Why bother about these falls which likely 
will only be temporary? 
  
The problem is, we buy stocks, not businesses. The Tatas and Birlas have been around for over 
100 years. Hundreds of successful companies have run for decades and continue to 
grow irrespective of the stock market volatilities. 
  
Yes, some businesses succeed, some fail. There are ups and downs. That is the inherent nature of 
a business. But, in the long run, they will make profits and grow. That is where management 
counts. Good managements run profitable operations. 
  
Second, that’s why we diversify. Even if we lose money in a few stocks, we will still make lots 
of money in others. 
  
Moral: Buy businesses, not stocks. 
  
  
Lesson 2 
Recently, I read that if you had invested Rs 1 lakh in Infosys at the time of IPO, it would be 
worth about Rs 64 lakh now. But how many people made that kind of money? None, I guess, 
except the employees and a lucky few who bought the shares but forgot about it. 
  
Answer honestly: wouldn’t you have sold the shares when it doubled or tripled or became a 
ten-bagger? How many of us would have had the patience to hold on? 
  
The problem is, we watch stock prices, not businesses. If people had kept track of the business, 
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they would have seen the company had the potential to grow at 30%-40% per annum. Then 
they would have never sold their shares. 
  
I know many people who got out at 10,000 Sensex levels, thinking the markets will correct and 
they will re-enter at lower levels. They are now ruing their decision. The problem: they were 
so obsessed tracking the Sensex that they didn’t see strong economic and business growth. 
  
  
Moral: Watch business growth, not rise in stock prices. 
  
Also read: Five common pitfalls of investing 
  
Lesson 3 
The moment people buy a stock, they expect it to double soon. They see the stock ticker 10 times 
a day. They call their broker a couple of times daily to find out what is happening. 
  
I have one question for such people. Can you set up a steel plant in one day? Can you build a 
power plant over the weekend? Can you start a mobile company and expect to have 1 
million customers on Day 1? No. 
  
Businesses take time to set up, acquire customers and generate profits. Only when the 
companies increase their profits will the share price also increase. 
  
Therefore, having bought a good business and good management, give it time to prosper. If 
you don’t have the patience, you might as well go to a casino or call-up Shah Rukh Khan at KBC.  
  
Moral: The stock market is a serious long-term business, not a make-money-
overnight casino. 
  
Lesson 4 
Another interesting aspect is the stories we hear in local trains, buses, parties, offices, of how 
so-and-so doubled/ tripled his money. 
  
We end up feeling like fools not to invest in the market. At the first opportunity, we buy a few 
stocks without proper research and understanding. 
  
I am not saying they are lying. But I would like to ask them about their other investments too. 
More often than not, for every successful investment, they would have made five other 
poor investments and lost money. They won't tell you about those. 
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The point is, when our investment is motivated by others’ half-truths, we never have 
the patience and discipline required for successful equity investing. 
  
Moral: Don’t be fooled by others’ so-called success stories. 
  
Have you read: Should you be married to a stock or not?  
  
Lesson 5 
As I mentioned earlier, people sold looking at the Sensex levels and lost out on the huge 
potential profits. There are many waiting for the Sensex to fall to the ‘right’ levels to enter 
the market. 
  
There are two points here. I highlighted one earlier: watch the economy not the Sensex. 
  
Second, timing. Given that humans can switch from irrational exuberance to extreme pessimism 
and back in a matter of days, I believe even God will find it difficult to time the markets. 
  
Moreover, I bet not even 1 per cent of you will enter the markets if they started crashing 
from tomorrow. The Dalal Street was totally deserted during the historic crash of May 2006, 
which was actually a great time to buy. 
  
So I suggest let’s get over this fixation with timing the markets. Let us look at business 
potential and invest with a long-term perspective. 
  
Moral: Time in the market is more important than timing the market. 
  
Discipline and patience. That is the mantra to creating wealth on the stock markets. 
Unfortunately, both are in short supply. If you have them, you make your riches. If not, you 
could be in trouble. 
  
I am not very sure how many would agree with the above lessons or even follow them. Such 
is human nature: guided by greed and fear, than by reason and logic. 
  
  
Informative Notes: 
1.Any transaction thro NSE can be verified with NSE on their web-site:http://www.nseindia.
com there under 'Equity' click on 'Trade Verification' and in the opening page give all the 
required details from the contract note issued by your agent and NSE will confirm the 
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transaction and if not confirmed, contact your agent. 
2.You can obtain the daily quotes of all the shares in NSE in their web site free. 
Got to the above mentioned site, there under equity click on 'Market Today' there you can get 
either latest or for archive days in Bhav Copy. 
What are Exchange Traded Funds? 


ETFs represent shares of ownership in either fund, unit investment trusts, or depository receipts 
that hold portfolios of common stocks which closely track the performance and dividend yield 
of specific indexes, either broad market, sector or international. ETFs give investors the 
opportunity to buy or sell an entire portfolio of stocks in a single security, as easily as buying 
or selling a share of stock. They offer a wide range of investment opportunities. While similar to 
an index mutual fund, ETFs differ from mutual funds in significant ways. Unlike Index mutual 
funds, ETFs are priced and can be bought and sold throughout the trading day. Furthermore, 
ETFs can be sold short and bought on margin. 
 
Have you ever wished you could buy every stock represented in a high profile index such as the 
NSE Nifty, or the BSE Sensex but the cost of buying each stock represented in such an index 
was prohibitive? 
 
Now, single securities, known as Exchange Traded Funds (ETF), can track the performance of 
a growing number of different index funds (currently the NSE Nifty). Most ETFs represent a 
portfolio of stocks designed to track one specific index. ETFs can be bought and sold exactly like 
a stock of an individual company during the entire trading day. Furthermore, they can be bought 
on margin, sold short or bought at limit prices. Exchange traded funds can help investors build 
a diversified portfolio that’s easy to track. 
  


ETF Comparison - While similar to an index mutual fund,  
ETFs differ from mutual funds in significant ways. 
  


Attribute ETF 
Index  
Mutual  


Fund 


Individual  
Stock 


Diversification Yes Yes No 
Traded throughout the day Yes No Yes 
Can be bought on margin Yes No Yes 
Can be sold short Yes No Yes 
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Tracks an index or sector Yes Yes No 
Tax efficient as turnover is low Yes Possibly No 
Low Expense Ratio Yes Sometimes Not a factor 
Trade at any brokerage firm Yes No Yes 
 
EFTs trade like shares while providing the diversification of managed funds. Their 
performance closely tracks the investment returns of the shares making up the index. 


Advantages 


Trading Flexibility 
One key advantage that ETFs have over traditional mutual funds is trading flexibility. ETFs 
trade throughout the day, so you can buy and sell them when you want. 


Costs 
In terms of the annual expenses charged to investors, ETFs are considerably less expensive than 
the vast majority of mutual funds. 


Performance 
Because they are shielded from investor trading, ETFs shouldn't suffer from having to keep cash 
on hand to meet redemptions, or from being forced to sell stocks into a declining market for 
the same purpose. 


Conclusion 
ETFs have a lot to offer. They're flexible and low-cost, and their underlying portfolios are 
protected from the impact of investor trading, making them more tax-efficient than most 
mutual funds. There are also ETFs that address specific subsectors that regular mutual funds do not. 


Nevertheless, look carefully before you leap. ETFs' cost advantage isn't always as large as it 
might seem, and trading costs can quickly add up. Particularly if you're in the market for a fund 
that tracks a broad index such as the NSE Nifty, or if you wish to invest regular sums of money, 
it's tough to make a case yet for choosing an ETF over one of the existing low-cost mutual-
fund options. 


________________________________________________________________________________________________


On Stocks 
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(Demat? Book Building?? Buy Back??? ) 
 
 


Article 1: Yeh demat-shemat kya hai   
(Dematerialisation--the word has been an enigma to most)


So, what IS dematerialisation? 
Dematerialisation is an ugly word. Apart from its polysyllables, it conjures up scary visions of 
your share certificates dissolving into thin air. Nothing, however, could be further from the truth. 
As a matter of fact, dematerialisation is one of the best things that could happen to your 
share holdings. 


Let's get the formal definition out of the way. Dematerialisation is the process by which your 
holding of physical share certificates is converted into an electronic record. What that means is 
that just as a bank holds your money in a savings account, the record of your share holdings is 
held by an institution called a depository.


 


But why on earth would I want to exchange my physical share certificates for an electronic record? 
For some very obvious reasons. How many times have you worried about the thousand things 
that could go wrong while transferring shares in your name? How many nightmares have you 
had imagining the theft of your share certificates? Or, their getting burnt or lost? Second, 
whenever you have read in the newspapers about forged and fake certificates, you'll admit 
that you've wondered if some of the ones you hold and have yet to get transferred are fake as 
well. Haven't you cursed the whole chore of sending your certificates by post to the 
company's registered office for transfer? How many times have they been returned with the 
terse remark -- "Objection". Dematerialisation, or demat for short, is the magic wand that 
drives away all these worries. 


 


How? 
Demat shares are an electronic record, so there's no question of their being fake. Nor need 
you worry about bad deliveries. There is no physical share certificate and hence no need to find 
a safe place to keep it under lock and key. 
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I am still not convinced! 
There are other good reasons for demat. The introduction of dematerialisation has also allowed us 
to dispense with the concept of marketable lot-even one share can be bought or sold. In the 
old world of physical certificates, typically shares could be traded only in lots of 100. Demat is 
great for small investors, as it enables them to buy even shares with high rupee prices. It also 
gets rid of the problems relating to odd lots that typically trade at a discount. Next, bonus/
rights shares allotted to you can now be immediately credited to your account-no problems 
of getting the scrips through the post, the certificates getting lost, etc. And what's more, you 
can receive the statement of account of your transactions/holdings periodically, just like a 
bank statement. 


 


So, how does one dematerialise shares? 
Convinced about the arguments in favour of dematerialisation? The next step is to know how to 
go about it. You'll have to approach a depository participant (DP), who is usually a broker or 
a banker, to open an account. You cannot directly approach the depository, whose role is 
something akin to that of the RBI-so only depository participants (DPs) have accounts with them. 


 


What are the various steps involved? 
Start by getting a list of DPs-your broker will be only too happy to oblige. The DP is your link 
with the depository. Next, submit a request to the DP in the dematerialisation request form 
for dematerialisation along with the certificates of the companies to be dematerialised. 
Before submission, you have to deface the certificates by writing "SURRENDERED 
FOR DEMATERIALISATION" on them. The DP will issue you an acknowledgement slip duly signed 
and stamped. When the issuing company or its registrar confirms accepting the request 
for dematerialisation, your account will be credited automatically. It's as simple as that. 


 


What happens to my share certificates? 
Dematerialisation, as you can see, is therefore the process in which your physical share 
certificates are first taken back by the company, or its registrar, and actually destroyed. Then, 
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an equivalent number of securities are credited in your electronic form to your account. The 
process should take around 15 days. One important point-the shares have to be in your name 
before they are sent for dematerialisation. 


 


What if I want my share certificates back? 
For those conservative souls who want to be able to keep the way back open, just in case, 
there's always rematerialisation. If, for some unaccountable reason, the urge to hold 
paper overwhelms you, you can go in for rematerialisation, where the shares will be converted 
from the electronic to the paper form. In that case, your DP will forward your 
rematerialisation request to the depository, after verifying whether you have the 
necessary securities balance. The depository, in turn, will inform the registrar, who will print 
the certificates, and despatch them to you. This should take about a month. 


 


Will I need the services of a broker? 
You'll notice that the depository is the securities bank, and the DPs are its branches. Just like 
a bank, your DP will give you a passbook, or a statement of holdings. There is no restriction on 
the number of DPs you can open accounts with. However, as in the physical segment, all 
your trading will have to be channeled through a broker. And while buying or selling shares, 
you must provide your broker with your account number, and your DP's identification number. 


 


Is dematerialisation expensive? 
Not really. Stamp duty has been waived completely to make share-transfers in the 
dematerialised segment more cost-effective. In the physical segment, the stamp duty is 0.50 
per cent of the market value of the shares transferred. As for the custodial fees, they range 
between 0.05 per cent and 0.10 per cent, and vary between DPs. Yes, you'll argue that 
while physically holding shares, you don't pay custody charges at all. Moreover, in the 
demat segment, you have to pay the annual service charges even if there are no securities in 
your account. And DPs will charge around Rs 2 to Rs 5 per share certificate for 
dematerialisation. Some DPs also charge for opening and closing accounts. But consider 
the advantages. A depository relieves you of the bother of sending your shares for transfer, 
and saves you the postal and courier charges. Demat's the way shares are going to be in the future. 
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Is trading in demat shares time-consuming? 
On the contrary, buying and selling in the demat mode can potentially be much faster. 
For dematerialised shares, the exchanges have an additional trading segment known as the 
rolling settlement (T+5). What this means is that all trades executed on a particular day (T) will 
be settled by the following fifth (T+5) working day. When you buy shares in the demat mode, 
you become the owner of those shares in the electronic form within a day of the completion of 
the settlement. Similarly, when you sell shares in the electronic form, you receive the 
payment much faster. 


 


Any other advantages? 
Sure. When you buy/sell shares in demat, all you have to do is that, after confirmation of 
the purchase/sale by your broker, you should approach your DP with a request to debit or 
credit your account, as the case may be, for the transaction. Your account will immediately 
be updated. The biggest advantage of demat is that it has resulted in a drop in transaction 
fees charged by brokers. Why? Because their hassles and the risk of shares turning out to 
be objectionable, fake, forged, etc. are vastly reduced. 


As you might have noticed, the whole depository and demat business, despite the forbidding 
jargon, is just like operating a bank account where shares, instead of money, is kept.


 


Article 2: Book building tomorrow’s IPOs   
(Book building aims to arrive at a price based on demand. Here’s how it is done...)


Bookbuilding: in the spotlight 
You'll have read about the thumping success of the Hughes Software issue. You'll also have 
noticed the pink newspapers going ga ga over the success of what they call "the country's first 
issue through the bookbuilding route". What exactly does bookbuilding mean? How is it related to 
an issue? These questions are important because bookbuilding could be the future of public issues 
in India. 
 
It is the way in which new issues are marketed in the developed countries. Now that Sebi 
has allowed the bookbuilding method to be used for issues above Rs100cr, and looking at the 
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large premium that Hughes Software has been able to get, it may well be the future mode of 
issues here as well. 


 


But what does it mean? 
Let's take a look at the issues (no pun intended) involved. The basic difference between 
book building and an offer through the normal retail route is that in bookbuilding the price at 
which the issue is done is determined based on the demand received. In the conventional 
public issue the price is decided first and then the stock is offered to investors. 
"Price is determined based on demand". 


 


Sounds complex? Here's how it's done 
Let me explain. A company going public approaches its lead manager, who's an 
investment (merchant) banker. Often the lead manager is actually a consortium, or a group 
of investment bankers, which helps spread the risks. The company specifies the amount of shares 
on offer, and collaborates with the lead manager in drawing up the offer document. No price is set 
in this document. Instead, a price band is shown, merely to indicate the likely price. The 
document, which is called the prospectus, is then filed with the regulator, such as Sebi, which 
gives it a legal standing. The lead manager, also known as the underwriter, (because he gives 
a commitment to the issuer on the entire or part of the funds the issuer is trying to raise at a 
certain floor price) is responsible for errors in the prospectus. In the US, lawsuits take place if 
the prospectus is untruthful, and the damages awarded are large enough to ensure that 
the underwriter has a strong incentive to provide the correct information. 
 
The lead manager is promised a fee for marketing the issue, which is typically a percentage of 
the proceeds of the issue. This ensures his incentive to obtain as high a price as possible for 
the issue. 
  


Determining the investors' demand function 


The lead manager now invites investors he knows into the initial public offering (IPO) process. 
These are institutional investors, and participation is by invitation only. In India, however, 
Sebi allows retail investors to be part of the process. The issue manager asks each investor for 
the number of shares he would buy and the price at which he would buy. This is known as 
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the investors' demand function. 
 
But wouldn't the investor quote a lower price? Yes, it is in his interests to quote lower, but he 
would balance that against the fear that he wouldn't get the number of shares he asked for. 
After all, the process is like an auction, the difference being that he doesn't know what price 
the others are offering. 


 


Getting to the market-clearing price 
Only the lead manager knows the demand function of all the bidders. Based on these bids 
privately revealed to him, the underwriter comes up with a final price, which is the highest price 
at which the entire lot on offer can be sold. This is known as the market-clearing price. Once 
the price is established, and the company making the IPO agrees to it, the underwriter has a 
good deal of flexibility in deciding exactly how the shares are to be allocated amongst the 
various investors. That's another check on the investors' playing fair in the bookbuilding process. 
In practice, relationships between investors and merchant bankers have been built up over 
time, and investors know that any hanky panky will result in their not getting a decent share in 
the future. 
 
Finally, the shares are allotted, and listed on the stock exchange. It is here that one of the 
most interesting parts of the bookbuilding process begins. The underwriter or lead manager puts in 
a limit order to Buy on the exchange at the offer price of the IPO. What this means is that he will 
be open to buying back any amount of the shares on offer at the price of the IPO. This order 
stays open for roughly a week. This is called price stabilisation. The idea behind this requirement 
is to force the lead manager to disclose the right price and set a benchmark price at which there 
are no sellers. 


A superior alternative to traditional IPO process 
In India, the current long process of tapping individual investors leads to delays in the IPO 
process as well as under-pricing. Currently, it takes more than a month to get over the 
entire process of making a primary issue. Thousands of individual investors take part in the 
process, and the paperwork involved is horrendous. These retail investors are unable to 
distinguish good issues from bad ones. This results in their fear of paying too high a price, leading 
to under-pricing across the board. In retail IPOs, companies, and merchant bankers, are 
actually catering to the least informed investor. Bookbuilding, which arrives at a consensus price 
by informed investors, is a better way of accurately judging a company's potential and the price 
of its scrip. 
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But more clarity on rules is needed 
In India, an earlier attempt at bookbuilding by Nirma had fizzled out, and the Hughes Software 
issue was the first successful attempt. One notable feature has been that the price 
discovered through bookbuilding is then used for an IPO using the retail route. Sebi rules 
currently say 10% of the entire issue must be offered to retail investors in this way. This 
ensures that retail investors are not shut out of the market. However, many of the rules are 
still hazy, and the responsibility of the lead manager in supporting the market post-issue, does 
not seem to be well realised. 
 
But success breeds success. Investment bankers, investors and regulators will all learn 
by experience, and India, like the rest of the world, will ultimately go the bookbuilding way. 


 


Article 3: Stock buy-backs   
(Why do investors love it when the company wants to buy its shares back from them? )


What is a buyback? 
A stock buyback is exactly what it says it is-a company buying back its own shares. Investors love 
it. For several reasons. 
 
First, a buyback, to be effective, has to be at more than market value. So investors gain. 
 
Second, the announcement of a buyback is enough to send the stock up in the market, so 
investors gain again. 
 
Third, a buyback announcement is a very strong signal from the company management that 
they believe the market has underpriced its stocks. It is a chest-thumping way of saying that 
we're better than what the market thinks. 
 
Four, stock buyback effectively sets a floor for the scrip. It's like the management saying--Look, 
this is what we think our price should be, and we'll buy if it goes below that. 
 
Five, stock buybacks increase earnings per share, which is nothing but the net profit divided by 
the number of shares. Since the number of shares comes down in a buyback, the EPS 
obviously rises. 
 
Six, these days many companies offer stock options to their employees, which is nothing but 
the right to buy stock at a certain price at a certain time. The effect is to dilute equity, that 


file:///F|/aboutstocks.htm (12 of 21) [12/21/2009 8:20:34 PM]







KNOW ABOUT STOCKS


is increase the number of shares, which means a lower EPS. A buyback counters the effect of 
this dilution. 


 


Restrictions are blamed for the paucity of buybacks in India 
Sounds too good to be true? No wonder market bulls kept on telling the finance ministry that 
the absence of share buybacks was what contributed to the bear market. Well, buybacks have 
since been allowed in India, but few companies have come forward with buyback plans. 
Marketmen now say that the restrictions that hedge in buybacks are too severe. 
 
For example, all shares that are bought back will have to be extinguished, which means they 
can't be issued again. If this restriction wasn't there, companies could buy their own shares 
when they are underpriced and sell them when they're overpriced, making a tidy profit. The 
counter-argument, of course, is that managements would abuse their position, using 
insider information to manipulate share prices. And secondly, companies that go for buyback 
have restrictions on tapping the market for more funds. Small wonder that companies are not 
too keen on buybacks. 


 


But that's not the real reason 
Note that the real reason could be very different. At a time when share prices are down it 
makes sense for company managements to signal the intrinsic price (at which they believe it 
should trade) of their shares by announcing a buyback when the scrip goes below that price. 
When prices are quoting at very high valuations, company managements are reluctant to 
offer buybacks at high prices. 
 
Why is that? Because the real question should be: is a stock buyback the best use for the 
company's money? In other words, could the company have received a higher rate of return if it 
had invested that money in some other asset besides its own stock? Analysts say there's a 
simple way to find that out. 


 


Buyback should depend on intrinsic value of a stock 
This is what an analyst has to tell company management. "The rule is to buy back stocks is that 
as long as you are buying your stock for less than its intrinsic value, you are creating more value 
for shareholders. Intrinsic value is what a stock is worth, based not on temporary 
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stockmarket bullishness or bearishness, but on the business prospects of the company. The 
moment you start paying a premium to buy back your stock, you are destroying value. You will 
then be using company money to buy an asset which is going to lower your rate of return." 
 
Of course, there may be differences about what a company's share is intrinsically 
worth. Nevertheless, it can be said that in bull markets, when values are inflated, it doesn't 
make much sense to go in for buybacks. It's the same as using shareholder money to buy an 
asset at an artificially high price, thus losing money in the process. 


ROCE is a good indicator 
The simplest benchmark one can use to see if a buyback adds value is to compare the ROCE 
(Return on Capital Employed) of the company with its cost of debt. If a company has a ROCE 
in excess of its cost of debt, it makes sense for the company to take on debt and buy back 
its equity. This is neither a sufficient condition in itself or for that matter a necessary condition. 
But ignoring all other factors for the moment this is the best criterion to judge if a buyback 
adds value or not. 


 


Article 4: About stock splits   
(A stock split does not change a company's fundamentals. Then why does the stock price rise? )


Investors must have read a lot on stock splits in newspapers of late. There have been several 
stock splits in recent times. Not to mention the spiralling stock prices due to stock splits. 
Ever wondered what actually does a stock split do? A faintly similar thing is bonus. How does 
that work? 


 


In theory, a stock split shouldn't affect market capitalisation 
Let us take the stock split of Infosys as an example. The company split its share into two. If the 
pre-split price of a share is Rs10, and the stock is split two for one, then, theoretically speaking, 
the price of the new (split) share should be Rs5. That's because the company's net assets do 
not increase, only the amount of its outstanding shares goes up. But life is vastly more 
complicated than theory. In the Infosys' stock split, the market was expecting five shares for 
one; the two-for-one ratio disappointed it and the stock plummeted after the split was declared. 
 
Theoretically, a stock split is a non-event. The fraction of the company that each share represents 
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is reduced, but each stockholder is given enough shares so that his or her total fraction of 
the company owned, remains the same. The split should not change market capitalisation. 


 


But it often improves sentiment for the stock 
In practice, however, market cap does change. A split often drives the new price per share up, 
as more of the investing public is attracted by the lower price. A company might split when it 
feels its share's price has risen beyond what an individual investor is willing to pay, especially 
when the shares are bought and sold in marketable lots. Even when the shares are traded in 
the demat mode, where even one share may be traded, the price may be high enough to 
discourage small investors. A shining example is Infosys again. The stock was trading at 
almost Rs10,000 prior to its split. (Of course, it has almost doubled since then, and is quoting at 
the same level post-split! But that is a different story). 


 


It attracts small investors and increases liquidity 
Another reason frequently offered for a stock split is that it increases liquidity. Because the 
number of shares increases, the amount that investors are willing to buy or sell also goes up. 
For instance, an investor may be willing to buy one share of Rs5000, but may not venture if 
the share price is Rs10,000. Companies sometimes want to attract individuals to stabilise the 
price, as institutional investors buy and sell more often than individuals. That's yet another 
reason for a split. 


 


What about bonus? 
Bonuses have a long history in India. A bonus is nothing but capitalisation of the issuing 
company's free reserves. If a company has a capital of Rs100, and reserves of Rs100, it can 
issue bonus shares of Rs100. In its balance sheet, the company's capital will then (post-bonus) 
be Rs200, while reserves will be nil. The net worth of the company will not have changed in any way. 
 
So, here too, the price of the single share should diminish, depending upon the bonus ratio. 
Again, in practice, a bonus issue is a way of the company to reward its shareholders. It is also a 
sign that the company is healthy. That's because while nothing may have changed for 
the shareholder, the company has the responsibility of servicing the new shares. 
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Article 5: Of defensives and cyclicals   
(HLL is oft called a defensive stock and Reliance a cyclical. What is the difference?)


Cyclicals and defensives are possibly some of the more frequently used terms (or is it jargon?) in 
the stock market. Ever wondered what these mean? And why are these called so? 


Stocks are sometimes divided into two broad categories - defensives and cyclicals. The 
dividing criterion is a stock's response to business cycles. So, to understand which stock is 
defensive and which is cyclical, we will first have to know what is a business cycle. 


 


It is well-known phenomenon that while an economy grows over a period of time, this growth is 
far from smooth. At the same time, the trend is not hopelessly jumbled or random. What is 
striking is that growth seems to occur in cycles, usually well-defined cycles. 


 


Economy moves in cycles... 
Take the start of an upturn. Business picks up, orders increase, demand increases and piled-
up inventories start getting run down. The climate slowly improves till sales growth zooms, 
profits follow, and all the capacity in the economy gets used up. That's the time when demand 
for investment picks up. New factories start getting built, new machinery start getting ordered. 
At this stage of the cycle, business is booming. 


And the cycle repeats... 
The over-optimism results in too much capacity being built up. Demand fails to keep pace with 
the supply of goods and services. The high costs of new equipment and new capital 
expenditure weighs on companies. Profits start getting squeezed and the downturn in 
business activity starts. Soon, the rate of growth of profit contracts, business sentiment 
is dampened, excess capacity is widely prevalent in industry, there are job losses, and 
demand shrinks. This is recession, and business continues to remain depressed until the 
next upturn. 


Why do business cycles occur? 
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Economists have advanced several reasons. Among the most convincing is the one advanced 
by Lord Keynes: that there is no stabilising mechanism in economy that equates savings 
to investment. That's because those who save are not necessarily those who invest. So, 
there'll always be a gap between savings and investment. For instance, if there's too much 
savings, then not enough will be spent on consumption, and demand will suffer. He said that 
the government must step in to increase effective demand when there is excess capacity in 
the economy. 


Many companies have fortunes linked to these cycles 
There are industries that are cyclical. A very high sensitivity to the business cycle is 
what distinguishes them. For instance, commodity prices move up with the cycle and down with 
the cycle. That's pretty obvious, because the demand will depend on the level of business 
activity. So, all commodity stocks are cyclicals. Or take the banking sector, which is a clear play 
on the economy. Banking profits depend very much on the level of business activity in the 
country. Banking stocks are very cyclical. Companies selling luxury goods, such as diamonds, 
are also very much affected by the state of the economy. 


A select few escape the cycles 
All companies are affected to a greater or lesser degree by business cycles. Those that are 
relatively insulated are known as the defensives. For instance, fast moving consumer goods 
(FMCG) companies cater to the basic necessities of people. People need to buy food (or brush 
their teeth for that matter) irrespective of whether there's a business cycle or not. So, the 
earnings of these companies are less affected even by an economic downturn. Or 
take pharmaceuticals, an industry that has practically no relation to business cycles. Medicines are 
a necessity for people, and companies selling medicines are more or less insulated from the level 
of business activity in the economy. That's why the FMCG and the pharma stocks are known 
as defensives. 


 


Some depend on business cycles of other economies 
The export sector is also insulated from the domestic economy. Its fortunes are linked with those 
of the economies to which it exports. For example, the diamond industry in India, although a 
cyclical one, does not depend on Indian business cycles but rather on the European or 
American ones. India's infotech companies too are mostly dependent on US demand. So, a crash 
in the US could affect them badly, but they are immune to Indian business cycles. 
 
So there you are! Now you know why a company like Hindustan Lever or Glaxo will be 
largely immune to the ups and downs of the economy. And hence, belong to the defensive 


file:///F|/aboutstocks.htm (17 of 21) [12/21/2009 8:20:34 PM]







KNOW ABOUT STOCKS


category. On the other hand, the fortunes of Reliance Industries, a global petrochemical giant by 
all means, are determined by the petrochemical price cycles. Which is why it is called a cyclical. 


 


 


Article 6: Everything about bonus...   
(...that lets you make no bones about it)


If you've attended any annual general meeting of any company, one issue that shareholders 
never fail to sally forth - other than the demand for higher dividend - is "Chairman saab, is saal 
kya bonus issue offing me hai?" ("Mr Chairman, is there a bonus in the offing this year?"), 
which sometimes also takes the sarcastic tone of "bahut deri se aap ne hum chhote shareholders 
ko koi bonus nahi diya?" ("it's been a while since you gave us small shareholders bonus shares?"). 
 
The big "bonus" question seems so important to most shareholders, we thought we should 
evaluate why they make this supernormal demand. But before we get into the relevance of a 
bonus issue, we'll touch upon what a bonus issue is, and why companies have been issuing 
bonus issues since time immemorial. 
  


What's a bonus issue? 


Bonus is an issue of free shares by a company to its shareholders in proportion to their 
existing holdings. In short, it means that the company has turned part of the profits and reserves 
to capital. So while the reserves stand reduced, the capital has increased. 
 
 For example: You own 100 shares in a company and the current price is Rs1,000 per share. If 
the company announces a '1 for 1' bonus issue and issues you 100 more shares, you now own 
200 shares. Does that mean your holding doubles in value? No, because the market will adjust 
the price of the shares so that the total value of your holding remains what it was before. In 
the above example, the share price would adjust to about Rs500 per share, so you still have 
a holding worth Rs100,000. Similarly, the dividend per share will adjust pro rata. 
 
Suppose company A, with an equity of Rs60cr and reserves of Rs120cr, announces a 1:1 
bonus, there is no change in the net worth but the earnings per share changes. But hold on, 
the change has been to the extent of the change in the share price. So, effectively, there is 
no change in the share value of the shareholder. 
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Company (A) Pre bonus Ex bonus


Equity 60 120
Reserves 120 60
Profit 450 450
New worth 180 180
Book value 30 15
Price per share 1,000 500
EPS
For Share holders
No of shares 100 200
Value of holding 100*1000 200*500


- = 100,000 = 
100,000


What good a bonus issue does 
Wait, there may be something positive about a bonus issue. Let's dwell into this argument 
further and provide reasons for the relevance of a bonus issue. The main objective of having a 
bonus issue is to make the shares more marketable. With more shares in circulation and a 
lower share price, a company expects better liquidity and higher investor interest in its shares. 
Let's take the example of MRF's shares, which see little activity owing to the illiquid nature of 
the stock (the company's equity is only Rs4.24cr). But if MRF were to issue a bonus issue 
the liquidity in the stock would improve. Also the company is trying to signal that it is now 
capable of servicing a large shareholder base. 
  


Picking the finer points 


So far, so good. But the important question is: is that company capable of servicing a 
large customer base? If so, can it maintain its dividend ratio? Remember, next year, the 
company would have to shell out a large part of its profits to the shareholders, even if it maintains 
it previous dividend ratio. 
 
And if it does maintain its ratio, it is possible that the company might be putting back a 
relatively smaller part of profit back into the business. And this in turn might have other 
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implications on the company. 
 
Let's take the case of Century Textiles. The company issued its fifth bonus issue in 1997. The 
bonus of 1:1 was issued to reward its shareholders on its 100 year of operation. But the point is 
the company was well aware that it would not be able to service its customer base and would not 
be able to continue with the dividend ratio. The net result: the following year, the dividend ratio 
fell by 60 percent to 10% and is today giving a dividend of just 6%. 
 
  


Century Textile 2000 1999 1998 1997


Share capital + 193.04 193.04 193.04 46.52
Reserves & Surplus 785.18 777.16 893.99 1034.97
Net profit 6.14 -91.3 -86.7 5.48
Dividend 6% 6% 10% 60%


 
 
 Now let's look at Infosys Technologies. The company issued its third bonus since 1999 of 1:1. 
The good part is that the company has been able to not only maintain its dividend, but between 
its first bonus in 1994 and today, the dividend ratio has increased from 35% to 90% 
respectively. The company has been able to match its dividend as it has been growing at 
a compounded annual growth rate of 58%. The company has no problem in giving a bonus 
share issue, as it is not only able to plough back sufficient funds into the company, but also give 
its shareholders a good dividend. 
 
 


Infosys 2000 1999 1998


Share capital + 33.08 33.07 16.02
Reserves & Surplus 800.22 541.36 156.94
Net profit 293.52 135.26 60.36
Dividend 90% 75% 60%


  


Bonuses are like pizzas 
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The two examples above amply demonstrate that on its own, the bonus issue has no 
relevance if it isn't serviced well by the company. Even from an investor's point of view, a 
bonus share issue does not add up to capital appreciation. An investor may still be 
motivated because the investor is hopeful that his next dividend will fetch him higher 
returns. But like we have already seen in our earlier example, much depends on the 
performance of the company. 
 
Remember: a bonus issue is like a pizza. You could cut it into as many slices as you want, 
it still won't increase the size of the original pizza. Also, like a pizza, enjoy your bonus 
issue, but take it with a pinch of salt! 


 


_____________________________________________________________________________________


file:///F|/aboutstocks.htm (21 of 21) [12/21/2009 8:20:34 PM]





		Local Disk

		KNOW ABOUT STOCKS








About stock splits


About stock splits 
  
Stock split is the process of splitting shares with high face value into 
shares of a lower face value. It’s like getting an Rs.20 note changed 
for two Rs.10 notes. The value changes of neither note nor splitted 
stock.
Investors must have read a lot on stock splits in newspapers of late. 
There have been several stock splits in recent times. Not to mention 
the spiralling stock prices due to stock splits. Ever wondered what 
actually does a stock split do? A faintly similar thing is bonus. How 
does that work? 
  
In theory, a stock split shouldn't affect market capitalisation 
Let us take the stock split of Infosys as an example. The company 
split its share into two. If the pre-split price of a share is Rs10, and 
the stock is split two for one, then, theoretically speaking, the price 
of the new (split) share should be Rs5. That's because the company's 
net assets do not increase, only the amount of its outstanding shares 
goes up. But life is vastly more complicated than theory. In the 
Infosys' stock split, the market was expecting five shares for one; 
the two-for-one ratio disappointed it and the stock plummeted after 
the split was declared. 
 
Theoretically, a stock split is a non-event. The fraction of the 
company that each share represents is reduced, but each 
stockholder is given enough shares so that his or her total fraction of 
the company owned, remains the same. The split should not change 
market capitalisation. 
  
But it often improves sentiment for the stock 
In practice, however, market cap does change. A split often drives 
the new price per share up, as more of the investing public is 
attracted by the lower price. A company might split when it feels its 
share's price has risen beyond what an individual investor is willing 
to pay, especially when the shares are bought and sold in marketable 
lots. Even when the shares are traded in the demat mode, where 
even one share may be traded, the price may be high enough to 
discourage small investors. A shining example is Infosys again. The 
stock was trading at almost Rs10,000 prior to its split. (Of course, it 
has almost doubled since then, and is quoting at the same level post-
split! But that is a different story). 
  
It attracts small investors and increases liquidity 
Another reason frequently offered for a stock split is that it increases 
liquidity. Because the number of shares increases, the amount that 
investors are willing to buy or sell also goes up. For instance, an 
investor may be willing to buy one share of Rs5000, but may not 
venture if the share price is Rs10,000. Companies sometimes want 
to attract individuals to stabilise the price, as institutional investors 
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buy and sell more often than individuals. That's yet another reason 
for a split. 
  
What about bonus? 
Bonuses have a long history in India. A bonus is nothing but 
capitalisation of the issuing company's free reserves. If a company 
has a capital of Rs100, and reserves of Rs100, it can issue bonus 
shares of Rs100. In its balance sheet, the company's capital will then 
(post-bonus) be Rs200, while reserves will be nil. The net worth of 
the company will not have changed in any way. 
 
So, here too, the price of the single share should diminish, 
depending upon the bonus ratio. Again, in practice, a bonus issue is 
a way of the company to reward its shareholders. It is also a sign 
that the company is healthy. That's because while nothing may have 
changed for the shareholder, the company has the responsibility of 
servicing the new shares. 
 


   Make use of stock splits 
 
Effect of stock split 
A stock split increases the number of shares in a public company. The price is adjusted 
such that the market capitalization of the company almost remains same. 
Why stock split is done? 
1) Companies usually split their stock when they think the price 
    of their stock exceeds the amount smaller investors would be 
    willing to pay. “It is aimed at making the stock more 
    affordable and liquid from retail investors’ point of view.” 
2) Generally, there are more buyers and sellers of shares 
    trading at Rs.100 than say, Rs.400, as retail shareholders 
    may find low-price stocks to be better bargains. Stock splits 
    are usually initiated after a huge run-up in the share. This 
    run-up may be linked to the performance of the stock. 
3) The company may declare such splits in different ratios like 
    2-for-1, 3-for-1, 3-for-2, or like 4-for-1. Some companies may 
    go to the extent of declaring a 10 for 1 split, as power 
    services company GVK Power did recently. 
    For example, XYZ Company is trading at Rs.250 and you 
    hold 100 shares. Hence, the total value of your holding is 
    Rs.25, 000 (250x100). 


4) If this company declares a 2-for-1 stock split, your 100 shares become 200 and the share 
price is adjusted to Rs.125. 
    The value of your investment still remains the same (this time, 125x200). And if the 
company had 10 lakh outstanding 
    shares before the split, it will now have 20 lakh outstanding shares after this split, keeping 
the market cap unchanged. 
5) Sometimes, companies may choose to club stock split issue with bonus shares. Bangalore 
based jewellery 
    manufacturer Rajesh Exports recently declared a 2-for-1 stock split along with a bonus offer 
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of two shares for each 
    share held. 
6) This means that each share becomes two, post-split. Now, for these two shares, 
shareholders will get four additional 
    shares as bonus. Thus, one share translates into six after stock split and bonus issue. 
    “To ensure increased liquidity for existing shareholders and easy entry point for new 
shareholders, the decision was 
    made to split the share.” 
 
Benefit to shareholders after stock split and bonus issue.    
Due to stock split, the high priced stocks will be available at lower rates. The retailer or small 
investors can easily afford to buy stocks of low price. There is also a probability that after 
stock split; the stock price may go up as more investors may rush to buy stocks at lower rates. 
 
When to buy stock split stock? 
a) If you wish to get benefited from stock split then you have to buy those stocks before 
record date. 
b) A company announces record date. 
c) If you buy those stocks before record date then you will be eligible for stock split. 
d) If you are not interested to buy stock after stock split where the stocks are available at 
lower rates. 


___________________________________________________________________
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STOP LOSS 
  
What is Stop Loss? 


A stop loss is an order to buy (or sell) a security once the price of the security climbed above 
(or dropped below) a specified stop price. When the specified stop price is reached, the stop order 
is entered as a market order (no limit) or a limit order (fixed or pre-determined price). 


With a stop order, the trader does not have to actively monitor how a stock is performing. 
However because the order is triggered automatically when the stop price is reached, the stop 
price could be activated by a short-term fluctuation in a security's price. Once the stop price 
is reached, the stop order becomes a market order or a limit order. 


In a fast-moving volatile market, the price at which the trade is executed may be much 
different from the stop price in the case of a market order. Alternatively in the case of a limit 
order the trade may or may not get executed at all. This happens when there are no buyers 
or sellers available at the limit price. 


Types of Stop Loss order 
 
1) Stop Loss Limit Order 
A stop loss limit order is an order to buy a security at no more (or sell at no less) than a 
specified limit price. This gives the trader some control over the price at which the trade is 
executed, but may prevent the order from being executed. 
 
A stop loss buy limit order can only be executed by the exchange at the limit price or lower. 
For example, if an trader is short and wants to protect his short position but doesn't want to 
pay more than Rs.100 for the stock, the investor can place a stop loss buy limit order to buy 
the stock at any price up to Rs.100. By entering a limit order rather than a market order, 
the investor will not be caught buying the stock at Rs.110 if the price rises sharply. 
 
Alternatively a stop loss sell limit order can only be executed at the limit price or higher. 
 
Advantages and disadvantages of the stop loss limit order 
The main advantage of a stop loss limit order is that the trader has total control over the price 
at which the order is executed. The main disadvantage of the stop loss limit order is that in a 
fast moving volatile market your stop loss order may not get executed if there are no buyers/
sellers at the limit price. 
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2) Stop Loss Market Order 
A stop loss market order is an order to buy (or sell) a security once the price of the security 
climbed above (or dropped below) a specified stop price. When the specified stop price is 
reached, the stop order is entered as a market order (no limit). In other words a stop loss 
market order is a order to buy or sell a security at the current market price prevailing at the 
time the stop order is triggered. This type of stop loss order gives the trader no control over 
the price at which the trade will be executed. 
 
A sell stop market order is a order to sell at the best available price after the price goes below 
the stop price. A sell stop price is always below the current market price. For example, if an 
trader holds a stock currently valued at Rs.100 and is worried that the value may drop, he/she 
can place a sell stop order at Rs.90. If the share price drops to Rs.90, the exchange will sell 
the order at the next available price. This can limit the traders losses (if the stop price is at or 
below the purchase price) or lock in some of the profits. 
 
A buy stop market order is typically used to limit a loss (or to protect an existing profit) on a 
short sale. A buy stop price is always above the current market price. For example, if an trader 
sells a stock short hoping the stock price goes down in order to book profits at a lower price, 
the trader may use a buy stop order to protect himself against losses if the price goes too high. 
 
Advantages and disadvantages of the stop loss market order 
The main advantage of a stop loss market order is that the stop loss order will always get 
executed. The main disadvantage of the stop loss market is that the trader has no control over 
the price at which the transaction is executed. 


Conclusion 
Stop loss orders are great insurance policies that cost you nothing and can save you a 
fortune. Unless you plan to hold a stock forever, you should consider using them to protect yourself. 


A 2% Limit of Loss 
 
A common level of acceptable loss for one's trading account is 2% of equity in the trading 
account. The capital in your trading account is your risk capital, the capital that you employ 
(that you risk) on a day-to-day basis to try to garner profits for your enterprise. 
 
The loss-limit system can even be implemented before entering a trade. When you are deciding 
how much of a particular trading instrument to purchase, you would simultaneously calculate 
how much in losses you could sustain on that trade without breaching your 2% rule. 
When establishing your position, you would also place a stop order within a maximum of 2% loss 
of the total equity in your account. Of course, your stop can be anywhere from a 0% to 2% 
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total loss. A lower level of risk is perfectly acceptable if the individual trade or philosophy demands it. 
 
Every trader has a different reaction to the 2% rule of thumb. Many traders think that a 2% 
risk limit is too small and that it stifles their ability to engage in riskier trading decisions with a 
larger portion of their trading accounts. On the other hand, most professionals think that 2% is 
a ridiculously high level of risk and prefer losses to be limited to around half or one-quarter of 
a percent of their portfolios. Granted, the pros would naturally be more risk averse than those 
with smaller accounts--a 2% loss on a large portfolio is a devastating blow. Regardless of the size 
of your capital, it is wise to be conservative rather than aggressive when first devising your 
trading strategy.  
 
Monthly Loss Limit of 6% 
 
So, you have now established a system whereby your loss from each individual trade is limited 
to 2% of your risk capital. But it doesn't take a rocket scientist to realize that even losing 
a moderate 1% of your account's value in ten days within a month results in a rather 
devastating 10% of your account's value within that month (notwithstanding any profits that 
you might have made in the other twelve-odd trading days within the month). In addition to 
limiting losses from individual trades, we must establish a circuit breaker that prevents 
extensive overall losses during a period of time. 
 
A useful rule of thumb for overall monthly losses is a maximum of 6% of your portfolio. As soon 
as your account equity dips to 6% below that which it registered on the last day of the 
previous month, stop trading! Yes, you heard me correctly. When you have hit your 6% loss 
limit, cease trading entirely for the rest of the month. In fact, when your 6% circuit breaker 
is tripped, go even further and close all of your outstanding positions, and spend the rest of 
the month on the sidelines. Take the last days of the month to regroup, analyze the 
problems, observe the markets, and prepare for re-entry when you are confident that you 
can prevent a similar occurrence in the following month. 
 
How do you go about instituting the 6% loss-limiting system? You have to calculate your equity 
each and every day. This includes all of the cash in your trading account, cash equivalents, and 
the current market value of all open positions in your account. Compare this daily total with 
your equity total on the last trading day of the previous month and, if you are approaching the 
6% threshold, prepare to cease trading. 
 
Employing a 6% monthly loss limit allows the trader to hold three open positions with potential 
for 2% losses each, or six open positions with a potential for 1% losses each, and so forth. 
 
Making Necessary Adjustments 
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Of course, the fluid nature of both the 2% single trade limit and the 6% monthly loss limit 
means that you must re-calibrate your trading positions every month. If, for example, you enter 
a new month having realized significant profits the previous month, you will adjust your stops 
and the sizes of your orders so that no more than 2% of the newly calculated total equity is 
exposed to a risk of losses. At the same time, when your account rises in value by the end of 
the month, the 6% rule of thumb will allow you to trade with larger positions the following 
month. Unfortunately, the reverse is also true: if you lose money in a month, the smaller 
capital base the following month will ensure that your trading positions are smaller. 
 
Both the 2% and the 6% rule allow you to pyramid, or add to your winning positions when you 
are on a roll. If your position runs into positive territory, you can move your stop above break-
even and then buy more of the same stock--as long as the risk on the new aggregate position is 
no more than 2% of your account equity, and your total account risk is less than 6%. Adding 
a system of pyramiding into the equation allows you to extend profitable positions with absolutely 
no commensurate increase in your risk thresholds. 
 
Why Do We Recommend the Stop Loss Order? 
 
First of all, the beauty of the stop-loss order is that it costs nothing to implement. Your 
regular commission is charged only once the stop-loss price has been reached and the stock must 
be sold. It's like a free insurance policy! 
 
Secondly, but most importantly, a stop-loss allows decision making to be free from any 
emotional influences. People tend to fall in love with stocks; we believe that if we give a 
stock another chance, it will come around. This causes us to procrastinate and delay, giving 
the stock yet another chance and then yet another. In the meantime, the losses mount.... 
 
No matter what type of investor you are, you should know why you own a stock. A value 
investor's criteria will be different from that of a growth investor, which will be different still from 
an active trader. Any one strategy may work, but only if you stick to the strategy. This also 
means that if you are a hardcore buy and hold investor, your stop-loss orders are next to useless. 
If you plan on holding a stock for the next decade there is no reason to place a stop. The point 
here is to be confident in your strategy and carry through with your plan. Stop-loss orders help 
us stay on track without clouding our judgment with emotion.  
 
Finally, it's important to realize that stop-loss orders do not guarantee you'll make money in 
the stock market; you still have to make intelligent investment or trading decisions. If you 
don't, you'll lose just as much money as you would without a stop-loss, only at a much slower rate. 
 
Conclusion 
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The 2% and the 6% rules of thumb are highly recommended for all traders, especially those who 
are prone to the emotional pain of experienced losses. If you are more risk averse, by all 
means, adjust the percentage loss limiters to lower numbers than 2% and 6%. It is 
not recommended, however, that you increase your thresholds--the pros rarely stray above 
such potential for losses, so do think twice before you increase your risk thresholds. 
 
A stop loss order is such a simple little tool, yet so many traders fail to use it. Whether to 
prevent excessive losses or to lock-in profits, nearly all investing styles can benefit from this 
trade. Think of a stop loss as an insurance policy: you hope you never have to use it, but it's good 
to know you have the protection if you need it. 


____________________________________________________________________________________________
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Analysing Company Statements 
How to determine and analyze 


the company's financial position 


Today the greatest single source of wealth is between your ears. 
- Brian Tracy 


Nothing can substitute knowledge. if you have the inclination, then we are providing here the 
links to such resources which will help you take a studied and wise investment decision. 
  
Preface 
To understand and value a company, look at its financial position. If you borrow money from a 
bank, you have to list the value of all your significant assets, as well as all your significant 
liabilities. Your bank uses this information to assess the strength of your financial position; it 
looks at the quality of the assets, such as your car and your house, and places a 
conservative valuation upon them. The bank also ensures that all liabilities, such as mortgage 
and credit card debt, are properly disclosed and fully valued. The total value of all assets less 
the total value of all liabilities gives your net worth, or equity. 
 
Evaluating the financial position of a listed company is quite similar, except investors need to 
take another step and consider financial position in relation to market value. 
  
Starting with the Balance Sheet 
Like your own financial position, a company's financial position is defined by its assets and 
liabilities. (But a company's financial position also includes shareholder equity.) All this 
information is presented to shareholders in the balance sheet. 
 
Let's look at the 2003 financial statements of publicly-listed retailer, The Gap, to provide a real 
world example of evaluating financial position. The company's annual report can be 
downloaded from The Gap's website. The standard format for the balance sheet is assets, 
followed by liabilities, then shareholder equity. 
 
Current Assets and Liabilities 
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Assets and liabilities are broken into current and non-current items. Current assets or liabilities 
are those with an expected life of less than 12 months. For example, the inventories that The 
Gap reported as of Jan 31, 2004, are expected to be sold within the following year, whereupon 
the level of inventory will fall and the amount of cash will rise. 
 
Like most other retailers, The Gap's inventory represents a big proportion of its current assets, 
and so should be carefully examined. Since inventory requires a real investment of precious 
capital, companies will try to minimize the value of inventory for a given level of sales, or 
maximize the level of sales for a given level of inventory. The Gap appears to have managed 
its inventory well, as it saw a 20% fall in inventory value together with a 23% jump in sales over 
the prior year. This reduction makes a positive contribution to the company's operating cash flows. 
 
Current liabilities are the obligations the company has to pay within the coming year, and 
includes existing (or accrued) obligations to suppliers, employees, the tax office and providers 
of short-term finance. Companies try to manage cash flow to ensure that funds are available 
to meet these short-term liabilities as they come due. 
 
The Current Ratio 
 
The current ratio - which is total current assets divided by total current liabilities - is commonly 
used by analysts to assess the ability of a company to meet its short-term obligations. An 


acceptable current ratio varies across industries, but should not be so low that it suggests 
impending insolvency, or so high that it indicates an unnecessary build-up in cash, receivables 
or inventory. Like any form of ratio analysis, the evaluation of a company's current ratio should 
take place in relation to the past: for The Gap, the current ratio is 2.68 - up from 2.11 the 
previous year. 
 
Non-Current Assets and Liabilities 
 
Non-current assets or liabilities are those with lives expected to extend beyond the next year. 
For The Gap, the biggest non-current asset is the property, plant and equipment the company 
needs to run its business. The $3.3 billion shown in its balance sheet is the written-down 
or depreciated value of the property, plant and equipment. 
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The Gap's biggest long-term liabilities are $1.178 billion in long-term debt and $1.38 billion 
in convertible notes. The footnotes at the back of the annual report reveal that most of this 
amount relates to obligations under property, plant and equipment leasing contracts, 
but importantly the note also shows that the company has access to around $732 million 
in borrowings. 
 
Financial Position: Book Value 
 
If we subtract $5.56 billion in total liabilities from $10.34 billion in total assets, we are left 
with shareholder equity of $4.78 billion. Essentially, this is the book value, or accounting value, 
of the shareholders' stake in the company. It is principally made up of the capital contributed 
by shareholders over time and profits earned and retained by the company, including that portion 
of the 2003 profit not paid to shareholders as a dividend. 
 
While the book value of The Gap was just $4.78 billion at Jan 31, 2004, the market value of 
the company (900 million shares x the share price of $22.53) was around 4.2 times that, or 
$20.3 billion. 
 
Market-to-Book Multiple 


 
By comparing the company's market value to its book value, investors can in part 
determine whether a stock is under or over-priced. The market-to-book multiple, while it does 
have shortcomings, remains a key tool for value investors. Extensive academic evidence shows 
that companies with low market-to-book stocks perform better than those with high multiples. 
This makes sense since a low market-to-book multiple signals the company has a strong 
financial position in relation to its price tag. 
 
Determining what can be defined as a high or low market-to-book ratio also depends 
on comparisons. To get a sense of whether The Gap's book-to-market multiple of 4.2 is high or 
low, you need to look at the multiples of other publicly-listed retailers. 
 
Conclusion 
Financial position, embodied by its accounting value, tells investors about a company's general 
well being. A study of it (and the footnotes in the annual report) is essential for any serious 
investor wanting to understand and value a company properly. 
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Stock buy-backs
 


 
 
What is a buyback?
A stock buyback is exactly what it says it is-a company buying back 
its own shares. Investors love it. For several reasons.  
 
First, a buyback, to be effective, has to be at more than market value. 
So investors gain.  
 
Second, the announcement of a buyback is enough to send the stock 
up in the market, so investors gain again.  
 
Third, a buyback announcement is a very strong signal from the 
company management that they believe the market has underpriced 
its stocks. It is a chest-thumping way of saying that we're better than 
what the market thinks.  
 
Four, stock buyback effectively sets a floor for the scrip. It's like the 
management saying--Look, this is what we think our price should be, 
and we'll buy if it goes below that.  
 
Five, stock buybacks increase earnings per share, which is nothing but 
the net profit divided by the number of shares. Since the number of 
shares comes down in a buyback, the EPS obviously rises.  
 
Six, these days many companies offer stock options to their 
employees, which is nothing but the right to buy stock at a certain 
price at a certain time. The effect is to dilute equity, that is increase 
the number of shares, which means a lower EPS. A buyback counters 
the effect of this dilution.
 
Restrictions are blamed for the paucity of buybacks in India
Sounds too good to be true? No wonder market bulls kept on telling 
the finance ministry that the absence of share buybacks was what 
contributed to the bear market. Well, buybacks have since been 
allowed in India, but few companies have come forward with buyback 
plans. Marketmen now say that the restrictions that hedge in 
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buybacks are too severe. 
 
For example, all shares that are bought back will have to be 
extinguished, which means they can't be issued again. If this 
restriction wasn't there, companies could buy their own shares when 
they are underpriced and sell them when they're overpriced, making a 
tidy profit. The counter-argument, of course, is that managements 
would abuse their position, using insider information to manipulate 
share prices. And secondly, companies that go for buyback have 
restrictions on tapping the market for more funds. Small wonder that 
companies are not too keen on buybacks. 
 
But that's not the real reason
Note that the real reason could be very different. At a time when 
share prices are down it makes sense for company managements to 
signal the intrinsic price (at which they believe it should trade) of their 
shares by announcing a buyback when the scrip goes below that 
price. When prices are quoting at very high valuations, company 
managements are reluctant to offer buybacks at high prices.  
 
Why is that? Because the real question should be: is a stock buyback 
the best use for the company's money? In other words, could the 
company have received a higher rate of return if it had invested that 
money in some other asset besides its own stock? Analysts say 
there's a simple way to find that out. 
 
Buyback should depend on intrinsic value of a stock
This is what an analyst has to tell company management. "The rule is 
to buy back stocks is that as long as you are buying your stock for 
less than its intrinsic value, you are creating more value for 
shareholders. Intrinsic value is what a stock is worth, based not on 
temporary stockmarket bullishness or bearishness, but on the 
business prospects of the company. The moment you start paying a 
premium to buy back your stock, you are destroying value. You will 
then be using company money to buy an asset which is going to lower 
your rate of return."  
 
Of course, there may be differences about what a company's share is 
intrinsically worth. Nevertheless, it can be said that in bull markets, 
when values are inflated, it doesn't make much sense to go in for 
buybacks. It's the same as using shareholder money to buy an asset 
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at an artificially high price, thus losing money in the process. 
 
ROCE is a good indicator
The simplest benchmark one can use to see if a buyback adds value is 
to compare the ROCE (Return on Capital Employed) of the company 
with its cost of debt. If a company has a ROCE in excess of its cost of 
debt, it makes sense for the company to take on debt and buy back 
its equity. This is neither a sufficient condition in itself or for that 
matter a necessary condition. But ignoring all other factors for the 
moment this is the best criterion to judge if a buyback adds value or 
not. 
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Derivatives 


 Derivative products have been around for a long, long time. In fact, as 
early as the 1650s, dealings resembling present day derivative market 
transactions were seen in rice markets in Osaka, Japan. 
The first leap towards an organized derivatives market came in 1848, when 
the Chicago Board of Trade (CBOT), the largest derivative exchange in the 
world, was established. 
 
Today, equity and commodity derivative markets are rapidly gaining in size 
in India. In terms of popularity too, these markets are catching on like a 
forest fire. So, what are these markets all about? What are the products that 
they trade in? Why do people feel the need to trade in such products and 
what sort of traders benefit from such trades? Do these markets hold scope 
for retail investors too? And if so, how exactly can you go about trading in 
them? 


Financial Derivatives 


Derivative products have been around for a long, long time. In fact, as early 
as the 1650s, dealings resembling present day derivative market 
transactions were seen in rice markets in Osaka, Japan. The first leap 
towards an organized derivatives market came in 1848, when the Chicago 
Board of Trade (CBOT), the largest derivative exchange in the world, was 
established. 


Today, equity and commodity derivative markets are rapidly gaining in size 
in India. In terms of popularity too, these markets are catching on like a 
forest fire. So, what are these markets all about? What are the products that 
they trade in? Why do people feel the need to trade in such products and 
what sort of traders benefit from such trades? Do these markets hold scope 
for retail investors too? And if so, how exactly can you go about trading in 
them? 


What are derivatives? 
 
Derivatives, as the name suggests, are financial instruments that derive 
their value from an underlying security or asset. The underlying could be 
equity shares or an index, a commodity, a currency or the exchange rate, 
bonds, etc. Sounds complicated? In a way, it is. But once you are clear 
about how a derivative product derives its value from an underlying asset 
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and yet has a price and an identity of its own, it will become just another 
financial product to you. Then again, derivative products have more variants 
than any other financial products since they have been created to meet a 
variety of niche needs. 


Dependent on other products, yet a life of their own… 
Here’s a little story about a sugarcane contract. There is a farmer who will 
be harvesting a crop of sugarcane three months down the line. As he is 
uncertain about how high or low the price of sugarcane will be then, he 
decides to negotiate a price with his purchase agent right now. They fix a 
price per quintal, which is suitable to both of them and ink it into a contract 
that specifies how much the farmer will supply, on what date and at what 
price. 


Now, suppose after one month, the purchase agent decides that he does not 
want to be a counter party to this contract anymore, he may find another 
agent who is ready to relieve him of the contract. However, if the price of 
sugarcane has already begun to fall in the market, the second agent may 
not be one hundred percent comfortable with the terms printed in the 
contract. He may feel that the contracted price is too high. So, to 
compensate him, the first agent may pay him the difference between the 
original contracted price and the price that he feels is right. 
  
If you can imagine that this contract can be traded over and over again, 
between agents or any intermediaries, replicating the transaction described 
above, until its expiry date, you have envisaged a derivative product. You 
have understood how the value of the contract depends upon the price of 
sugarcane but the actual price that the contract commands could keep 
changing every time it changes hands, for a variety of other reasons too. 


There are various derivative products, which derive their value from equity 
shares or an index, a commodity, a currency or the exchange rate, bonds, 
etc. These derivative products vary according to their structure and terms 
and conditions. The most popular derivative products are Forwards, Futures, 
Options, Warrants and Swaps. Some of these are short term in nature while 
others are long term. For example stock and index options that can be 
traded on stock exchanges are short term in nature, while options like 
warrants and rights have a longer term. 


Who benefits from such trades? 
 
The first category of people who benefit from such trades are people who 
wish to mitigate their risk, more specifically, the risk originating from 
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potential future adverse price movements. The ‘sugarcane farmer’ in the 
story would fall into this category and could be considered a hedger, as he is 
hoping to avoid risks. The second category of people that participate in this 
market are people with an appetite for risk. These are speculators who take 
over the risk from the hedgers in anticipation of good returns. The ‘purchase 
agents and intermediaries’ who traded on the sugarcane contract typify this 
class of derivative market participants. The third popular category of people 
who stand to gain from the market are arbitrageurs. These are participants 
who try to gain from differences in the price of the derivative product and its 
underlying asset. Both speculators and arbitrageurs help to improve market 
liquidity since they buy products with the intention of selling as soon as they 
see a suitable price. 


Is there scope for retailers to participate in these markets? 
 
Since the introduction of futures and options segments on stock exchanges 
and the setting up of commodity futures markets, even retail investors can 
participate in these markets. In order to participate in either market, you 
have to go through a broker who is affiliated with the exchange on which 
you plan to trade. You will be required to deposit an appropriate amount of 
token Margin money with your broker and fill in requisite forms, before you 
begin to trade. However, the most important prerequisite in order to trade 
in derivative products is, understanding how each one works and the risks 
and potential returns associated with them. 


 
Derivative markets in India 
 
Globally, the last four decades have seen phenomenal growth in derivative 
markets. In the process, many new products have been developed and this 
has also led to a sharp rise in volumes over the years. Today, derivative 
markets have become an integral feature of financial markets in developed 
countries and this phenomenon is gaining momentum in developing 
countries, too.  
  
Since the introduction of futures and options in the Indian equity markets, 
the turnover in this segment has increased manifold. For instance, in the 
case of the National Stock Exchange (NSE), the average daily turnover in 
the futures and options segment stood at Rs 410 crore for the financial year 
2001-02. By fiscal 2004-05, it increased 24 times over to more than Rs 
10,000 crore!  In the financial year 2005-06, the average daily turnover 
stood at a whopping Rs 19,000 crore! 
 
Commodity derivatives in India are another active segment of the derivative 
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markets in India. Currently, we have around 25 commodity derivative 
exchanges with around 100 commodities available for trading. 


FREQUENTLY ASKED QUESTIONS ON DERIVATIVES 


  I. Basics Of Derivatives 


1.What are derivative instruments? 


  A derivative is an instrument whose value is derived from the value of one or 
more underlying, which can be commodities, precious metals, currency, bonds, 
stocks, stocks indices, etc. Four most common examples of derivative instruments 
are Forwards, Futures, Options and Swaps. 


  2. What are Forward contracts? 


 A forward contract is a customized contract between two parties, where 
settlement takes place on a specific date in future at a price agreed today. The 
main features of forward contracts are 


    * They are bilateral contracts and hence exposed to counter-party risk. 


    * Each contract is custom designed, and hence is unique in terms of contract 
size, expiration date and the asset type and quality. 


    * The contract price is generally not available in public domain. 


    * The contract has to be settled by delivery of the asset on expiration date. 


    * In case, the party wishes to reverse the contract, it has to compulsorily go to 
the same counter party, which being in a monopoly situation can command the 
price it wants. 


 3. What are Futures ? 


  Futures are exchange-traded contracts to sell or buy financial instruments or 
physical commodities for Future delivery at an agreed price. There is an 
agreement to buy or sell a specified quantity of financial instrument/ commodity in 
a designated Future month at a price agreed upon by the buyer and seller. To 
make trading possible, the exchange specifies certain standardized features of the 
contract. 
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4. What is the difference between Forward contracts and Futures contracts ? 


  


Sr. No.         Basis                    Futures                                     Forwards 


  


1                Nature          Traded on organized exchange           Over the Counter 


  


2         Contract terms         Standardized                                   Customised 


  


3             Liquidity               More Liquid                                     Less Liquid 


  


4       Margin Payments   Requires Margin Payments                   Not required 


  


5          Settlement        Follows daily settlement              At the end of the period. 


  


6       Squaring off     Can be reversed with any member        Contract can be reversed 
only


                                  of the exchange.                        with the same counter-party


                                                                                           with whom it was entered 
into.


                                                                                                               


  II. Index Futures 
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1. What is the underlying for INDEX futures ? 


  The underlying for the INDEX futures is the corresponding BSE Index. For e.g. 
the underlying for SENSEX futures is BSE Sensitive Index of 30 scrips, popularly 
called the SENSEX. 


  2. What is the contract multiplier ? 


  The contract multiplier is the minimum number of the underlying - index or stock 
that a participant has to trade while taking a position in the Derivatives Segment.
As of May 2008, the contract multiplier for SENSEX is 15. This means that the 
Rupee notional value of a sensex futures contract would be 15 times the 
contracted value. The following table gives a few examples of this notional value. 


  


Contracted Price of Futures                       Notional Value in Rs. 


                                                        ( based on Market Lot of 15 ) 


  


17800                                                       267000 


  


17850                                                       267750 


  


17900                                                       268500 


  


17950                                                       269250 


  


18000                                                       270000 
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It may be mentioned here that the market lot may be changed by the Exchange in 
consultation with the NSE as per the SEBI guidelines on the same. 


  


  3.What is the ticker symbol and trading hours ? 


  The ticker symbol is the selected alphabets of the underlying for e.g. the ticker 
for BSE Sensex is BSX while that for the Sensex 'mini' contract is MSX, for 
Reliance Industries Ltd., it is RIL, etc. 


  The trading timings for the Derivatives Segment of BSE are the same as that in 
the Equity Segment - from 9:55 a.m. to 3:30 p.m. (except in cases of Sun Outage 
when the timings are extended on account of a halt in trading during the day). 
Trading session's timings can be viewed at the Calendars Section. 


  


4. What is the maturity of the futures contract ? 


  Presently, SEBI has permitted Exchanges to offer futures products of 1 month, 2 
months and 3 months maturity only on a rolling basis- e.g. say for May, June and 
July months. When the May contract expires there will be a fresh contract month 
available for trading viz. the August contract. These months are called the Near 
Month, Middle Month and Far Month respectively. 


On 9th June 2000, when Equity Derivatives were first introduced in India at the 
Bombay Stock Exchange, we started with the three monthly series for June, July 
and August 2000. 


  5. What is the tick size ? 


  This means that the minimum price fluctuation in the value of a contract the tick 
size is presently "0.05" or 5 paisa. In Rupee terms, this translates to a minimum 
price fluctuation of Rs. 0.75 for a single transaction of SENSEX Futures Contract 
(Tick size X Contract Multiplier = 0.05 X Rs. 15). 


  6. How is the final settlement price determined ? 
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  The closing value of underlying Index of the cash market is taken as the final 
settlement price of the futures contract on the last trading day of the contract for 
settlement purposes. 


  7. What is margin money ? 


  The aim of collecting margin money from the client / broker is to minimize the 
risk of settlement default by either counterparty. The payment of margin ensures 
that the risk is limited to the previous day's price movement on each outstanding 
position. However, even this exposure is offset by the initial margin holdings. 
Margin money is like a security deposit or insurance against a possible Future loss 
of value. Once the transaction is successfully settled, the margin money held by 
the exchange is released / adjusted against the settlement liability. 


  8. Are there different types of Margin ? 


  Yes, there are different types of margin like Initial Margin, Variation margin
(commonly called Mark to market or M -T- M) Exposure Margin and Additional 
Margin, if any. 


  9. What is the objective of Initial margin ? 


  The basic aim of Initial margin is to cover the largest potential loss in one day. 
Both buyer and seller have to deposit margins. The initial margin is deposited 
before the opening of the position in the futures transaction. This margin is 
calculated by SPAN by considering the worst case scenario. 


  10. What is Variation or Mark-to-Market Margin ? 


  Variation or mark to market Margin is the daily profit or loss obtained by marking 
the member's outstanding position to the market (closing price of the day) and 
receiving or paying the difference from / to him in cash on the succeeding working 
day. 


  11. What are long / short positions ? 


  In simple terms, long and short positions indicate whether you have a buy 
position (long) or sell position (short). 


  12. Is there a theoretical way of pricing Index Future ? 
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  The theoretical way of pricing any Future is to factor in the current price and 
holding costs or cost of carry. A Futures contract is normally by its very definition 
for a specified period of time, at the end of which it is settled. In order to 
compensate the seller for waiting till expiry for realizing the sale proceeds the 
buyer has to pay some interest which is reflected in the form of cost of carry. 


  In general, the Futures Price = Spot Price + Cost of Carry. 


  Theoretically, the Cost of carry is the sum of all costs incurred if a similar 
position is taken in cash market and carried to maturity of the futures contract 
less any revenue which may result in this period. The costs typically include 
interest in case of financial futures (also insurance and storage costs in case of 
commodity futures). The revenue may be dividends in case of index futures. 


  Apart from the theoretical value, the actual value may vary depending on 
demand and supply of the underlying at present and expectations about the 
future. These factors play a much more important role in commodities, especially 
perishable commodities than in financial futures. 


  In general, the futures price is greater than the spot price (in case of a bullish 
sentiment in the market). In special cases, when cost of carry is negative (on 
account of a bearish view in the market), the futures price may be lower than Spot 
prices. 


  13. What is the concept of Basis? 


  The difference between Spot price and Futures price is known as Basis. Although 
the Spot price and Futures prices generally move in line with each other, the basis 
is not constant. Generally basis will decrease with time and on expiry, the basis is 
zero as the Futures price equals Spot price. 


  14. What are the profits and losses in case of a futures position ? 


  The profits and losses would depend upon the difference between the price at 
which the position is opened and the price at which it is closed. Let us take some 
examples. 


  Example 1 


Position : Long - Buy June Sensex Futures @ 15500 


Payoff :Profit - if the futures price goes up Loss - if the futures price goes down 
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Calculation : The profit or loss would be equal to fifteen times the difference in the 
two rates. 


  If June Sensex Futures is sold @ 15600 there would be a profit of 100 points 
which is equal to Rs. 1500 (100 X 15). 


  However if the June Sensex is sold @ 15450 there would be a loss of 50 points 
which is equal to Rs. 750 (50 X 15) 


  Example 2 


Position : Short Sell June Sensex Futures @ 15500 


Payoff :Profit - if the futures price goes down Loss - if the futures price goes up 


Calculation : The profit or loss would be equal to fifteen times the difference in the 
two rates. 


  If June Sensex Futures is bought @ 15700 there would be a loss of 200 points 
which is equal to Rs. 3,000 (200 X 15). 


  However if the June Sensex Futures is bought @ 15400, there would be a profit 
of 100 points which is equal to Rs. 15, 00 (100 X 15). 


  15. What happens to the profit or loss due to daily settlement ? 


  In case the position is not closed the same day, the daily settlement would alter 
the cash flows depending on the settlement price fixed by the exchange every 
day. However the net total of all the flows every day would always be equal to the 
profit or loss calculated above. Profit or loss would only depend upon the opening 
and closing price of the position, irrespective of how the rates have moved in the 
intervening days. 


  Let us take the illustration where a long position is opened at 15550 and closed 
at 15650 resulting in a profit of 100 points or Rs. 1500 


  Let us assume that the daily closing settlement prices are as shown. 


  Example 3 
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Daily Closing Settlement Prices 


  Case 1 


  


Day 1: 15500 


  


Day 2: 15580 


  


Day 3: 15560 


  


Day 4: 15600 


  


Position Closed: 15650 


  


  


  


Case 1 


            


  


Settlement Prices Calculation Profit/Loss 


  


Position Opened - Long @ 5550 
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 Day 1 


            


  


15500 


            


  


15500 - 15550 


            


  


-50 


  


Day 2 


            


  


15580 


            


  


15580 - 15500 
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+80 


  


Day 3 


            


  


15560 


            


  


15560 - 15580 


            


  


-20 


  


Day 4 


            


  


15600 
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15600 - 15560 


            


  


+40 


  


Position Closed - Short @ 15650 


            


  


  


15650 - 15600 


            


  


+50 


  


Profit / (Loss) 


            


  


 100 


  


In all the cases the net result is a profit of 100 points, which is the difference 
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between the closing and opening price, irrespective of the daily settlement price 
and different MTM flows. 


  


16. How does the Initial Margin affect the above profit or loss ? 


  The initial margin is only a security provided by the client through the clearing 
member to the exchange. It can be withdrawn in full after the position is closed. 
Therefore it does not affect the above calculation of profit or loss. 


  However there would be a funding cost / transaction cost in providing the 
security. This cost must be added to the total transaction costs to arrive at the 
true picture. Other items in transaction costs would include brokerage, stamp duty 
etc. 


  17. What is a spread position ? 


  A calendar spread is created by taking simultaneously two positions 


     1. A long position in a futures series expiring in any calendar month 


   2. A short position in the same futures as 1 above but for a series expiring in 
any month other than the 1 above. 


  Examples of Calendar Spreads 


     1. Long June Sensex Futures Short July Sensex Futures 


   2. Short July Sensex Futures Long August Sensex Futures 


    


A spread position must be closed by reversing both the legs simultaneously. The 
reversal of 1 above would be a sale of June Sensex Futures while simultaneously 
buying the July Sensex Futures 


  


file:///F|/derivatives.htm (15 of 15) [12/21/2009 8:21:34 PM]





		Local Disk

		Derivatives








Chapter 1


Chapter 1: Basic Concepts 
(Learn the basics of savings,investment, borrowing,inflation,interest rate).


Article-1:Meet the Trimurti 
 


 
  Bulls make money, bears make money, but pigs get slaughtered! 
A long time ago when I was a kid... 
 
On one sunny day that I still have fond memories of, my father came home in the evening with a 
toy pig. I turned it around and discovered that it had a hole in its back. My dad announced that it 
was my 'Piggy Bank'.  
 
He fished out a 10 paise coin from his pocket and instructed me to put it through the hole in the 
pig's back. I did it eagerly, expecting the pig to start walking. Walk it didn't but my father patted 
me on my back and said, 
 
"Son, this is your first saving. I will give you 10 paise everyday and when we have collected Rs50 
we will go to the bank and get you a savings account." 
 
Savings! suddenly a new activity had begun in my life that I understood nothing about. 
 
My Dad noticed the puzzled look on my face. He scratched his head and suddenly a meaningful 
look came in his eyes. I think he remembered the ant menace that my mom had been 
complaining of for the past few days. He showed me the ants that were carrying grains in a line 
to their hiding place.  
 
"The ants are carrying grains and saving it for a rainy day, he said.  
 
He took out my World Book Encyclopedia and showed me various other animals that save food 
for a time when they may need it. 
 
"You know that I go to office to earn money for all of us. But when I turn 58 years, I will have to 
retire and stop going to office. We will need money to buy food and clothing even after I retire 
from my job and stop earning. I need to save now, so that I can pay for our food and clothing 
later," he explained.  
 
"Similarly, you can save the money I give you now to buy a good book or a paint box later," he 
impressed upon me. 
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That was my first lesson in 'saving'.
A few years later I learnt in my class that all of us have two choices. We can consume now or can 
consume later. Hence, savings is just postponing consumption. 
 
Does it then mean that only what we consciously keep aside for a rainy days is called "saving"? 
 
"No, what ever you do not manage to consume and stays as a surplus is also 'saving'. But that is 
a lucky state to be in," my teacher responded.  
 
And that set me thinking... 
 
"If I can 'save' to consume at a later date, I can also spend more now if I know that I can earn 
enough surplus to pay for it later..."  
 
Just then my teacher's booming voice interrupted my train of thoughts... 
 


"Borrowing is the opposite of saving," she announced. 


 


Now that was easy to visualize.  
 
I had a classmate who was fairly irregular to class, spent a lot of time in the school canteen and 
supposedly even bunked classes to watch the 'matinee'.  
 
How did he manage to pay for all his nefarious activities? 
 
Well, he used to borrow money from a few friends of mine who saved their pocket money. 
 
During the break, I manage to accost one of those friends who had lent money to my classmate. 
 
"I can understand why Ramesh (by the way, that was my classmate's name) borrows from you. 
But why do you lend him money? Can he pay back?" 
 
"Look, I don't really intend to spend all my pocket money. I am saving up for a new cycle. Money 
always burns a hole in my pocket. Hence, I lend it to him," he answered. 
 
"Ramesh has a rich father, who is a family friend," he explained. "I know that I can get my 
money back. Ramesh also knows that when he turns 18 he will look after his family business and 
earn well. And then he will have no time to have the fun he is having now. Hence, he borrows to 
spend," he added. 
 
Learning for me again 
 
'Saving' is not consuming everything today and leaving something for tomorrow whereas 
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'Borrowing' is consuming more than what one has today, expecting to save more later to pay up 
for the excess consumption now. 
 
While 'saving' is being conservative and wise, 'borrowing' is being risky and foolish unless for a 
basic need. Hence, it makes sense to borrow only when one is sure that in the future he will be 
able to save enough not only to pay up for his borrowings but also to see him through the days 
when he cannot earn. 


 


What is 'investing' then?


This question bothered me till I had my first mug of beer from some bottles that we had 
smuggled in from my friend's place (it belonged to his father who owned a liquor shop). 
 
Oh boy! I loved it so much, the beer I mean. But soon an idea suggested itself to me. If 
everybody starts liking it, the demand for beer is definitely going to rise. The growing population 
will ensure that the demand sustains. Wouldn't then it make a lot of sense to set up a company 
to manufacture beer? If demand drops then my friends and I can very well step in! 
 
I had grown up finally from the days of aspring to be a bus conductor to wanting to own a beer 
factory now! 
 
The next day, I started discussing my ambition with my friend's father. During the course of our 
conversation I learnt of the money needed to buy the fermenting equipment that can produce 
beer for years to come.  
 
By selling all the beer that can be manufactured, I can recover the initial money spent on the 
business by the end of three years. Beyond that, the money that I'll make will be surplus. That 
would be an awful lot of money. 
 
Of course, I remembered that as 'Investment' from my economics textbook. 
 
In other words, 'Investing' means building up to meet future consumption demand with the 
intention of making surpluses or profits, as they are popularly known. 
 


Investments are risky 


True, what if tomorrow everybody decides that 'beer' is yuck. Maybe the government will ban 
beer consumption. Or your plant might develop a big problem for all you know. Hence, there has 
to be a reasonable profit expectation to motivate an investment. 
 
Also, when you or I 'invest', we forego our present consumption or do it out of our surplus. In 
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other words, 'savings' again supports 'investment'. 
 
Interesting isn't it? 
 
We started with three things that looked as different as chalk, brick and wood, but discovered 
that the three ('saving', 'borrowing' and 'investing') are related. 
 
But then, I have a few questions in my mind already. I am sure you would have some too. 
 
What if I save Rs1000 over 10 months to buy a cycle and the price of the cycle shoots up by 
20% by then? I am losing the 'purchasing power' of my Rs1000. Is there some way I can make 
up for the risk of losing my purchasing power?  
 
Getting a little complicated for now. Let us unravel it later. 


_____________________________________________________________________________-


Article-2:Inflation ke piche kya hai? 
 


 
 
 
 
I love my gandfather's stories. Who doesn't? We won't get into the ones that my grandma loves 
to scoff at. Like his brave encounters with tigers. Or the one about the milk that needed boiling.  


But you must listen to this one. My dear grandpa used to buy 10l of milk for 50p and 40kg of rice 
for Re1 a good fifty years ago!  


Don't believe me? Then sample this. In those days, there were coins of 1p and even less! 
Incredible, eh? But I have seen those with my own eyes in my father's collection of old coins. 


What more, I also remember seeing and transacting in 5p and 10p coins in my childhood. Alas! 
my son won't get to see those currencies. Except in an collection of old coins perhaps!  


Wondering why I am rambling about 1p coins and getting into the generation business?  


This is not a "Kal Aaj aur Kal" story. Or maybe it is.  


If you have an eye for detail you will have noticed the common thread that runs through these 
anecdotes. The point that I have been trying to make is how expensive things have become over 
the years.  
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My grandfather used to buy 40kg of rice for Re1 and today a kilo of rice costs Rs20! 10l of milk 
cost 50p in his days but today you need at least Rs120 to purchase the same amount.  


See what the passage of time has done. It has eroded the value of money. Having Rs800 today is 
equivalent to having Re1 fifty years ago!  


Economists call it a decline in the purchasing power of money. Remember we encountered this 
term while getting acquainted with saving, borrowing and investing? The 'purchasing power of 
money' is the amount of merchandise that a unit of money (say a rupee) can buy.  


And the term 'inflation' has its roots right there. When the purchasing power of money dwindles 
with time, the phenomenon is called 'inflation'. This is manifested in a general rise in prices of 
goods and services.


 
 


But why do prices rise?


 
 


Let us understand why this happens with the help of a simple example:  


Onions are an integral part of any food preparation in our country. Can you think of having a meal 
without having a dish that contains onion? Why, onion and chapattis constitute the staple diet for 
many people. 


Let us assume the onion crop fails in a particular year, for whatever reasons. 


What happens then? The supply of onions in the market drops. However, people still need 
onions. Inevitably, the price of onion shoots up as people scramble to buy the limited supply of 
onions.  


Remember November 1998? Such a situation actually happened in several parts of the country.  
It nearly brought down the government! The price of onions rose to as high as Rs40 per kg or  
more.  


But how does a simple thing like a one-off drop in onion supply cause prices to rise across the 
board in sutained fashion?.  


In the winter of 1998, the dabbawallas and restaurants were forced to hike their prices in 
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response to the rising prices of onions. Even your local barber and maidservant demanded a 
higher pay to meet their higher daily expenses. All thanks to the (mighty?) onion. And this  set off 
a chain reaction. 


 


How?


Think again. It is not only onions that we consume in the course of a day. There is a whole basket 
of products and services that we draw on, on a day-to-day basis. 


Hence, some of you decide to use more of garlic to make up for the lack of onion. The demand for 
garlic goes up. A few who eat raw onions decide to substitute it with more of tomato and 
cucumber. The local sabjiwala senses this shift in consumption happening. The smart 
businessman that he is, he hikes prices of all vegetables. He starts earning more money. Now his 
children demand that he should get them a new 21" TV with 100 channels. 


And with all sabjiwalas rushing to the nearest TV shop, the sales for TV picks up. The TV company 
makes more money. Noticing the ballooning profits, the employees of the company demand a 
hike in their salaries. You are lucky to be working for one such company. You have more money 
in your pocket. And you have always wanted to buy a car... 


We could go on and on, but you get the idea,don't you? The price rise is here to stay. Any 
guesses on who actually benefits and who loses from this rise? Can 'inflation' lead to prosperity?  


We are posing a lot of questions. Do not worry we will come back to answer them later. Write in 
at school@sharekhan.com to tell us. Maybe we will use your response itself! 


But, for now we just need to understand the concept of inflation. After all, the main objective is to 
figure out how inflation affects the three friends we met last time - saver, borrower and investor. 


Last time we understood how important it is for all of us to save. We all need to save for the day 
when we will not be earning but will still need to spend money on food, clothing and the 
occasional movie.  


What would have happened if my grandfather had saved a rupee fifty years back to buy rice now? 
Oh boy! It would have been a total rip-off. He would receive a few grains of rice in exchange for 
that amount. 


In short, inflation is one BIG enemy of savers.
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So, why should we save?


 


A good and important question. But we will come back to it later. We need to find out how this 
monster they call 'inflation' impacts our two other friends. 


We have already discovered that 'borrowing is the opposite of saving'. So if the saver is losing, 
our borrower must be winning. 


Yes, of course. After all, the borrower borrows to spend today and repay later. Imagine if my 
grandfather had saved a rupee fifty years ago and my grandfather's neighbour had borrowed it 
from him. The neighbour could have bought 40kg of rice then and had a feast. In case he repaid 
the money to my grandfather now, all that my grandfather would have been able to buy is a few 
grains of rice! 


To top it all, the borrower spends NOW and adds to the inflation effect, doesn't he? And 
compounds the misery of our saver. 


What about our last friend, investor, the slightly difficult one to understand?  


Imagine once again (just one last time, we promise) that my grandfather's friend had invested a 
rupee in a paddy field, that is bought a paddy field with a rupee. The smart guy would have been 
raking in money today, selling a kg of rice at Rs20!  


Our investor friend seems a lot better off than even our borrower who benefits from inflation. 


No wonder investing is always considered as a good thing to do to beat inflation. It is what 
textbooks call 'hedging inflation'. 


Hey, but what is happening? Last time we understood that the saver, borrower and investor are 
good friends who complement each other. The saver meets the needs of the borrower and the 
investor. Life is in perfect harmony. 


Now you are saying that 'inflation' upsets this balance completely. That the 'saver' is at a 
complete disadvantage while the other two benefit from this poor guy. 


Is life so very unfair? Should we all stop saving? Or have we missed something very fundamental? 


Well, life is never unfair. We have a leveler who comes to the aid of the saver - interest. 
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Next time, we'll discover how interest offsets inflation and puts our saver on an equal footing with 
the borrower and the investor. 


_______________________________________________________________________________--


Article-3:Getting even with Inflation 
 


 
 
 
 
Time to take stock of things before we continue with our journey. 
 
We have made three friends so far - Saver,Borrower and Investor.  
 
Saver, like many of us, saves now to consume at a later date, when he may not have an income 
to meet his various needs. Hence, he saves for the rainy day. 
 
Borrower, on the other hand, spends more than his means allow at a given point of time. He 
hopes that he will earn enough in future, when he will not only repay his creditor(s) but will also 
have enough money left to spend on food and other necessities. 
 
Investor is the person with a glint in his eyes. He invests in a business that is essential to us all. 
He hopes to sell his products year after year. Of course, we figured out that he is the one who 
takes the big bets.  
 
Interestingly, all of us keep switching roles from Saver to Borrower or even Investor. 
 
We have made another discovery - the 'purchasing power of money' declines with time, thanks to 
the monster called Inflation. 
 
Interestingly, Inflation bares its fangs only at Saver. It is a saviour of Borrower and a boon to 
Investor. 
 
We have also learnt an important lesson: Investing is a good way to offset Inflation. 
 
After understanding all this, we stopped ourselves to ask if it is worth saving.  
 
We realised that something was missing from the picture. 
 
And then, a bolt from the blue told us that it is 'Interest' that completes the big picture. 
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Question hour again 


So, what is Interest? Why do we need it? How does it tilt the balance in favour of Saver? 
 
Too many questions and all will be answered in good time. 
Let us first assume you have Rs500 to spare. You have two options as to what to do with it - you 
can either buy a shirt today or you can save the money and buy a shirt six months later, during 
Diwali. Mind you, the same shirt will cost you Rs550 by Diwali time. So, what do you do? 
 
You are obviously muttering: "what a stupid question!" After all, it will make a whole lot of sense 
to buy the shirt now as your Rs500 will not be able to fetch you the same shirt six months down 
the line. And why save anyway? 
 


Hold your horses while we add another twist to the options that you have.


Assume a friend of yours needs Rs500 urgently. He is willing to return Rs550 six months hence. 
What will you do then? 
 
Well, if he is a very good friend you will give him the money and postpone your plan to buy a 
shirt. After all, you can buy the shirt once your friend returns your money. 
 
Another twist: what if your friend promises to repay Rs600 (instead of Rs550) six months down 
the line?  
 
You will lend him that Rs500 without any second thoughts, as you will not only be able to buy the 
shirt six months down the line, but also have Rs50 to spare. 
Lessons


1.  It does not make sense to save if you have not been compensated for Inflation. 
2.  In order to boost your saving instinct, you need to be compensated at least for the loss of 


your purchasing power. That is you need to be compensated for Inflation. 


In our examples, we have seen that a borrower is willing to repay a higher sum in order to 
compensate the lender for the loss of his purchasing power. 


Some very basic arithmetic now
In the first example, you lend your friend Rs500 but he returns Rs550 six months later. That is 
your friend gives you Rs50 extra when he returns your money. In the second case, he returns 
Rs100 extra. The money that you lent him is called 'Principal'. The extra money that your friend 
gives is called 'Interest'.
'Interest' defined the textbook ishtyle
"Interest is the price paid for money lent by one person for the use of others." In other words, 
Interest is in no way different from wages that are paid as a price for the use of labour. 
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What is Interest Rate then? 
Interest paid on principal expressed as a percentage of the principal. Hence, in our second poser, 
Interest Rate was 10% (Rs50 interest on a Rs500 principal). While Interest Rate in the other 
example was 20%.  
 
Now we know what Interest Rate is. 
The battle lines have been drawn
Interest Rate aids Saver by compensating for the ravages caused by Inflation. On the other 
hand, Borrower has to think twice before borrowing since he needs to pay a price. 
 
What about Investor? 
 
Investor now starts having second thoughts too. 
 
He uses money to set up a business. Last time, we discovered how uncertain investing can be, as 
many things can go wrong with the business. However, the expected rewards (profit) offset the 
risk (uncertainty) and hence, Investor goes ahead. 
 
However, now he has the option of earning Interest on his money if lends it to Borrower. Which 
is why he needs to make at least as much profit as he would have earned as Interest if he had 
given the money to Borrower. 
 
The cycle is complete now. 
 
When Inflation rises, Borrower and Investor have a distinct advantage.  
 
Borrower rushes to borrow more to spend now while Investor smells higher profit from its 
business. Saver knows that he is at the receiving end and insists on higher Interest Rate, 
reestablishing the balance. 
Pack up time
We have learnt how Interest swings the balance of power back in Saver's favour. Interest 
induces saving. 
 
We will understand the relationship between Interest and Investment next time. Have a happy 
weekend J 


______________________________________________________________________________


Article-4:Savings vs Investments 
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I lost all my savings in the stock market scam of 1992.
Do I hear other murmurs that say - 
"I lost all my savings in the panic that ensued after the nuclear tests in 1998." 
 
"I lost all my savings when CRB Capital markets shut down."
Or if you want something current then try - 
"I lost all my savings in the 'New' economy meltdown of 2000." 
 
Make no mistake- these are painful statements. All through our lives, we have been repeatedly 
advised that we must save money for a rainy day. And when we did just that, some of us have 
suffered the misfortune of losing it all.
 


A penny saved...


... is a penny earned is what I was told by my favorite English teacher in middle school. 
Unfortunately that penny doesn't get us very far anymore. Nobody told me about the silent 
enemy called inflation that could lay waste to the coin that the tooth fairy left under my pillow. 
Incidentally I was also taught how to calculate interest by an excellent but stern Mathematics 
teacher. But at that point I did not comprehend that it (interest) was my best weapon against 
that stealthy enemy (a simple preference for English over Mathematics?).
 


Realisation dawns


In High School I was introduced to the dismal science of economics and the world of basic 
finance. Thats when it all fell in place - the way to safeguard my savings from inflation was to put 
it in the bank or invest it somewhere. So that I could earn a rate of interest higher than inflation 
and protect my money. 
 
 
Life rolled on
I entered the workplace at the age of 22. The saving habit came naturally to me. What with all 
those sayings ringing in my head - a penny saved... 
 
I was determined. I wasn't going to let that sneaky character 'Inflation' get at my savings. No 
simple bank deposits for me - I was going to beat the hell out of inflation by investing my savings 
profitably in the stock market. In fact, I would beat the rate of inflation by a wide margin. I was 
too cool for my own good. And with impeccable timing, I caught the concluding part of the great 
Harshad Mehta orchestrated boom (caught in the Bulls' tail!). But I caught the full impact of the 
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downdraught that followed the famous boom. The rest is history.
 


Some more...


My financial situation or shall I say penury as a result of that debacle taught me some more 
lessons that none of my English, Mathematics or Economics textbooks had. A new host of 
aphorisms pored forth- No free Lunch, No pain-No gain... 
 
You see it is true that you must save for a rainy day. But what follows, as a natural corollary is 
that to protect your savings against inflation you must invest it in some asset that will earn you 
returns. Be they shares, debentures, bonds, gold or even real estate. 
 
And therein lies the crux of the issue. All these investment options have been associated with rags 
to riches as well as riches to rags stories. So - Investing is a risky business. The higher the return 
you expect from your investment, the higher the risk you will have to take. Your savings are not 
savings anymore. When you decide to invest your savings you are crossing the Rubicon threshold. 
Your savings have now taken the form of Risk Capital.
 


Risk capital?


Yes, because that is what it is. Don't panic at the thought. You could put your money in a 
government bond or in a NSC and that would qualify as almost a zero risk investment. (Actually it 
is just the lowest risk investment available to you, but that's the topic of another debate). And at 
the other end of the spectrum you have equities, which come with a high degree of risk. So do 
Gold and real estate. But we'll discuss that some other time. 
 
It's time to step back and spell out what I have learnt 
 
 


●     Savings is the difference between Income and Expenditure 
●     You must save for a rainy day 
●     Savings have no 'form' and must be protected from Inflation 
●     When you invest your savings it has morphed into Risk Capital 
●     Risk Capital can be eroded 
●     Risk can be minimized by choosing to invest in low risk investments 
●     The risk associated with each investment changes with time, and must be monitored 


carefully. 


The take home from all of this is that the Rubicon must be crossed. And this is not a Catch-22 
situation. Yes you must invest to protect your savings from inflation but that need not necessarily 
place your financial future at jeopardy. There are low risk investments that exist in the market 
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place. You can structure your investments based on your appetite for risk. 


 


Words of Wisdom


I am now wiser. Wise enough to encapsulate all of this into my own saying - 'It is not how 
much you save but where you invest it that counts' - Sharekhan circa 2000.  
 
By the time you get to this point in the write-up, you may be feeling just a wee bit nervous about 
your savings. Nay, Investments. Don't. At the end of the day, Investing your Savings is like falling 
in love. It can be risky and it can hurt, but that doesn't stop us from falling in love does it? For the 
heady and glorious experience....  
 
The old adage, "its better to have loved and lost than never to have loved at all" may assume a 
new meaning.


 


Investing can be a rewarding experience just as being in love is. 


____________________________________________________________________________


Article-5:Time value of money 
 


 
 
 
 
Remember our three friends - Saver, Borrower and Investor and their tryst with Inflation?  
 
Inflation is detrimental to Saver but favourable to Borrower and Investor.  
 
But this lop-sided scenario can't last forever. Saver can't always be the 'poor guy'. And 
Borrower and Investor can't benefit endlessly at his expense.  
 
We surely know why. If things continue as they are, then all of us would want to be borrowers 
and investors! And nobody would bother to save!  
 
So, the stage is set for a new character, who would balance the disequilibrium. Enter Interest, 
the great balancer.  
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Interest tilts the balance in favour of our friend Saver, thereby levelling the playing field for our 
three friends. But how does he do that? Saver demands interest for postponing his consumption 
while Borrower and Investor have to pay up Interest for using Saver's surplus. 
 


Hence, what Saver loses owing to Inflation, he gains through Interest.


Now that we have seen how Interest restores the balance, it is time for us to move on... 
 
Assume that your friend calls and offers you Rs1000. He says that you can have it either now or 
tomorrow. What would you choose?  
 
Pretty simple, eh? Your voice is loud and clear as you say, "I want now." 
 
Just in case you choose to have the dough tomorrow, do let us know at school@sharekhan.com 
 


So, why did you choose to have the Rs1000 NOW?


You obviously are thinking of the many things that you can do with that money. You can buy a 
couple CDs or a pair of new jeans or even the pair of shoes teasingly displayed at the shoe shop 
on the way home. After much deliberation, you decide to go for the pair of shoes. With the cash 
in your pocket, all you need to do now is go to the shop and buy.  
 
However, your friend is too busy and is unable to give you the money today, but he promises 
that you will get it a month later. You are sorely disappointed. All your plans of buying that pair 
of shoes lie shattered.  
 
 
"Or what if somebody else buys those pair of shoes, which may well be the last such pair on 
earth?"  
 
"Or what if your friend delays his gift by another month?" 
 


'If' - the root of all uncertainties! What we commonly term as 'Risk' and what can ruin all your 
well laid plans... 


Hence, if you have a choice, you would rather go to see this friend at his office and collect your 
money today.  
 
Why would you do that? 
 


file:///F|/equitieslesson1.htm (14 of 122) [12/21/2009 8:20:50 PM]



mailto:%20school@sharekhan.com





Chapter 1


This brings us to a fundamental truth: Time has value. 


We all know that the value of a rupee does not stay the same across time horizons. Due to Risk 
and Inflation, a rupee today is worth more than a rupee tomorrow on the time line.  
 
In simpler words, we are saying that the value of the same rupee differs at different points of 
time. This difference in value arises due to the passage of time. Hence, it is called the 'Time 
Value of Money'.  
 
Expressing this in numbers, if you believe that you can buy the same pair of shoes with Rs1100 
a month later, then the time value of money for you is Rs100 for a month. 
 


Twist in the tale


Now, let us assume that your friend actually turns up and gives you Rs1000. But while on the 
way to the shoe shop you meet your old classmate who badly needs Rs1000. In that case, will 
you part with the money?  
 
You would, provided he promises to return at least Rs1100 a month down the line, so that you 
can buy the same pair of shoes. (We know that, in real life, you would not take a penny more 
than what you have lent to your classmate, but just for academic purposes!)  
 
So, what do you call this extra payment that you demand over and above the amount you have 
lent? 
 


If the answer is 'Interest', you are right. But then what is Interest? And why is it charged? 


Let me explain. When you are lending the money to your friend, you forego an opportunity to 
buy the shoes and use them when you wanted. Hence,you would charge the cost of losing this 
opportunity, commonly termed as 'Opportunity Cost', to your friend in the form of Interest.  
 
One last exercise before we bid goodbye to 'Time Value of money' and 'Opportunity Cost' for 
now.  
 
What is the Opportunity Cost for our friends, Saver, Borrower and Investor? 
 


Saver:


Saver is a lot like you. He needs to get compensated for the erosion in his purchasing power 
with time as also the risk associated with postponing consumption. 
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Borrower:


Now that Saver has an ace up his sleeves in the form of Interest, Borrower needs to evaluate 
his decision to borrow and consume now. Why? Now there is interest to contend with.  
 
Lost? If your classmate is borrowing Rs1000 from you today to meet his needs and is repaying 
Rs1100 a month later. Then, he is better off fulfilling a need of his that will be worth at least 
Rs100 more a month later. 
 


Investor:


Our most enigmatic friend, Investor has several opportunities knocking at his door. He can set 
up a beer factory or open a restaurant among other things. We could actually exhaust this page 
writing about the options that he has staring at him. As we all know, our clever friend hopes to 
maximise his profits and minimise his risks.  
 
In case he decides to set up a beer factory, the profits he would have earned by setting up a 
restaurant are considered as his 'Opportunity Cost'!  
 
He also has a very basic 'Opportunity Cost'. He can opt to lend his money to Borrower in return 
for Interest payment. Thus his investment needs to fetch him enough profits to compensate for 
all this.  
 
Hence, Investor needs to know the value of his future profits in today's terms for all the 
investment opportunities. Only then can he make the best choice. This brings us to another vital 
concept: 'Present Value'.  
 
But we will discuss that next time. Watch this space. Till then, take care. 


______________________________________________________________________________-


Article-6:Power of compounding 
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"Compound interest is the eighth wonder of the world" 
- Benjamin Franklin  
 
"Compound interest is the world's greatest discovery" 
- Albert Einstein  
 
"In case you earn Rs20,000 per month, do you know how many years it will take for you to 
become a Crorepati? Not 10 or 20, but 50 years!" exclaims Amitabh Bachchan, the anchor for 
"Kaun Banega Crorepati". 
 
Mr Bachchan, did you know that if you invest just Rs9,250 once and earn 15% per annum on 
this investment then, in 50 years you will be a 'Crorepati' too!  
 
And in case you invest Rs20,000 every month for 50 years under similar terms, you will be 
worth more than (hold your breath) Rs173cr! That is Crorepati 173 times over!!!  
 
 
Welcome to the 'Power of Compounding'
One of the basic premises of investing is that your money multiplies manifold over time. And 
this multiplication of money is normally referred to as the "Power of Compounding". 
 
So, how does money compound? 
 
When you invest money, it earns interest (or returns, if you may). If you keep the interest 
invested, then it does not sit idle while only the original investment sweats it out. The interest 
earns interest too! And then the interest on interest earns interest again! 
 
That is the beauty of compounding. That is what made great men like Albert Einstein and 
Benjamin Franklin extol the virtues of 'compounding'. 


 
 


What does the 'Power of Compounding' mean to an investor?
Ms Thrifty, Mr Realist and Ms Follower went to the same school and the same class. 
 
On her 10th birthday, Ms Thrifty's father gave her Rs100. She wisely invested the money that 
earned her an interest of 15% every year.  
 
Mr Realist won Rs200 as prize money when he was 16 years old. His friend, Ms Thrifty, 
advised him to invest his prize similarly.  
 
When Ms Follower earned her first salary at the age of 21, she salted away Rs400 in the same 
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investment. 
 
After reaching the age of 60, all three decide to withdraw their investments. Who do you think 
realised the most from his/her investment? 
 
You think it's Ms Follower, right? After all, she invested four times the money that Ms Thrifty 
had invested. So what if she invested the money 10 years later. She did earn interest for 40 
years anyway after that. 
 
But think again. Ms Thrifty makes the most out of her investment! In fact, her Rs100 is worth 
Rs1,08,366. On the other hand, Ms Follower's Rs400 is worth Rs93,169! 


 
 


It simply means that the LONGER you stay invested the MORE you make.
Now you know why Ms Thrifty made more money than Mr Realist and Ms Follower. 
 
Let us try another small exercise. 
 
Let us assume Ms Thrifty, Mr Realist and Ms Follower invest Rs100 for 10 years. However, 
all three of them earn interest at different rates. Ms Thrifty earns 20% while Mr Realist earns 
15% and Ms Follower manages a 10% interest rate. 
 
Can you work out what each one of them will have ten years hence? 
 
Ms Thrifty will have Rs619 while Mr Realist, Rs405. Ms Follower will have the least - Rs259 
in ten years. Did you notice something though? While the interest rates differ by just 5%, in 10 
years the worth of the original capital, Rs100 was vastly different! 


 
 


That is another way of understanding the 'Power of Compounding' or the power to grow 
exponentially.
Now that we have understood the magic of compounding, it is time to take a look at an 
interesting rule associated with 'compounding' - the Rule of 72. 
 
The 'Rule of 72' is an easy way to find out in how many years your money will double at a given 
interest rate. Lost? 
 
Suppose the interest rate is 15%, then your money will double in 72/15= 4.8 years. In case, the 
interest rate is 20%, then the money will double in 3.6 years. 
 
Interesting rule indeed! 
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Moral of the story: The longer you stay invested the more you make! 


________________________________________________________________________________


Chapter 2: Understanding Equities 
Equity, shares, stocks ù so many names. But what do they all mean?


Article 1: Are you ready for equities?  |   
(Shares are long-term investments that cannot be matched with short-term borrowings)


 
 
Last time around, we discovered how investing in equities helps preserve and enhance 
wealth considerably, compared to FDs/bonds or any other investments. We explored 
the vital question of ?Why? invest in equities, and now we will endeavour to answer 
the ?When? and ?How much? questions. We will also delve into ?debt? to understand 
how it could upset the best of equity investment plans.


A farmer in remote Bihar borrows heavily from his zamindar to pay the dowry for marrying off his 
11-year-old daughter (an extreme form of debt that we know will turn the farmer into a bonded 
labourer forever).


A newly married yuppie buys a car, TV, fridge on his credit card?(another form of debt that the 
yuppie hopes to repay with his zooming salaries).


In these instances we see that ?debt? has been incurred to spend beyond one?s current means. 
We learnt last time that typically whatever we earn either goes into buying food, clothes, or 
assets like a TV, car, etc. Or we save with the intention to use our savings during our retirement 
or buy a house, etc. In other words, we spend our earnings today or save it to spend it later. ?
Debt? brings in a third element?while we postpone consumption when we save, we spend future 
savings when we borrow! In simpler terms, ?savings? and ?debt? are like day & night?they can 
never exist together unless it is twilight. Take the case of Nagesh, who we met up with last time. 
Nagesh is a very practical person who has learnt from the tough times in his life. Nagesh, just like 
any other human being, has dreams of buying a car, a big house for his family, but realises that 
he will only be able to get there in stages as his current earning capacity is too limited. He has 
been keeping his desires in check while continuing to save regularly and investing a part of it in 
shares of good companies. Nagesh bought a car last month by selling part of his holding in Zee 
Telefilms (about 100 shares @ Rs3500 that he had bought over a year back @ Rs100).


Manish has been Nagesh?s colleague for the last four years. Manish believes in living life king 
size. In his very first year he exceeded the credit limit on his credit card. He has been paying 
through his nose, shelling out interest at 3% per month on his credit card outstandings. Two 
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years back, he availed of a car loan to buy a Maruti 800, at a monthly installment of Rs8000 when 
his post-tax salary was just Rs14,000! Last year, envious of Nagesh?s newfound wealth in shares, 
he decided to dabble in shares too. His broker recommended Blue Information Technologies Ltd. 
as a hot tip that would double in 3 months? time! Full of fervour, without even checking the 
background of the firm, Nagesh pledged his wife?s gold and borrowed to buy this stock at Rs150. 
A week later, he discovered that the stock had fallen 35% from his purchase price. When he 
called up his broker, he was aghast to find out that the stock had been suspended. His interest 
meter was ticking on the money he had borrowed while his principal was down the tube. Talk of 
the power of compounding!


Moral: Never stretch borrowings to invest in the stock market. Shares are long-term investments 
that cannot be matched with short-term borrowings. Ideally, one should repay all borrowings and 
then invest the surplus in equities. So, when we are debt free, we are ready to invest in equities! 
By the way, one is never too old or young to invest as long as one understands the investment 
one makes.


OK, we have understood that in the long run equities offer the highest returns. We have also 
learnt that one can invest in equities any time provided one has surpluses after repaying debt and 
meeting one?s expenditure! But how much do we invest?


How much depends on two criteria. One, the risk profile of the investor and two, the liquidity 
requirements of the investor! Now that we know Nagesh, his father and friend Manish well, let us 
understand this better through their actions.


Risk profile! Yes, let?s face it. No equity investments are free of risk. There is no such thing as a 
free lunch, mind you! There are a whole basket of risks to contend with and we will understand all 
of them very soon. For now, we need to appreciate that there are risks of losing. Looking at our 
three personalities, we can straight away rule out Manish. He can?t afford to take any risks as he 
is buried deep in debt and can?t afford to lose a penny! Nagesh on the other hand is just 35 years 
old and has a long bright career ahead of him, so he can afford to take greater exposure in 
equities and in slightly risky shares too (for instance, some stocks from our ?Emerging Star?, ?
Ugly Duckling? and ?Vulture?s Pick? categories). Nagesh?s father, on the other hand, has retired 
and has no source of income other than the savings he has amassed. So he will be able to afford 
very little risk. Hence, he should be looking at stocks in our ?Evergreen? or ?Apple Green? 
categories to choose his investments (which is why, if you remember, Nagesh had suggested HLL 
to his father). 


Let us now move on to liquidity. Liquidity requirements signify the need of cash to meet one?s 
payment obligations (and don?t have anything to do with human beings? fluid intake). Manish 
needs all the money he can get as he has to meet so many of his loan obligations. Nagesh on the 
other hand has an idea of his monthly expenses so he has a better fix on his monthly cash 
requirements. He also needs to maintain a certain amount of cash in liquid savings (savings bank 
deposit, etc.) just in case there are some unforeseen medical expenses to meet or an unplanned 
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visit to his father?s place. Beyond these requirements, he can look at investing in equities. 
Nagesh?s father, on the other hand, has to meet his entire expenses from his savings and would 
have large requirements for immediate cash. Hence, he can allocate a smaller portion of his 
savings to invest in equities.


Judging the actions of the small world of people we know, we have realised that risk profiles vary 
with age, current financial position, even one?s own personality. Liquidity requirements too 
depend on similar factors. These two criteria will be different for different people, but one should 
not lose sight of one?s risk profile and liquidity requirement while investing in equities.


Next time around, we will try to understand what we buy when we buy equities! 


 


Article 2: Equity means ownership   
(It means returns are yours. But so are the risks. So you got to understand the business)


 
 
 


You have come a long way. We?ve already been through issues such as the need to 
invest. You also know when you are ready to invest. Now it is time to understand what 
we exactly buy when we buy equity.


So what we now need to figure out is how to evaluate which company to buy. I?m afraid this is 
where all those fancy sounding valuation tools come in? PE, RONW, ROCE, EVA, etc. Hey, hang 
on, it?s not as bad as it sounds. Stick around and we?ll demystify all the above in a jiffy.


But before you get into the complexities of the various valuations tools you can use and how you 
calculate them, we must table a fundamental principle:


?Investing in equities is akin to owning a business.? 


Let?s now explore the full ramifications of this principle.


When you put your money in a bank deposit, you take a risk (albeit small, depending on which 
bank). In return, you get paid a small interest.


The bank takes on a higher degree of risk and lends that money at a higher interest rate to some 
businessman, or to a credit card holder who wants to buy a diamond ring for his wife. The bank 
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pays your interest out of the money he earns from the businessman. Or the doting husband.


Whereas, when you buy shares in a company, you are not lending money to the company. By 
providing capital for the company, which is represented by an equity share, you are participating 
in the ownership of the company. Clearly, your risk is much greater in this case. Because, in this 
case, you are entrusting the company with the job of managing risk for you. 


Relatively, the risk in lending to a bank is limited. For one, most of our neighbourhood banks are 
nationalised. So bank deposits are perceived to be backed by the government. There is little soul 
searching to be done as to which bank to choose. Even in doing so, the highest priority is 
accorded to a Nationalised Bank purely on the safety parameter. Obviously, when you invest in 
equities, even this notional sense of security, of a government standing guard over your money, 
isn?t available to you.


 


What kind of business would you like to enter? 
 
Let?s look at this another way now. Let?s assume you want to invest your money into a 
business. How will you decide what kind of business to enter? 


For starters, it should display the potential to earn you a return in excess of what the prevailing 
rate of bank interest is, right? Now you need to ask yourself what would be the essential factors 
in determining this return. And apart from the return angle, what qualitative factors should you 
be looking for? 


In the long term, we all look for security. Business, being an entity, is also entitled to aspire for 
the same. The ideal business would thus have to have horizons where profits can be sustained. 
Like we mentioned above, there are external factors that determine the direction and growth of 
the activity. All this would need to be factored into a business plan that would have to sustain 
itself and grow over a period of years. Of course, on an ongoing basis, we would definitely have 
to get a feedback on the success of the business. Operations would have to be evaluated from 
market feedback, while the financial statements would give a view of the profitability of the 
concern.


The same concepts apply to stocks 
 
Now, here?s the punch line. Everything we discussed above doesn?t apply only to running a 
business. The same concepts apply, even if you just own shares in the company. 


We all know of a document called an annual report. This document is the most basic source for 
information available on the company?s operations. In the annual reports, the directors dwell, at 
times in length, explaining the nature of operations and the external environment surrounding 
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the business and how it affected the company during the year. 


If you take the additional effort of finding out the positioning of the company?s products in the 
marketplace, it would give a fair idea of the company?s reputation in the field it operates. All this 
with the objective of figuring out how stable the company?s operation is. 


The company?s progress can be tracked periodically over close intervals of 3 months. This is 
through quarterly financial statements, the publication of which has been made mandatory by 
the regulatory authorities.


Next comes the question of management issues. The common question that pops up in this 
context is: ?How do I externally control the business if I do not have a say in the management??.


Ok, let?s assume that you are now running the business you chose. Can you, a single individual, 
handle all functions of the company? For a while, maybe. But once growth sets in, it would be 
humanly impossible to manage all the functions of an economic activity, viz. marketing, finance, 
procurement, etc. That?s when your business will need to morph from outfit to organisation 
status. Wherein the various functions are distributed across individuals, and finally the same is 
translated into a unified activity.


Similarly, as a shareholder, you end up delegating authority to others to run the organisation 
you have a stake in. Imagine Mr Narayana Murthy (Infosys), Mr Dadiseth (HLL) and Mr Anji 
Reddy (Dr Reddy?s) reporting to you. That?s exactly how the cookie crumbles.


The company whose equity base you have participated in is answerable. To you, as well as other 
shareholders of the company. Thus, while you as a joint owner have delegated the operations of 
the company to the professional managers and the employees, the management in turn is 
responsible to its shareholders. The management communicates through the balance sheet and 
the AGM, where shareholders voice their opinion on the performance of the company. 


Infact, shareholders can actually participate in constructive criticism of the operation of the 
company.


What we brought you today was the first step in how to investigate and understand 
the qualitative issues in a business. We will be taking up the statistical part of our 
adventure into evaluating stocks in Valuing Equities. 


 


Article 3: Dividend: the unsung hero   
(Ignore that paltry dividend cheque at your own peril)
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Article-1:Dividend: the unsung hero 
 


 
 
During bearish times when the Sensex plumbs new depths and the entire market looks like 
a discount sale, it is natural to doubt the basic assumption that investing in equities really pays 
off. We have come across stories with bold headings carried by newspapers and magazines:  
 


Equities do not fetch good returns in the long run 
If you had invested in 100 shares of Tisco in the beginning of 1991 
at Rs110 per share, you would have realised only Rs130 per share 
after ten years?. 


We are not here to make a case for investing in equities for the long haul. We are here to just 
spare one moment to look at stories like these to see if it is all too simplistic or if we have 
missed out something.  
 
Imagine we actually bought 100 shares of Tisco in 1991 and held on to it till 2001. Would we 
have received anything for holding these shares during this period? Of course, yes! We would 
have received dividends every time the company's board declared one.  
 
How much would we have received in case of Tisco during this period?  
We just checked the company's dividend payout record during this period and figured out that 
we would have received Rs25 in all for every share held. True that according to the study, from 
one particular day in 1991 to another day in 2001, (on a point-to-point basis) Tisco could 
have appreciated by just Rs20. However, any investor holding on to the stock during the 
period would have realised another Rs25 in the form of dividends. Hmm! More money from 
stock dividends than from appreciation in stock prices.  
 
Dividends did make a significant difference  
Of course we could debate whether it still made returns better et al. There are arguments 
and counter arguments. After all, one needs to stay invested in good businesses at right 
prices. Tisco hit a high of Rs300 plus in 1995, that was 300% in four years. But we are not here 
to prove a point.  
 


We are here to recognise an unsung hero--Dividend!  
Dividend is any payment made out of the profits of a company and 
approved by its board of directors. Most stable companies have a 
higher dividend payout whereas many growth companies retain profits 
to sustain their growth rates. However, in no way are dividends insignificant.  
 


Remember "power of compounding" ? It transforms the seemingly insignificant dividend inflows 
into a very significant inflow. Here is a simple illustration.  
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For a moment, allow us to indulge in an exercise similar to the Tisco example above, a mere 
point-to-point comparison of the price of the HLL stock over a period of seven years, from end-
1993 to end-2000, to understand our unsung hero better. J  
 
An investment of Rs1,000 in HLL at the end of 1993 would have been worth Rs3,570 at 
the beginning of 2001, ie a 20% per annum compounded rate of return over a period of 
seven years.  
 
 


Comparison of returns on HLL investment between end-1993 and end-2000 
 


 
 


Period CMP of 
HLL Investment Org#Sh DPS Dividend 


Reinvested Addln Sh Tot #Sh With Div W/O Div? 


Dec - 1993 58 1,000 17 2.27 0 0 17 - -
Dec - 1994 59 - 17 3.48 39 1 18 - -
Dec - 1995 63 - 17 4.40 0 1 19 - -
Dec - 1996 81 - 17 10.24 0 1 20 - -
Dec - 1997 138 - 17 13.92 0 1 21 - -
Dec - 1998 166 - 17 19.86 0 2 23 - -
Dec - 1999 225 - 17 29.01 0 2 25 - -
Dec - 2000 210 - 17 35 0 3 28 5,948 3570
- - - - - - - CAGR 29.01% 19.94%


 
Note: CMP = current market price; Org # Sh = no of HLL shares Rs1,000 could buy in 
December 1993; DPS= dividend per share; Addln Sh = more shares of HLL bought with the 
dividend payout every year; Tot # Sh = Org # Sh + Addln Sh--the total outstanding investment 
in HLL; With Div = money/ returns made by reinvesting dividends; W/O Div = money/returns 
made without dividend reinvestment. 


 
 
To add a twist to the tale enter our unsung hero?  
Let us assume that we reinvest the entire dividend that we get every year on our HLL holding to 
buy shares of HLL again. So in our case, the 1993 dividend payout would help us buy one 
more share of HLL. The 1994 dividend would help us buy another share of HLL and so on. Any 
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guess on how much extra we would make?  
 
How does a mere 50% improvement in returns sound?  
 
Yes, 50%! Our investment of Rs1,000 at the end of 1993 would be worth Rs5,948 at the 
beginning of 2001, ie a 29% per annum compounded rate of return over a period of seven 
years! Almost double the money we would have made on our investment if we'd realised only 
the appreciation in the stock price.  
 
If we borrow our learning from "Power of Compounding" and stretch the horizon, then the heroic 
act of "dividend" hits us really in the eye.  
 
In a very simple manner, Rs1,000 turns into Rs95,000 (95 times) if HLL price continues 
to compound at 20% per annum for 25 years. On the other hand, Rs1,000 transforms 
into Rs6,00,000 (600 times) if the rate of return improves to 29% because of dividend 
reinvestment over a period of 25 years.  
 
If our investment horizon is 25 years and we decide to make the seemingly paltry dividends that 
we earn work for us by reinvesting them, we might actually make six times more than what 
we would if we didn't reinvest the dividend every year.  
 


Did we read somewhere that tiny drops of water make a vast ocean?  
In the long run, investments in stocks are attractive as much for the 
dividends they pay out as much as for the appreciation in their prices. It is 
no coincidence that in both the cases (Tisco and HLL) we saw the returns 
double when reinvestment of dividend was taken into account. So the next 


time your company declares a dividend, you know exactly what to do?  
 


Article 4: Equity, thy name is enigma   
(Why equities? Because the oft-misunderstood equities offer the highest returns in the long run.) 
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If one were to conduct a survey to determine how people saved for their retirement, one would 
typically get the following responses... 


?I put my money in NSC, post office schemes; they double in seven years!? (By the way, HLL in 
the last seven years is up seven times!!)


?I am too lazy, I leave my money in term deposits with the bank!? (Certain to retire as a pauper!)


?I am clever, I keep deposits with finance companies and co-operative banks. I make upwards of 
20%.? (He forgot to mention that a few of them are like CRB! Forget the returns you will not 
even get your principal!!)


A very rare response would be: ?I invest in equities. I bought Infosys @ Rs500, Zee Telefilms @ 
Rs220?? (Anybody cares to do the sums for him?!)


Equities, or shares as they are popularly known, have been an enigma for most people. 
A majority of the middle class in India considers it akin to gambling. A majority of the 
rest is fascinated by the volatility and the short-term money-making opportunities and 
misunderstand equities to be a ?get rich quick? scheme. There are very few people who 
understand that equities offer the highest returns in the long run, adjusted for inflation 
or even otherwise. Take the case of Nagesh...


Nagesh has had a very conservative upbringing. However, he moved out of his home to pursue 
his higher studies and his eyes opened! He has been working with a leading MNC as a marketing 
manager. He has been wisely investing in shares for the last five years, relying on his broker?s 
advice after doing his own homework. On the other hand, his father worked all his life in a PSU 
and put all his savings in NSC and Life Insurance. He has retired today and has just realised that 
all his lifetime savings cannot help him lead a comfortable retired life. Nagesh is now trying to 
help his father out...


Nagesh: Appa, even now it is not too late. You must invest a portion of your savings in equity. 
You are getting disheartened because you want to live off the meager interest earnings on your 
savings. If you put a portion of the money in, say HLL, your money will double in 3 years, 
quadruple in 5 years!! Appa, equities have the ?power of compounding that is unmatched?.


Appa: Equity is very volatile. After you told me last time, I have been tracking the Sensex on 
Star News. It goes up two days then there is some political uncertainty and it falls. Sometimes it 
falls without any reason or otherwise goes up 15% in four days. I cannot handle it. At least here, 
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my principal is safe and I get a fixed return.


Nagesh: Appa, if you use the same Sensex as a benchmark, then the index was 1220 in 
September 1990 and currently trades at 4800 in September 1999, up four times in 9 years! Even 
if you had put in money at the height of the market frenzy in 1992, you would have still made 
money. The market benchmark is just an indication; the concept is to invest in specific good 
companies. Think Company, Appa, and don?t let the short-term market volatility scare you! In 
September 1990, HLL was trading at Rs115, while it trades at Rs2500 levels now! 22 times in 9 
years!! 


Appa: Even then, why put my savings in risky equities?


Nagesh: An equally important thing to understand is: ?Why does one save?? One saves because 
the productive span for any human being is a small portion of one?s entire life. I may live for 80 
years but I can only work between the ages of 24 and 60. Hence, it becomes important during 
our productive lives to earn surpluses and save them for the period when we can?t be productive 
and earn. Having said that, Appa, you would also recognise that it is important to retain the 
purchasing power of our savings. In other words, we all know that we used to purchase grains at 
Rs2 per kg 5 years back, while we pay Rs10 per kg for the same now. The price will keep on 
increasing as the population living off a fixed area of land increases. Hence, it is also important 
that whatever we save now at least fetches us an equal quantity when we retire...have I lost you?


Appa: No, I was just thinking. You are right. I deposited Rs10,000 seven years back in NSC and 
I just got Rs20,000 now. Seven years back, I used to get vegetables for Rs25 and it used to last 
for a whole week and then we were four of us. Today, I buy vegetables for Rs100 and it barely 
lasts for a week though there are just the two of us!


Nagesh: Exactly. That?s why people used to buy gold and land to protect their savings from 
inflation. However, those were the days when communities were small and agriculture was the 
only activity. As population grew, needs grew and there was a compelling need to improve 
efficiency. Hence, factories came up to exploit economies of scale. To cut a long story short, 
investment in productive assets is the best way of preserving savings and creating wealth. Equity 
is the most productive asset. 


Appa: What is the connection?


Nagesh: Equities or shares represent ownership of businesses that own productive assets like 
plant & machinery and intellectual capital to produce more goods. On the other hand, when you 
put money in deposits or lend directly, the money ultimately finds its way to purchase productive 
assets as companies borrow to fund their business! Just like we save to take care of our 
retirement, productive assets are created to meet greater demand for goods in the future, 
because of increasing population and its ever increasing needs. Who ever borrows to fund the 
asset hopes to make more money on his equity than what he pays for on his borrowings. So, 
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savings in deposits or any other fixed income instrument is sub-optimal! Hence, intuitively too, 
equity has to make lots more money in the long run than any deposits, because there will be no 
borrowings if the equity owner realises lesser money!! 


Appa: All that is fine. But some companies don?t do well?


Nagesh: Obviously they are risky as certain businesses find the going tough. But collectively, 
they are not only very essential but very profitable. Hence, the returns on equity are always 
higher to compensate for the additional risk. Risk is a part and parcel of life. There are so many 
bus, rail and two wheeler accidents, but that doesn?t mean that we prefer to walk everywhere. 
Even if we decide to walk, we run the risk of being hit by another vehicle! One should only take 
care to invest in the right businesses, which have assets capable of earning good returns. Hence, 
these will have to be businesses that have a bright future. Nobody thinks of buying a bullock cart 
now!...


The discussion went on for some time. Nagesh?s father was last spotted opening an 
account with a brokerage house. We checked with the broker and found out that he had 
made his first purchase of equity?200 shares of HLL?at the age of 62! 


________________________________________________________________________________


Chapter 3: Equity Risks 
You've heard it before: nothing risked, nothing gained. But what is risk?


Article 1: Khel risky hai    
(Some risks pertain to the market as a whole, some to specific companies)


 
 
 
 


While reading through the past learning pieces, did you ever say to yourself: ?Such huge returns? 
Too good to be true. There must be a catch somewhere.? Or did Nagesh?s father?s 
apprehensions regarding market volatility and concerns over companies faring badly unsettle 
you? Did our reference to equity risk, ?no free lunch? and risk profile leave questions 
unanswered? We sure hope it did, because understanding risks associated with equities and 
learning how to manage them is the key to achieving higher returns from equities. Remember, 
the most important features of a fast car are the brakes and the steering wheel?not the 
accelerator! We begin our own humble attempt to understand this monster that can gobble up all 
our hard-earned returns!
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Why have equity prices fallen in the past?


●     Whenever governments have fallen; political instability (Top-of-the-mind recall) 
 


●     Inflation hitting double digits; rupee falling; interest rate hikes (the knowledgeable will tell 
you these are broad economic parameters that affect all businesses) 
 


●     A lot of people will tell you that wars have spooked the market?Gulf War, Kargil crisis, etc 
(country and lives are at stake.). 
 


●     Scams!! (Human greed knows no bounds). 
 


●     Bad management interested in making a quick buck themselves  
 


●     Company?s products bombed (Bad luck, bad strategy or bad marketing?). 
 


●     Lakshmi Machine Works suffers as textile mills are not doing well (a case of a specific sector 
going bad that wipes out even the best of companies). 
 


●     A chemical company?s plant caught fire destroying it completely (God save us!) 
 


●     A brilliant product but the company?s borrowings strangled the product before it saw the 
light of the day (Debt leads to death!)


So many of them, you ask? Let us see if we can classify them into broad categories. If you look 
at these reasons in detail, you realise that there are some factors that are within the company?s 
control or specific to the company?s business (bad management, products bombing, sector 
downslide, fire, borrowings?). The rest of the factors (politics, macroeconomic issues and wars) 
affect the market in general. 


OK, we seem to have got two watertight classifications for equity risk. One affects specific 
companies and sectors. Textbooks have various names for it??diversifiable risk?, ?unsystemic 
risk?, ?business risk?, ?company risk? and so on. The other set of risk affects the entire market??
undiversifiable risk?, systemic risk?, ?market risk?..... 


The amazing power of classification! Suddenly, our big list of risks looks manageable. We just 
need to understand which basket they belong to! To get the classification right, let us delve a 
little deeper into the two groups. We will take up the ways and means of tackling these risks in 
our next session (lest we suffer from overload).


 
file:///F|/equitieslesson1.htm (30 of 122) [12/21/2009 8:20:50 PM]







Chapter 1


Company risk: a closer look
Though company risk is specific to the company, some risk factors that affect the business are 
within the control of the company. Corporate India is replete with instances of how a company 
could have controlled its future better. 


Real Value?s (the ?Ceasefire? company) ill-conceived foray into ?vacuumisers? is an example of 
strategy going haywire. There are hazar Indian promoters who have siphoned money from their 
listed companies?examples of bad management. Core Healthcare (earlier Core Parenterals) is 
another classic example of a company that had the right product but, in its urge to build mega 
plants, it borrowed beyond its means before creating a market?the rest is history (the company 
got into a debt trap, and the product became a commodity). 


All these risks can be avoided if proper homework is done to understand businesses and make a 
future looking call on their businesses. Only stock-picking skills can see you through this maze of 
risks. Now you know why good research analysts are so sought after!


The other sets of risks that are business specific are beyond the control of the company. What 
can Madras Cements do if the cement market suddenly slumps as there is too much new capacity 
with no matching demand! What can TNPL do if demand for newsprint falls as more and more 
people take to reading newspapers on the Internet! (Not now! But it can happen 10 years down 
the line) What can Tisco do if Posco dumps a million tons of steel in the country (not literally!)!


Of course there is something that these companies can do to rework their strategies, but it is 
time consuming. And you know our stock markets! The prices will get hammered with the first 
waft of bad news. In any case, if one were to diversify one?s holdings across various sectors and 
companies, the risks can get minimised to a certain extent. Risk diversification is another useful 
concept to understand, which we will take up next time. 


 


Market risk 
Company risk is still easy to contend with, but what do we do about market risks? Out of the 
number of factors affecting markets, our experience tells us that market declines under many of 
these factors are temporary and provide excellent buying opportunities for the patient investor 
who thinks and buys good companies (We love this kind of an investor or company) 


Market risk is a different animal altogether. Diversification does not help as all stocks get affected 
by these factors. But fret not, the native ingenuity of mankind has found solutions to this problem 
too, in the form of ?Futures? & ?Options?.


We will be writing soon about the mechanisms behind such high-sounding terms and how you can 
use them (whenever they start here!)
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Article 2: Taming the risk  
(Risk is known to be a party pooper. We know that risk will always exist. Which is why we need t...)


 
 


 
 
 


Welcome once again! Our preparation for the exciting journey into the adventurous 
world of equities has progressed to the next grade. In case you are joining us now, 
don?t lose heart. We will take you through a whirlwind tour of what we have learnt so 
far. For those of you who have been with us all through, it will be a good time to reflect 
on the key points. You will be better prepared to brave the adventure and emerge 
victorious. 


We began by understanding the necessity to invest for growth, the necessity to beat inflation and 
retire wealthy. Our adventure began the moment we discovered that equities are lucrative. Not 
exactly! No adventure can be successfully undertaken before understanding the basics. 


We figured out that the most important criteria to qualify for the journey is to be debt-free or, in 
simpler words, how much surplus we have after paying off all our obligations. We also 
understood a very important concept. Building of equity investments depends on two criteria:


1. Everybody can?t take the same level of excitement (Risk Profile) 
2. Individual cash requirement (Liquidity Requirement) 


Then came the party pooper?Risk. The outside chance of losing instead of gaining. In our attempt 
to understand risk, we classified risk into ?Controllable Risks? (also called ?Company Risk? or ?
Diversifiable Risk?) and ?Beyond Control Risks? (also called ?Market Risk? or ?Undiversifiable 
Risk?). Wake up! We know that ?risk? will always exist. Let us learn to tame it.We use a clich?o 
reinforce an age-old truth: ?Don?t put all your eggs in one basket!? Spread it around so that if 
one basket were to drop, only a few of your eggs break! Equally important is to decide: ?In which 
basket do I put my eggs in?? We will take this up in our next leg of preparation. Remember, we 
hope to make soldiers out of you! Let us understand our monster better?Equity Risk. Try 
answering this question below. For the uninitiated, ?Long? stands for a bought position in stock 
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while ?Short? stands for a sold position in a stock that is not owned.


Which of these options do you think is very risky? Which one is the least risky? 
1. Long SAIL  
2. Long SAIL & Long TISCO 
3. Long SAIL & Long HLL 
4. Long HLL, Long TISCO, Long ACC & Long Infosys 


Let us look at all these four choices? 
Choice #1-Long SAIL (our PSU steel company). I am exposed to company-specific risks 
(inefficient manufacturer, bureaucracy...). I am exposed to the steel cycle too (what if steel 
prices drop 5%?). To top it all I am exposed to the market risk (Vajpayee government?s fall 
takes the Sensex down 200 points. Want to know my SAIL price? It has hit the lower circuit!) 
Gosh! I am exposed to every conceivable risk. 


Choice #2 - Long TISCO & Long SAIL. Tricky hey! Two biggest players in steel. As far as 
company specific risks go, TISCO is a better bet then SAIL. So I am better off. Steel sector 
downtrend affects both of them. However, since TISCO is a more efficient producer, he will do 
better than SAIL. So I am better off. However, as far as market risks go, both of them get 
affected anyway. So I am indifferent. Adding it all up, Choice #2 is definitely better than Choice 
#1.


We have learnt our first key learning. In choice #2 I had two stocks. I diversified. Voila! The risk 
reduced! So, diversification helps reduce risks!


Choice #3- Long SAIL & Long HLL. SAIL is a steel company whereas HLL manufactures soaps, 
detergents?products that human beings will always use come rain or shine! These two companies 
are in different sectors. If the economy or steel sector does badly, I lose out on only one half of 
my investment! HLL is a well managed company, so I am better off. Hey, I am much better off 
than my earlier choice. I have split my risks between two unrelated companies and sectors. What 
about market risk? SAIL has a lot of sympathy with market movement whereas HLL is very stable 
(People can?t stop taking a bath just because the Sensex has been down for six months! 
Whereas people will stop buying cars and car companies will stop manufacturing and hence, steel 
companies will not be able to sell their steel!!) 


Choice #3 is excellent!


We have learnt our next key learning: Equity risk is not additive! 


SAIL will have a certain risk on its own while HLL will have another one. But if we have the two of 
them together, then the risk of this basket will not be risk of SAIL plus risk of HLL. Remember, if 
SAIL is going down, HLL will not be as money flows to the safe stocks. Similarly, when the going 
is good, SAIL will outperform HLL.
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Choice #4 How all of us would give our right hand to own it! All these four stocks are leaders in 
their sectors. The sectors almost cover the entire spectrum of the market. At least two of them 
will be doing well. Any guesses on where it stands on our risk spectrum? Obviously, it is our first 
choice as it is the least risky.


Another lesson: More widespread the selection of stocks, the better diversified and less 
risky a portfolio becomes. As the number of stocks increase, risk reduces.


All these instances of diversification were able to bring the ?diversifiable risk? under leash. 
However, there is another kind of diversification that can take care of the more crazy ?market 
risk?! A combination of long and short positions!!


Long HLL and Short SAIL. What have I achieved?  
Let us look at company risks. Since, I hold HLL I own the company risk whereas if SAIL goes bust 
because of a company-specific risk, I gain because I have already sold it. With respect to market 
risks, if the market goes down, SAIL goes down more than HLL so I don?t lose money at all! In 
short, by using this combination I have only taken company-specific risk. A risk that I understand 
and can control. 


These kind of combinations of long and short positions are used to mitigate market risks. Even 
the uncontrollable animal can be tamed! Market men call this ?Hedging?. ?Futures & Options?, 
which we will discuss later, facilitate this better.


Now we know how diversification helps reduce risks. Did anyone bother to ask: ?What 
about returns?? Well, the clever ones among you would have figured out that by 
limiting our downside, we have parted with a bit of the upside! So there is a trade-off. 
Achieving the right balance between risks and returns is the key. Laws of nature apply 
here too??Strike the right balance?. We will try to take up optimisation or maximising 
returns for a unit of risk very soon. 


 


Article 3: Risk: the time element  
(How likely is it that you might trip and fall in the next half an hour? In the next two weeks?I...)
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We all know that 'company' and 'market' risks are the hazards that any equity investor faces, 
right? Wrong. Risk has another dimension - that of time. Time plays a role that is often not very 
obvious to us in the stock market. To explain this facet of risk let me give you a simple example. 
 
How likely is it that you may trip and fall in the next one second? How likely is it that you might 
trip and fall in the next half an hour? How likely is it that you might trip and fall some time in the 
next five years?  
 
Get the point? You can say with 100% certainty that you will not trip in the next one second. You 
can also, perhaps with the same degree of certainty, say that you are unlikely to trip and fall in 
the next half an hour. But the degree of certainty would definitely reduce over a five-year time 
frame. And further still, over a 10-year period. 
 
That in other words, ladies and gentlemen, is the time element of risk. 
 


Risk increases with time


Arguably, the time element of risk is very often part of company risk or market risk. But the 
reason we would like to focus on this element separately is that this is an element of risk that is 
not understood very well. Neither is it given the place of prominence that it deserves.  
 
This is particularly true of what we call 'growth' stocks. Stocks that you buy because you think 
that they will grow phenomenally over the next few years. 'Growth' investing has been the most 
popular and successful form of investing in recent years. Stocks from the technology, media, 
telecom and biotech sectors are prime examples of 'growth' stocks.  
 
These 'growth' stocks look expensive by conventional metrics - price-earning (P/E), price-book (P/
B) and economic value (EV). But even after the recent meltdown in the past three months these 
stocks have handsomely rewarded investors who bought them 2-3 years ago. Despite, as we said, 
being overvalued based on conventional metrics even two years ago. 
 
In the words of the legendary investor and thinker Benjamin Graham: 'The successful purchase of 
growth stocks requires two rather obvious conditions - first, that their prospect of growth be 
realized; and, second, that the market has not already pretty well discounted these growth 
prospects.'  
 
Let us presume that the second condition (which continues to be debated to death) is not true - 
the market has not already discounted these growth prospects. So then, the only other condition 
that needs to be met is that the prospects of their growth need to be realised. 
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This is not as simple as it seems


And the obvious numbers that we look at do not tell the whole story. 'Infosys ka EPS agle saal 
100 taka bad jayega' is the typical refrain that one gets to hear. Now we are no slaves to 
conventional metrics and are willing to be completely open minded. 
 
But is it okay to buy Infosys at a P/E of 180 only because it will grow at 100% in FY2001? The 
answer is a resounding NO. If buying Infosys at this price is to be a profitable proposition for you, 
then Infosys must grow at a scorching pace not just next year but for many years beyond that.  
 
The risk in owning Infosys comes from time. The risk is not whether it will grow at 100% next 
year, but whether it can grow at a compounded annual growth return (CAGR) of 50-60% over the 
next five years. Not an impossible task for a company with an impressive track record.  
 
But look at the size of the challenge. A 55% CAGR over the next five years means a forecast of 
Rs2500cr profit in FY2005. That is more than what big daddy Reliance makes by way of profits 
currently. At today's price (Rs7870) that would place Infosys at a reasonable P/E of 20 times its 
FY2005 estimates. That is a P/E that many companies (including Reliance) are not getting even 
on their FY2000 earnings currently. 
 


But that is another issue altogether


What is relevant to you as a buyer of Infosys shares is that the company cannot afford to trip and 
fall anytime over the next five years. Now what degree of certainty would you place on that?  
 
Before you jump to any conclusions, it's not as impossible as it may seem (as our analysts are at 
pains to point out). After all, this same company reported a profit of just Rs13cr in FY1995. Would 
you have (in 1995) estimated that it would, in five years, grow to report a profit of Rs285cr? A 
twenty-fold jump!  
 
Our objective in highlighting Infosys is to underline the time element of risk. We are aware of the 
risk and have chosen to take it because we have confidence in the management of this company 
and believe that its strategy and business model will enable the company to get there. Those who 
took this risk in 1995 have been amply rewarded. 
 
Many people would dismiss this entire concept of time element of risk on the premise that if 
Infosys is going to double its profits this year, then so will its price and, hence, they can dump the 
share within six months and make money. To them we suggest that they consider the second 
condition listed by Benjamin Graham: '?that the market has not already pretty well discounted 
these growth prospects.'  
 
Who does not know by now that Infosys (profits) will grow by 70-80% this year? Anybody with 
access to a decent broker or CNBC knows that by now. By that count its growth prospects for this 
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year are pretty well discounted.  
 
The reason why there is still money to be made from buying Infosys is that its growth prospects 
for the next five years are not discounted. Not everybody attaches a high degree of probability (or 
the same degree of probability) to Infosys reaching its destination in five years time. That is why 
those who take the risk (of time) will be amply rewarded.  
 
As an equity investor you must ask yourself this question every time you buy a stock. What is the 
time element of risk that I am taking? This is particularly true of buying 'growth' stocks. 


 


Article 4: A calculated risk   
(Risk is a choice rather than fate. Equity risk premium is the "reward for holding a risky inves...)


 
 
 
 
Only those who risk going too far can possibly find out how far one can go 
- T.S.Eliot 
 


'Investing is risky business'


We have all come across this statutory warning or have learnt it the hard way while investing in 
the stock market. Let us take a step back to understand what is 'risk'.  
 
The word is commonly used to describe the chance of a loss.  
 
Chance: the Webster Dictionary defines this word as 'something that happens unpredictably 
without discernible human intention or observable cause' In other words, risk in the financial 
context stands for the uncertainties associated with future cash flows.  
 
We have learnt earlier how savings transform to 'Risk Capital'. We have taken a hard look at 
equity risks and figured out that 'Khel risky hai'.  
 
But did you know that 'Risk' owes its origin to the Italian word risicare that literally means 'to 
dare'? Risk as a verb is used to imply 'taking the chance'. In other words, as Peter Bernstein 
observes in the introduction to his magnum opus 'Against the Gods',  
 
'... risk is a choice rather than a fate. The actions we dare to take, which depend on how free 
we are to make choices, are what the story of risk is all about. And that story helps define what 
it means to be a human being...' 
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If 'risk' is all about choices, it is time to know how to factor this in our investment decisions. 


Let us learn how these choices are made from the actions of Mr. Savvy Investor. Needless to 
say he is the smart guy who makes the smartest choices when it comes to investing.  
 
Mr. Savvy Investor has Rs1,00,000 to invest. He has two investment options.  
 
The first option is a government bond that pays an interest of 10% per annum for the next 
three years.  
 
The second option is investing in a particular stock. A leading analyst expects this stock to go 
up by just 2% in the first year as the company is still expanding capacity. But he expects the 
stock to gain 28% in the next two years.  
 
Mr. Savvy Investor fishes out his pocket calculator and gets down to business.  
 
The bond option is fairly easy to calculate. His Rs1,00,000 investment would be worth 
Rs1,30,000 in three years. In other words, it would fetch him a return of 30% in three years.  
 
He works out the returns for the second option.  
 
His investment would be worth Rs1,02,000 at the end of the first year. A gain of 28% over the 
next two years means that his investment would be worth Rs1,30,560. Thanks to the 'power of 
compounding. his 2% gain in the first year will earn a return too. In the end, he would earn a 
30.56% return in three years. 
 


Two investment options with almost the same returns in three years. Which option does Mr. 
Savvy Investor choose?


Our Mr. Savvy Investor chooses to invest in the government bond.  
 
It is easy to figure out why Mr. Savvy Investor has chosen the bond option.  
 
Though investing in the stock meant marginally higher returns. There were lots of 
uncertainties. Remember, investment in the stock is based on expectations, expectations of a 
leading analyst, in this case. On the other hand, the government bond gives a fixed return with 
no question of a default.  
 
What if the analyst got it all wrong? For all you know, a competitor might increase capacities 
and kill the market in the second year. Hence, the expected 28% appreciation might actually 
turn out to be a decline! As Murphy's law states 'If anything can go wrong, it will go wrong'.  
 


file:///F|/equitieslesson1.htm (38 of 122) [12/21/2009 8:20:50 PM]







Chapter 1


Hence, Mr. Savvy Investor does not even bat an eyelid while deciding to invest in the 
government bond.  
 
Let us now add a twist to the second investment option and see if it makes a difference to Mr. 
Savvy Investor's choice.  
 
The leading analyst expects the stock to go up by 12% this year as the company has finished 
expanding its capacity six months before time. He also expects the stock to gain 28% in the 
next two years.  
 
Mr. Savvy Investor does his calculations to figure out that his investment, in this case, would 
fetch a return of 43.4% in three years. A good 13.4% more than the government bond.  
 
Like earlier, the uncertainties still remain. However, since Mr. Savvy Investor earns 43.4%, he 
can still take the chance. If the stock fails to go up by 28% in the next two years and instead 
goes up by just 17%, he will still make a return of 31%! In other words, the higher return 
provides a margin of safety.  
 
Hence, the higher rate of return over the government bond for the same period makes Mr. 
Savvy Investor prefer the second option of investing in the stock. 
 


What made him go for the second option?


The 13.4% extra return over the government bond. This 'extra return' that induces our Mr. 
Savvy Investor to choose the more uncertain investment option is called 'Risk Premium".
 


A financial textbook will tell us that 


Risk premium is the 'reward for holding a risky investment rather than a risk-free investment.  
 
The extra return that the stock market or a stock must provide over the risk-free rate of return 
to compensate for the market risk is called "Equity Risk Premium".  
 
In case of Mr. Savvy Investor, the extra return of 13.4% over the risk-free 30% rate of return 
on the government bond defines his "equity risk premium"  
 
How do you determine 'equity risk premium'? What is the right premium to settle for? What is 
'Beta'? More of this next time as we brace ourselves to risk the stock market and brave the 
uncertainties.  
 
As one great statistician wrote, "Humanity did not take control of society out of the realm of 
Divine Providence...to put it at the mercy of the laws of chance." 
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Article 5: What is right risk premium?   
(We’ve understood the concept of “risk premium”. Let us now see if “risk...)


 
 
 
 
Risk is not always a bad thing
What is the second thing that strikes your mind when you hear the word 'equity' or 'stock'? (If 
'risk' is the first thing that flashes across your mind, then you seem to have had an overdose of 
emphasis on risk in our recent school write-ups. Maybe it is time for you to learn more about 
how stocks offer great returns over the long run and the 'power of compounding'.) 
 
If 'risk' is the second thing to take the dias, you are ready to take the next few steps in 
understanding this concept better. And just in case 'risk' was the last thing to chance upon your 
mind, we suggest that you start right at the beginning of these series. 
 


What is equity risk premium?


Last time we understood that though risk is the chance of loss, it is equally a matter of choice. 
'Equity risk premium' is the leveller that makes risky investment options attractive. Now it is 
time to put a finger on 'equity risk premium'.  
 
We saw that Mr Savvy Investor settled for investing in the stock since he expected to make 
13.4% extra returns over the 30% return on government bonds in three years. In other words, 
equity risk premium is forward looking.  
 
If equity risk premium is forward looking and based on expectations, how do we know that we 
have settled for the right 'risk premium? Or how do we know that the 'risk premium' adequately 
compensates us in case the returns go against expectations? 
 
A theoretically applicable method is to look at returns associated with all possible situations. 
Then assign probabilities to these possibilities and get a fix on the 'expected' return. In the end, 
the expected return needs to be compared with the risk-free return to evaluate if the 'risk 
premium' is adequate enough.  
 
A little lost? Back to our good friend - Mr. Savvy Investor. 
 


Our thought experiment 
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Small Cement Company (SCC), Efficient Cement Company (ECC) and Big Cement Company 
(BCC) are three cement companies.  
 
SCC has small capacity and hence its earnings improve dramatically after cement prices cross a 
threshold price. ECC, on the other hand, has a very efficient process and hence its earnings 
improve sharply with any rise in cement prices. The biggest of them all, BCC, is not so sensitive 
to cement prices, thanks to its size. In other words, BCC's bottom line moves in a more sober 
manner to the changes in cement prices. 
 


Time to make one simplistic assumption


Let us assume that the earnings of these companies are sensitive to only cement prices. Hence, 
cement prices determine the returns from investing in these stocks.  
 
Mr. Savvy Investor needs to pick the best investment option from these three companies.  
 
Luckily, a cement expert and a stock market analyst have made life for our friend a little simple. 
 
The cement expert has assigned the following probabilities for the change in cement prices over 
last year. The stock market analyst has given his assessment of the expected returns from these 
three stocks for the respective changes in cement prices. 
 
 


Event Probability
Returns


SCC ECC BCC
5% 
decline 20% -5% 0% 5%


Flat 30% +10% +10% +10%
5% 
increase 40% +25% +20% +15%


10% 
increase 10% +35% +30% +25%


 
Mr Savvy Investor had to make a wise choice with just these details.  
 
He calculated the average returns that he expected to make for each company. He had the 
probabilities associated with each return. Hence, all he had to do was multiply each probability 
with the associated return and add all of them together. For example, the average return that 
one can expect on SCC worked out to:  
 
20%*-5%+30%*10%+40%*25%+10%*35% = 15.5%. This way, he calculated the expected 
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returns for these three companies as follows: 
 
 


 SCC ECC BCC
Expected Returns +15.5% +14% +12.5%


 
Do you think the choice was very easy for Mr Savvy Investor? After all, he just worked out that 
SCC has the highest expected returns.  
 
Think again, for our wise investor has chosen BCC over the others.  
 
To find out why, cast a glance upon the main table again. The returns on SCC can swing from -
5% to 35%, an extremely volatile stock indeed, with returns moving in a range of 40% from -
5% to 35%. On the other hand, ECC is little less volatile as its returns fluctuate within a band of 
0% to 30% - a range of 30%.  
 
Finally, BCC is found to be a relatively steady stock. The worst case return on BCC is found to be 
5% although the best case return, at 25%, is less than the returns of the other two. Anyway, 
this is a comparatively small range of 20% fluctuation in return. 


 


Factoring in volatility of return


Mr Savvy Investor made another smart back of the envelope calculation. He divided the 
expected returns for each of these stocks by the range of possible returns. Look at what he got 
from his crude calculation... 
 
 


 SCC ECC BCC
Exp Returns/Range 0.3875 0.467 0.625


 
In other words, Mr. Savvy Investor calculated his expected returns for every unit range of return 
that the stock could swing. A neat approximation to what the statisticians will call 'deviation 
from the mean'. BCC turned to have the highest return for every unit of risk.  
 
The answer became obvious to Mr. Savvy Investor- BCC was the best investment option. 
 
Of course, he might discover that the risk premium built into the 12.5% return from BCC' 
investment is not a good enough premium. But that is a different story altogether. 
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A recap on this lesson


We will revisit these calculations later. It is time now to take stock of what we have learned 
about 'equity risk premium' so far: 


●     This premium is forward looking in nature, as it is based on 'expectation' of return. 
●     Expected returns could vary within a wide range. A higher range of return implies a higher 


gap between expected return and the actual return, thereby increasing the uncertainties 
associated with the return. 


●     We also understood that in case the range of returns from an investment in a stock is very 
large, then investing in the stock is more risky. However, this was a crude way of pinning 
the volatility of stock returns. 


●     After all the more likelihood of stock returns swinging from our expected returns, the more 
uncertain the actual returns we realise in the future. Look at our example, SCC returns are 
expected to be 15.5% but the eventual returns could swing any where from a -5% to 35% 
depending on how cement prices turn out. 


●     Statistically, the deviation from the expected return is a measure of the volatility of the 
stock returns. 


●     It is not enough to select the stock with the highest 'expected' return. It is important to 
select a stock that has a higher return per unit of risk. 


Of course, this essentially explains the concept of 'equity risk premium'. The higher the volatility 
or uncertainty, the higher the risk premium sought by the investor. 


 


Getting the 'risk premium' right - the next step


Now that we understand all these concepts, how do we get around the issue of obtaining a fix on 
this risk? After all, everybody invests based on expectations. How can we figure out today how 
much the returns will deviate from expectations in the future?  
 
Academicians have worked on evolving methods that help us approximate and get a better fix 
on these future uncertainties. Next time, we will grapple with the issue of getting a fix on 'risk' 
and demanding the right 'risk premium'. 


 


Article 6: Chasing the elusive 'Risk Premium'   
(Staring at "Equity Risk Premium" square in the face...)
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Welcome to the next leg of our 'Risk Premium' journey
Having come so far in the lesson, one would assume that you have understood that the risk 
premium demanded by equity investors on their investment is forward-looking, as it is based 
on the expectation of returns. You have also understood that risk premium increases with 
higher volatility of expected returns.  
 
Hence, we saw our friend Mr Savvy Investor choose an investment option, based not just on 
expected returns but expected returns adjusted for the risk. So, take a deep breath and think 
back on what trait Mr Savvy Investor was displaying when he made the requisite calculations.  
 
He was avoiding risk! He was unwilling to take on additional risk unless he was compensated 
for taking that risk.  
 
Such risk avoiding behaviour is the cornerstone of rational investing. Textbooks state that a 
rational investor is risk averse, and that rational investors measure reward using expected 
return and risk calculated as variance. 
 


Risks borne by an equities investor


Time to take a quick look at the broad classes of risks borne by an equity investor:  
 
As you figured out while reading "Taming the risks" , the risk borne by equity investors can be 
classified as two types - systemic risk, which is market risk and unsystemic risk, which is risk 
borne specific to a business. We also discovered that unsystemic risk can be reduced by 
diversifying investments across a basket of stocks representing various businesses. However, 
systemic risk is something that we have to live with. 
 


Can an investor expect compensation for bearing both market and business risks?


If your answer is yes, you probably are asking for a little too much. Remember that, as an 
equity investor, you can spread your investments across a basket of stocks to reduce your 
business risk to zero. In fact, there are extensive studies that show that even a portfolio with 
eight stocks reduces unsystemic risk to zero. Hence, the only risk that an equity investor can 
demand a premium for is the systemic or market risk.  
 
Now that we know what type of risk you can demand compensation for, how do we go about 
measuring it? Simple, the risk premium for systemic risk needs to equal the risk premium for 
the market as a whole. After all systemic risk exists because of the pervasive influence of the 
market. 
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But just the risk premium for the market is not enough 


What have we missed? Let's see... Assume that a new government came to power at the 
Centre and the Sensex went up by 8% in two days...  
 
 


1.  Would you think HLL, Infosys and HFCL all went up by 8% each?  
 
 


2.  If you think that they all went up by different percentages, then which one do you think 
went up the most? 


We have all seen that every stock posts different gains for the same gain in the Sensex. Stocks 
like HLL do not rise as fast as the market nor do they drop as fast. Infosys on the other hand 
posts gains higher than the market. HFCL, we are all well aware, moves sharply higher 
whenever the market moves higher while falling more sharply than the market in the 
downswings.  
 
In other words, the influence of the market forces is different on different stocks. Hence, we 
cannot just settle for the risk premium commanded by the market. We need to measure how 
the market affects a particular stock. 


 


The 'beta' factor 


'Beta' measures the factor of influence of the market on a particular stock. Financial expert 
William Sharpe worked out a method for doing just this (calculating the beta of a stock). Many 
of you would have come across the concept of 'capital asset pricing model' or CAPM.  
 
CAPM makes a fundamental assumption that the historic volatility of stock prices will be 
mimicked in the future too.  
 
Next time, we will unravel how CAPM and beta help us get a fix on this elusive risk premium. 
Until then, I leave you with a thought to ponder:  
 
Do you think a high beta stock should have a higher risk premium or a lower risk premium? 


 


Article 7: Graduating in Risk Premium   
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(Crack the link between "Beta" and "Risk Premium". Master the concept of CAPM with ease...)


 
 
 
 
In case you have reached this vantage point after having understood the basics of 'risk 
premium', we offer you our hearty congratulations on having made such outstanding progress!  
 
Now, picking up the thread from where we left off, investors get compensated only for the 
market risk that they bear. Market risk is the only risk that cannot be reduced through 
diversification in your portfolio (by including a set of stocks from different businesses), like 
business risk can.  
 
However, the influence of the market varies for various stocks. Some stock movements are 
exaggerated compared with market movements while others are subdued.  
 
We understood last time that the 'beta' of a stock measures this relative movement of a stock 
vis-?is the market. Hence, 'beta' measures the tendency of the stock to participate in the market 
movement. 
 


Let's work this out using an example...


Hyper Ltd., Tracker Ltd. and Sober Ltd. are three stocks that trade in the stock market of 
Shareland. Sharex is the stock market index in Shareland. Hyper has a beta of 1.3 while Tracker 
has a beta of 1. On the other hand, Sober has a beta of 0.7.  
 
First stop, what do these values mean?  
 
Hyper's beta value of 1.3 indicates that it is far more sensitive to market movements than 
Tracker and Sober. In other words, if the market as measured by Sharex goes up by 10%, Hyper 
will go up by 13%. Tracker will go up as much as the market, i.e. 10%, while Sober gains a 
mere 7% in relation to the market. 


 


  
Who commands the lower risk premium?
After having come so far in the lesson, we expect that you will flip this situation to its negative 
face and look at the situation when the stock market in Shareland drops by 10%.  
 
In this case, Hyper drops the most (by 13%) as it has a higher beta of 1.3. Since Tracker has a 
beta of 1, it drops by 10%, the same as the market. On the other hand, Sober drops by a mere 
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7%. 
 
A higher beta means higher risk and hence a stock with higher risk needs to command a higher 
'risk premium'. And obviously, since Hyper reacts in a manner true to its name for every drop/
gain in the market, it is the riskiest stock and should command the highest premium, followed by 
Tracker with Sober being the least risk option of the three. 
 


Moving on to CAPM


So if the risk premium commanded by the stock market is x%, then the risk premium that 
investors should demand for a particular stock is beta times x%. CAPM states that the expected 
return on a stock is the sum of a `risk-free rate' and `stock beta times market risk premium'.  
 
This, in essence, is the capital asset pricing model (CAPM). After all, why should anyone expect 
to earn more by investing in one stock as opposed to another? You need to be compensated for 
doing badly when times are bad. The stock that is wont to do badly just when you need money 
in trying times is a stock you should hate, and there had better be some redeeming virtue or 
else who would want to hold it? 
 


How is beta calculated?


Oh, we are not going to give you some longwinded formula. After all these days, you do not 
need to know how a computer works to actually use one. So, we shall never trouble you with 
formulae, but just explain the concept.  
 
An analyst calculating the beta of a stock obtains the historical returns of that stock over a 
period and then compares them using 'linear regression' to the returns on the index. It is just 
enough for most of us to know that linear regression is a statistical tool for estimating beta. 
 


Some pertinent questions to ask at this stage 


Q: Is the beta of a stock constant?  
 
A: The beta of a stock can change over time as the stock's characteristics transform. For 
example, a stock moving from the B1 group to the A group sometime back would have changed 
the beta of the stock. After all, the underlying liquidity of the stock would have changed as A 
group stocks have this carry forward mechanism that attracts a whole host of speculators. 
 
Q: Can a low beta stock be more volatile than a high beta stock? 
 
A: Interestingly, a low beta stock could be more volatile than a high beta stock. Remember, the 
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beta measures only the systemic risk or the influence of the market on the stock whereas a 
stock on its own might have a very high unsystemic risk because of the risk associated with the 
company's business. 


 
 


Wrapping up today's spoils
The key insight of the capital asset pricing model is that higher expected returns go with the 
greater risk of doing badly in bad times.  
 
Beta is a measure of a stock's tendency to move with the market. Stocks with high betas tend to 
do worse in market downturns than those with low betas.  
 
Our advice: If your heart has a high beta level, invest in a stock that has a low beta! 


____________________________________________________________________________________


Chapter 4: Annual Report Explained 
(Your essential guide to interpreting a companyÆs report cardà)


Article 1: Back to basics   
(Remember that booklet called Annual Report your company sends you every year?)


 
 
 
 
The profit & loss account
Introduction
If you own shares, you'll remember that the company sends you a booklet called an annual 
report just before the annual general meeting. Most of the time, all you've done is admired the 
glossy pictures before adding it to the pile of newspapers for the raddiwala. 
 
That's a pity, because a company's annual report can be a great source of information, helping 
you to decide whether to stay invested in the company. At the very least, it'll help you ask some 
tough questions to the management at the AGM.  
 
We know the problem. You'll be thinking that's a lot of unreadable stuff! Not to worry, 
accountants are in business by making it difficult for ordinary people to understand accounts! All 
of us can learn to read accounts. We'll show you how. 
 
The profit & loss account
At the heart of the annual report is the Profit & Loss Account. Accountants call it the P&L account 
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to show familiarity, as well as to make it difficult for ordinary people to understand what they're 
talking about. 
 
No company can exist for long by continuously making losses, and the P&L account shows the 
extent of profit or loss made by the company in a particular year. To illustrate, let's take the 
Reliance Industries annual report for 1998-99. 


 
 


 


  1998-99 1997-98
  Rs. Rs. Rs. Rs.
INCOME            
Sales   14,553.26    13,403.78
Other Income    607.55    335.60
Variation in Stock   (152.43)    368.28


    15,008.38    14,107.66
EXPENDITURE            
Purchases       190.32   14.19
Manufacturing and Other 
Expenses


    11,500.52      11,206.93


Interest   728.81          503.55
Depreciation 1,776.66    1,460.27    


Less : Transfered from 
General Reserve (Refer 
Note 3, Schedule 'O'){


921.62 855.04 792.95 667.32


       13,274.69   12,391.99
Profit Before the year   1,733.69      1,715.67
Provision for the year    30.00      63.00
Profit for the year    1,703.69  1,652.67
Add:Taxation for the 
earlier years


   -  (85.67)


Balance brought forward 
from last year


 1,047.89  662.79


Investment Allowance
(utilised)


 -  -


Reserve written back  -  36.00
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Amount available for 
Appropriation


 2,751.58  2,265.79


                
APPROPRIATIONS               
Debenture Redemption 
Reserve


204.50  64.47    


General Reserve 1000.0  752.65  
Interim Dividend 23.39  10.33  
Proposed Dividend 350.16  326.81  
Tax on Dividend 40.86 1,618.91 63.64 1,217.90
Balance carried to 
Balance Sheet


    1,132.67       1,047.89


Significant Accounting 
Policies


                    


Notes on Accounts                  


 
 


You'll notice there are two main heads - income and expenditure. Simply put, the difference 
between the two is the profit (if income exceeds expenditure) or loss (if expenditure exceeds 
income). And losses, as you know, are bad.
 


Income


The total income is broken down into several heads-sales, other income, and variation in stock. 
Obviously, a company's sales will be its main source of income, so that item doesn't need much 
explaining. A source of confusion can be the fact that sales are sometimes called gross sales 
and at other times net sales. The difference is the amount of excise duty paid, and net sales is 
merely gross sales less excise duty. Net sales is a better indicator of how much the company is 
selling, because the excise duty goes to the government. Clearly, higher sales help the company 
earn higher profits.  
 
"Other income" is accountantspeak for all those items of income which do not relate directly to 
the company's sales. This could include dividends and interest received by the company from its 
investments, the profit on sale of investments or assets, sale of scrap and other such items. 
Some companies put service income, like money earned by repairing or servicing, in this 
category. Basically, the thing to remember is that other income is very often, but not necessarily, 
income from activities distinct from the company's main activity. Sometimes such other income 
is one-off in nature, such as the profit from selling assets. So if you want to predict the 
company's future income, you'll have to leave out this kind of one-off income. 
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The third item, variation in stock, reflects the fact that a company always carries some 
inventory, which is nothing but unsold stock on a particular date. The company has already 
incurred some expenditure in producing this inventory, which is reflected in the expenses part of 
the P&L account. So the value of the closing stock should also be included to give the correct 
picture of the profit. However, from this closing stock the value of the stock at the beginning of 
the accounting period must be subtracted, since that was included as closing stock during the 
previous accounting period. That sounds complicated, but just remember that the variation in 
stock is actually nothing but closing stock less opening stock of finished goods and stocks in 
process. Why not raw material stocks? Raw material stocks are not included here because there 
is an item "raw material consumption" in the expenditure section of the P&L account. 
 
 
Expenditure
The expenditure part of the P&L obviously has purchases and manufacturing expenses. In fact, 
all the costs that go into making the things the company sells. But that's not all. Interest costs 
incurred on the company's debts are also included here. Further, there's an item known as 
depreciation, which is nothing but a notional estimate of the wear and tear of the equipment 
used by the company. The logic is that a company needs to set aside a sum annually so that it 
can buy new machinery when it is needed. Clearly, keeping costs in check will add to the 
bottomline.  
 
You'll notice that there's something known as schedules against the items in the P&L account. 
These are nothing but more detailed break-ups of these items. For instance, in the RIL P&L 
account, schedule L gives details of all the manufacturing expenses, such as salaries and wages, 
sales and distribution expenses, expenses on power, fuel, and administrative expenses like rent, 
insurance, etc. 
 


Profit and EPS


Deducting expenditure from income gives the profit before tax. When the amount set aside by 
the company for tax purposes is deducted, we get the all-important net profit figure. Adding the 
balance brought forward in the account last year, we get the amount available for appropriation, 
which is nothing but the way the profit is divided. One chunk is paid to equity shareholders as 
dividend, one part goes towards paying dividend on preference shares, while the rest goes to 
statutorily required reserves, such as the reserve for redeeming debentures, and to the general 
reserve, which bolsters the company's net worth, or the amount of shareholder's funds. 
 
A last word about EPS, which is earnings per share. This is a figure analysts love to talk about. 
EPS is calculated by dividing net profit by the number of shares allotted by the company. It 
shows how much each share of the company has earned during the year. 
 
Also important is to check out the trends, by comparing last year's figures with those of the 
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current year. Trends are important because they show the way the company is going. For 
instance, a company may still be earning profits, but the amount gets smaller and smaller each 
year. Nobody in his right mind would invest in such a company.  
 
That wraps up the basics of the P&L account. Investors can use this information not only to find a 
company's earnings, but also how it has arrived at these earnings. Did sales increase? Were 
expenses kept in check? Was interest expenditure too high? The answers to these questions will 
be provided by reading the P&L account. 


 


Article 2: The business snapshot   
(Balance sheet is a snapshot of what a co. owes and owns)


 
 
 
Now that you've mastered the mysteries of the Profit & Loss Account, let's move on to the 
Balance Sheet. This gives you a picture of the size of the company's assets and liabilities, and the 
sources and uses of the company's funds  
 
Unlike the P&L account, which shows the profit or loss a firm has incurred over a period of time, 
the balance sheet is a snapshot of the firm at A POINT OF TIME. As on a particular date, the last 
date of the accounting period, the assets and liabilities of the firm are all added up and presented 
in the balance sheet. The capital and reserves are added to the liabilities side to balance the two 
sides. In other words, Capital + Liabilities = Assets.  
 
 
To illustrate, let us take the Balance Sheet of Reliance Industries. 
  


As at 31st March 1999 As at 31st 
March,1998


  Rs. Rs. Rs. Rs.
SOURCES OF FUNDS :                      
Shareholders’ Funds              
Share Capital - Equity 933.39       931.90   
Share Capital - Preference 252.95        187.95   
Reserves and Surplus 11,183.00      10,862.75   
       12,369.34      11,982.60 
Securitisation/Advance 
Against Future 
Recievables Loan Funds


  
965.02   300


Secured Loans 5,477.64     2,736.78   
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Unsecured Loans 5,207.65   5,510.55   


    10,685.29   8,247.33
TOTAL   24,019.65   20,529.93


 
 


APPLICATION OF FUNDS:
Fixed Assets             
Gross Block 18,650.33     17,848.33   
Less:Depreciation 6,691.93    4,944.47   
Net Block 11,958.40   12,903.86   
Capital Work-in-Progress 3,437.83   2,069.43   
   15,396.23   14,973.29


Investments   4,294.59   4,282.33


Current Assets, Loans and Advances


Current Assets          
Interest Accrued on 
Investments


25.61    21.07   


Inventories 1,408.61   1,343.96   
Sundry Debtors 457.10   642.72   
Cash and Bank Balances 4,897.60   2,133.51     
  6,788.92   4,141.26   
Loans and Advances 1,676.26     991.05    
  8,465.18   5,132.31     
Less: Current Liabilities and 
Provisions


                   


Current Liabilities 3,591.98      3,382.01     
Provisions 544.37   475.99  
  4,136.35   3,858.00   
Net Current Assets   4,328.83      1,274.31
TOTAL      24,091.65      20,529.93
Significant Accounting 
Policies              


Notes on Accounts         
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You'll notice it's divided into two broad sections- Sources of Funds and Application of Funds.


 


Sources of funds


What are the sources of funds? Obviously share capital is one of them. In the Reliance balance 
sheet, there are two types of share capital-- equity and preference. Equity shares are ordinary 
shares. Preference shares, on the other hand, are so called because they get preferential 
treatment when it comes to paying dividend. Preference shareholders are paid a fixed dividend, 
unlike ordinary shareholders, whose dividends vary according to how well the company has 
performed.  
 
However, preference shareholders, because they opt for the security of fixed dividend payments 
also forgo capital appreciation -their shares are typically redeemed at a fixed price (often no 
different what they paid for it).  
 
Profits retained by the business over the years are also a source of funds. These are included 
under the head "Reserves and Surplus". Loans, secured and unsecured, constitute the other 
source of funds. Secured loans are those in which the lender has a charge on the company's 
assets as security, while unsecured loans are those where there is no security, for example 
fixed deposits from the public. 
 
There's yet another source of funds. You'll find, towards the bottom of the balance sheet, an item 
called Current Liabilities and Provisions, which are deducted from Current Assets. Current 
Liabilities are things like Sundry Creditors, or those to whom the company owes money. In 
other words, you owe someone money, but you haven't paid him yet. So he becomes a source of 
funds. 
 
The other item, Provisions, is a bit trickier. These are sums set aside but payments have not 
been made. In other words, you need to pay income tax, wealth tax, dividend, leave encashment 
etc, and make provisions for them, but because you haven't yet paid these sums, they become a 
source of funds. 
 


Uses of funds


Now we come to the applications side of the balance sheet. Here we have the uses to which all 
those funds, which have been sourced, have been put. There are two broad classifications--fixed 
assets and current assets.  
 
Fixed assets are things like plant and machinery. Total depreciation on these assets (see article 
on P&L account) is deducted from gross assets to arrive at net assets or net block. To that is 
added capital work-in-progress, that is, the projects going on at the balance sheet date. 
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Investments in stocks or bonds are another way in which funds can be used. And lastly we have 
current assets, so called because they form part of the working capital cycle which transforms 
raw materials to finished goods. Current assets consist of inventory, people who owe the 
company (sundry debtors) and cash and bank balances. Loans and advances given to 
others is also a use for funds. 
 


How do you use this information?


Now you have all this information about where the company has got its money from and how it 
has used it. But what use is it? You'll notice there are two columns in the balance sheet, with the 
previous year's figure also being given. Comparing the two sets of figures leads to some insights.  
 
For instance, in the Reliance balance sheet, the amount of secured loans has gone up from 
Rs2736cr to Rs5477cr. How did it use this money? The balance sheet shows that part of it went 
towards increasing gross block, part towards the higher capital work-in-progress a bit on 
inventories and a large part was held in cash and bank balances. You can make a similar analysis 
for every source and use of funds, checking out how funds were sourced and how it was spent 
during the year. For instance, if a company siphons out money by giving loans to associate 
companies, the balance sheet will tell that to you. 
 


A snapshot as on a particular date


One important caveat. The balance sheet is a snapshot, as on a particular date. For instance, if 
you had checked the balance sheet a few days earlier, the cash and bank balances may not have 
been so high. Or a company may have repaid a loan just for a few days to show lower 
indebtedness as on a particular date. Doing up the balance sheet in this fashion is known as 
window dressing. So now that you can read a balance sheet, keep a pinch of salt handy. 


 


Article 3: Why read an annual report?    
(There are some interesting and important fine prints in the Annual Report. It pays to read them)
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Now that you've acquired the MBS degree (Master of the Balance sheet), you need to turn your 
attention to post-MBS studies. A company's annual report has reams of matter apart from the 
actual balance sheet and Profit & Loss figures, much of which could aid you in forming an opinion 
about the company.
 


The Auditor's Report & the Notes to the Accounts


Let's start with the Auditor's Report and the "Notes to the Accounts." The Auditor's Report will 
tell you what the auditor thinks about how the accounts have been drawn up. If he thinks that 
some accounting treatment is a bit dicey, and would affect the profits, he makes what is called a 
qualification to the accounts. In plain words, what he's doing is drawing your attention to the 
fact that the profit would have been different if the accounts had not been massaged. Usually, 
the auditor also tells you what impact the faulty accounting policy has on the firm's profits. 
 
The Notes to the Accounts contain some fine print that is well worth studying. For instance, the 
notes to Reliance Industries' accounts point out that inter-divisional sales of Rs3929cr are 
included in the company's sales figure. Inter-divisional transfers are sales between one division 
of the company to another. This amount, therefore, should not be included in the total sales 
figure. Or take another example. The Notes point out that RIL has changed its method of 
depreciation, with the result that the profit for the year has been understated. So if you didn't 
look at the Notes, you could be misled. 
 
Also included is quantitative information such as installed capacity, its utilisation, volumes sold 
etc. This will enable you to find out whether an increase in sales, for example, is due merely to 
higher prices, or to increase in volume of goods sold. Since the quantities of products produced 
are given, you will be able to get information about the trends in volumes of the different 
products. 
 
Spare a glance at the figures for imports and the foreign exchange earned. That'll enable you to 
gauge the impact, for instance, of a depreciation in the currency.


 
 


The Cash Flow Statement
The cash flow statement reconciles the opening balance of cash (and money in the bank) with 
the closing balance. It shows the effect on cash of the various transactions. Since profit is often 
dependent upon the accounting policies you adopt, the cash flow statement is a more 
transparent way of showing a company's operations than the P&L account. It provides additional 
data. For instance, while the change in the debt outstanding can be gleaned from the balance 
sheet, the cash flow statement will tell you how much of borrowings have been repaid and how 
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much fresh borrowing has been resorted to. 
 
The cash generated from operations is an important indicator. If that figure is negative, it means 
that cash is being sourced from external sources to fund existing operations. That's certainly not 
sustainable in the long run. 
 
 
Chairman's Communication and Director's Report
This is sometimes a mere PR exercise, but it could also be a source of insight into a company's 
strategy. An example would be Subhash Chandra's vision for Zee, which clearly charts out the 
way he wants the group to grow. The Directors' Report and, in some cases, the Management 
Discussion and Analysis, sets out the management's view of the operations of the company 
during the year. In a multi-divisional company, the performance of the various divisions are 
analysed in some detail. This would enable you to know which businesses are doing well and 
which not so well.
 


Reconciliation with US GAAP


Thee days, with an eye on the ADR market, many companies have started reconciling their 
accounts with the accounts according to the US generally accepted accounting principles (GAAP). 
For Reliance Industries, you will notice that the profit under US GAAP is much lower than the 
profit under Indian accounting norms. That's because of deferred tax. There is sometimes a 
difference between the year in which a transaction affects taxable income and the year in which 
it enters into pre-tax income. For instance, higher depreciation is permitted under tax laws as 
compared to the Companies Act. Over time, however, such differences are ironed out. The 
benefits of higher depreciation, for instance, are lost over a period of time. So unless accounting 
is made for deferred taxes, there could be sudden shock in the year when the tax shelter is 
withdrawn. Accounting for deferred tax smoothens out such fluctuations.  
 
Now that you've progressed to the stage where you understand the concept behind 
deferred tax accounting, you can award yourself the title" Doctor of the Annual 
Report". 


 


Article 4: ignore   
(As always there is more than meets the eye.Here is a simple way to discern the 


income statement...)
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by Ashok Kanetkar  
 
Ashok Kanetkar is a retired executive with senior-level experience at several companies, most 
recently Cummins India. Apart from his experience of the corporate sector as well as the 
engineering industry - he is an articulate and dedicated student of Graham, Buffet and other 
investment gurus.  
 
 
This article suggests a method of rewriting the income statement for gaining clarity regarding 
the performance of a company. Metaphorically speaking the format suggested will show 
whether the company is gaining in muscle or is just adding flab. 
 
 Some financial terms have found a permanent place in every day usage. 'Bottom line' is one 
such term. A little later the term 'Top line' also started gaining in currency. This is but natural 
because if there is a bottom line, general expectation is that there should be a top line too. 
These lines, top and bottom, appear in the income statement of the annual report.  
 
In the income statement (also called a Profit and Loss account or simply the P & L account) the 
bottom line refers to the net profit made for the period under consideration and the top line 
refers to sales income. 
 
Analysis of an income statement starts from the top line, the total sales. It is here that an 
analyst has to make changes and clarify some of his assumptions. This is necessary because 
the main objective should always remain in view, which is to gain greater clarity and also to 
seek easy means of comparison between two or more companies.  
 
 Generally, in the case of finding investment potential, the objective would be to find the 'true' 
income of the company. By 'true' we mean that income which has come out of the declared 
main activity of the company. Though we shall not totally overlook income from other sources, 
our main aim is to find out how the company is performing in its avowed activity. So, we shall 
initially overlook the 'other income' and then make adjustments for any other income, which is 
not of a recurring nature.  
 
 Reasons for ascertaining the true income are simple and also logical. Company's profits 
essentially should come from its main activity. What it earns out of its investment activity is the 
butter and jam on the bread and not a reward for its own toil and sweat. We are interested in 
finding out how the company is faring in the existing market on the basis of its product. 
 
In other words how it is earning the bread without which the butter and jam are of little value. 
A downward trend in the income from main activity is a clear indication of trouble in the near 
future. If the trend continues, chances are that other income will also start sliding leading to 
further trouble. 
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One more assumption is that past performance is a fair indicator for projecting future earnings. 
Theoretically, from investment point of view, this may not sound right because while investing 
in shares we are interested in the future and no one can really predict what the future has in 
store. Experience, however, suggests that matured companies do not deviate too much from 
the past.  
 
The relationship between income and different expenditure heads shows a relatively stable 
pattern and a major deviation therefore in any year can easily stand out. Circumstances in the 
past which led to record performance in either direction become apparent and if similar 
circumstances are expected to arise again in the future, projections become that much simpler 
and realistic.  
 
 With the above logic a format for rewriting the income statement is suggested. The example 
taken is of Great Eastern Shipping and the idea is developed in two steps. The first step leads to 
a broad analysis and finer points are seen in the second step. 
 
In the first step the other income is taken out and all expenses are deducted from the operating 
income. The other income is then added back. This method readily shows how much dependent 
the company is on its other income.  
 
In the second step the operating and other income is further investigated to take out non-
recurring items that are in the form of one time windfall or such items that are not likely to 
appear in future statements. 
 
Step 1. Rewritten Income statement of GE Shipping. Figures in Rs. Million. 
 
 


 Mar 2000 Mar 99 Mar 98 
Income from 
Operations 9625.9 9295.0 9150.5 


Less Expenditure 6260.3 5988.9 5435.2 
Operating Profit 3365.6 3306.1 3715.3 
Less Interest 608.1  578.2  650.4
PBDT  2757.5 2727.9 3064.9
Less Depreciation 1811.7 1647.0 1558.1 
Less Provisions 0.0    50.0    85.0 
Operating PBT 945.8 1030.9 1421.8 
Add Other Income   318.7 513.5 490.4
PBT as on P & L Acc. 1264.5 1544.4 1912.2
Less provision for tax 160.0 280.0 270.0 
PAT for the year 1104.5 1264.4 1642.2 
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Note: We advise that in case manufacturing units where sales are inclusive of excise duty, it is 
a good practice to deduct excise duty from operating income as well as from expenditure to get 
a proper feel.  
 
In the case of GE Shipping, by separating the other income from the total income, we find that 
the company has marginally improved its efficiency. This is not the picture that emerges from a 
look at the PBT and PAT, which show a continuing slide despite a continuing rise in operating 
income. Thus, though the slide continues as far as bottom line is concerned, the company has 
managed to arrest it at the operating level. This, for an analyst, is a very important finding 
because it tells him that things are not as bad as they look. 
 
The above figures also show, with greater ease, that the real culprits are interest, depreciation 
and lower other income. A view may be taken that higher depreciation is on account of higher 
investment in plant and equipment that was financed by liquidating some of the investments 
and additional borrowings, which in turn have given rise to higher interest. It may gladden the 
heart of the analyst to know that the company is investing in new equipment and is willing to 
pay the higher depreciation though it may somewhat mar the bottom line. When the market 
conditions improve the company may be in a position to take full advantage of the added 
equipment. This view, however, will have to be confirmed by going into further details. 
 
A 3.5% increase in operating income has resulted in an increase of 1.8% in operating profit, 
which is much better than the previous year where an increase in operating income of 1.5% 
had actually resulted in a decline of 11% in the operating profits. An important trend reversal 
has taken place here. 
 
The next step calls for a slightly detailed study of the income schedules to find out the non-
recurring type of income or income from past events. Examples of such items are settlement of 
old claims, refund of excess income tax, income through renegotiations, recovery of some bad 
debts which were earlier written off and any other such items. It is true that generally such 
items are small in amount compared to the main income yet an analyst has to make sure that 
any distortions due to oversight are straightened out. 
 
Occasionally we also find some windfall items. A company may decide to sell its holding in other 
affiliated company during a particular year. The profit from sale of such an investment is 
definitely a non-recurring type if it exceeds average of earlier years. One example that comes 
readily to mind is of Kirloskar Oil Engines Limited when it sold a part of its holding in Kirloskar 
Cummins Limited.  
 
For income from earlier years it is a good practice to deduct it from the year in which it is 
reported and add it to the year to which it pertains. For windfall income it is better if it is 
deducted from the single year but maintained in the long-term analysis.  
 
Coming back to Great Eastern Shipping we find two items of the type mentioned above in the 
annual report for year 1999-2000. The schedule for other income shows Rs. 7 Million as 
'Doubtful advances written off in earlier year now recovered' and Rs. 42.5 Million as 'Provision 
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for diminution in value of long term investment written back'. As per our discussions, therefore, 
Rs.49.5 Million should be deducted from the income of 99-2000 and added to the income of 98-
99. The corrected values should therefore appear as given below 
 
 


 Mar 2000 Mar 99 Mar 98
Operating PBT 945.8 1030.9 1421.8 
Add O/Income 
(Adjusted) 269.2 563.0 490.4


Total PBT 1215.0 1593.9 1912.2


 
Please note that in this case the changes are in the other income only and therefore the 
operating PBT is left unchanged. 
 
A securities analyst has to find out the company's ability to generate sales and retain maximum 
amount out of it. What it earns out of its own muscle power is what is of main interest and the 
rest is to be treated as secondary. The above format allows the analyst to study this ability. If 
one considers Sales as the driving pump for the financial system then it is worth our while to 
know how much is pure water and how much is air out of all that is pumped. Both are useful 
but one is more important than the other is. 


 


Article 5: ignore   
(Is depreciation a cash inflow? Is depreciation a necessary expense? The answers to these questi...)


 
 
by Ashok Kanetkar  
 
Ashok Kanetkar is a retired executive with senior-level experience at several companies, most 
recently Cummins India. Apart from his experience of the corporate sector as well as the 
engineering industry - he is an articulate and dedicated student of Graham, Buffet and other 
investment gurus.  
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 At 95% of American businesses, capital expenditures that 
over time roughly approximate depreciation are a necessity 
and are every bit as real an expense as labor or utility 
costs. Even a high school dropout knows that to finance a 
car he must have income that covers not only interest and 
operating expenses, but also realistically-calculated 
depreciation. He would be laughed out of the bank if he 
started talking about EBDIT 
                     -- Warren Buffet (1989 letter to 
shareholders) 


 
 
Depreciation is an expense but it is not a cash expense. It reduces the profit for the year but 
not the cash inflow. This apparent anomaly gives depreciation a mysterious aura in the balance 
sheet and profit and loss account. The mystery however gets resolved if it is understood that 
depreciation is a gradual allocation of expense incurred in acquiring fixed assets spread over a 
number of years.  
 
The term fixed assets is used to describe long-lived assets acquired for use in the operation of 
the business and not intended for resale to customers. Major categories of fixed assets are 
tangible and intangible. Examples of tangible assets are land, building, machinery, furniture, 
vehicles etc. Goodwill, brand value, trademarks, patents etc are the intangible assets. The term 
intangible is used to describe an asset lacking in physical substance. Depreciation is mainly 
applicable to tangible fixed assets.  
 
Reader should note that companies generally have a policy about depreciable fixed asset. Thus 
a pencil sharpener worth five rupees, though technically a fixed asset, is not treated as such 
and is treated as revenue expenditure for its full value but a building worth a few million rupees 
is treated as a fixed asset to be depreciated over the years. Treatment of pencil sharpener as 
revenue expenditure is mainly for accounting convenience. 
 
Fixed assets, with the exception of land, are of use to a company for only a limited number of 
years, and the cost of each fixed asset is allocated as an expense during the years it is used. 
The term 'Depreciation' is used to describe this gradual conversion of the cost of a plant asset 
into expense. A convenient way of understanding this is to think of fixed assets as a bundle of 
services to be received by the owner over a number of years and payment is to be made for the 
service received during the year at the end of the year.  
 
The committee on Accounting Procedures of the American Institute of Certified Public 
Accountants has very lucidly described the concept of depreciation as follows: 
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The cost of productive facility is one of the costs of the 
services it renders during its useful economic life. 
Generally accepted accounting principles require that this 
cost be spread over the expected useful life of the facility 
in such a way as to allocate it as equitably as possible to 
the periods during which services are obtained from the 
use of the facility. This procedure is known as depreciation 
accounting, a system of accounting which aims to 
distribute the cost or other basic value of tangible capital 
assets, less salvage (if any), over the estimated useful life 
of the unit in a systematic and rational manner. It is a 
process of allocation, not of valuation.


 
Depreciation is not a process of valuation. The term residual value or written down value is 
slightly misleading. It is really the residual amount of the original cost, which is yet to be 
allocated. In actual reality also the residual cost rarely, or almost never, is equal to the value of 
the asset in the market. This aspect can be understood by considering the example of the 
building. 
 
The accountant will continue to allocate the cost every year and at some point the residual cost 
will either become zero or very near to zero, depending upon the method of calculating 
depreciation, but if the company decided to sell the building the amount it would receive will be 
as per the market demand for that building. 
 
We should now see the two basic causes of depreciation and then proceed to the methods of 
calculating it. The two causes are physical deterioration and obsolescence. Physical deterioration 
occurs from use and exposure to atmosphere. This is simple to understand. A car used for a 
year is definitely not the same as it was when bought.  
 
Similarly a machine after some use is not the same as it was when new. Some wear and tear is 
inevitable. A time will thus come when after some years the car or the machine ceases to give 
any useful output. This wear and tear is the expense or the depreciation and this number of 
years is known as the useful life of the asset.  
 


Obsolescence means the process of becoming out of date or obsolete. Computers are a 
good example of equipment going out of date very fast. Technology in this area is 
making such rapid progress that what was efficient a couple of years ago is no longer 
so. Machines with Windows 95 became outdated when Windows 98 operating system 
arrived. Size of the RAM becomes outdated almost every year. The useful life of these 
machines, thus, is much shorter compared to other types of machines or buildings and 


therefore the amount of depreciation is also greater. 
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In India two main methods of calculating the depreciation are prevalent. One is called 'Straight 
Line Method (SLM)' and the other is called 'Written Down value (WDV)' method.  
 
In SLM the initial cost is distributed equally over the useful life. Thus every year an equal 
amount is allocated as an expense till the cost of the asset is fully recovered. Take the example 
of a car. If a car is purchased for Rs. 100,000 and the useful life of the car is decided to be five 
years, then every year Rs. 20,000 are allocated as an expense in the profit and Loss account on 
account of depreciation of the car. At the end of the fifth year the cost of the car will have been 
fully recovered. The rate of depreciation in this case is 20% per year. In mathematical terms 
this will appear as, 
 
SLM Residual cost = IC{1- DY/100}, where: 
IC = Initial cost 
D = Rate of depreciation in percentage 
Y = Number of years. 
 
In the WDV method the rate of depreciation is the key and depreciation is calculated at that rate 
which is then applied to the residual cost every year. In our example of the car, for the same 
rate of depreciation i.e. 20%, the residual cost after the first year will be Rs. 80,000 and after 
the second year it will be Rs.64000 and so on. This principle ensures that the value of the car 
will never become zero. This is understandable because even the car fit for the scrap yard will 
have some value. In mathematical terms this can be expressed as,  
 
 


WDV Residual cost = IC (1-D/100)^Y ;


(Symbols are same as those for SLM equation) 
 
Though mathematically a possibility exists of residual cost becoming zero if rate of depreciation 
is 100%, this is against the basic concept and hence overlooked. The important point to 
remember is that in SLM the residual cost can become zero while it can never become zero in 
WDV. 
 
 Please note that the rate of depreciation mentioned above is imaginary. Companies have to 
observe rules about rate of depreciation as well as the method of calculating depreciation. In 
the schedule explaining accounting policies in an annual report companies disclose the method 
used for different assets.  
 
Since every year some expense is allocated as depreciation, it is natural that it should be 
deducted from the Sales revenue along with other expenses like manufacturing expenses and 
interest etc. Therefore we see it appearing in the profit and loss account and why it reduces the 
profit. The amount of depreciation accumulated over the years appears in the balance sheet. 
 
In the balance sheet we see first the gross block, which is the actual amount, paid for the 
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acquisition of all the fixed assets on the company books over the years. Under this figure 
appears the accumulated depreciation for all the assets. After this appears the net block which 
is the difference between the gross block and the accumulated depreciation. In other words, net 
block is the residual cost of the fixed assets, which is yet to be allocated as expense. How each 
asset has been depreciated can be seen in the schedule on fixed assets.  
 
Yet, because depreciation is not a cash expense (it is an allocation, remember?), it does not 
affect the cash flow. Therefore in the cash flow statement we find that the amount of 
depreciation is added back to the profit. This treatment of depreciation leads to a wrong feeling 
where depreciation is thought of as a 'source' in working out the cash flow. It is not so. By 
adding depreciation profit is merely restored to its pre write-off level to represent correct cash 
inflow. Depreciation as such does not create any funds since it is just an accounting entry. 
 
 Analysts studying the performance of a company are interested more in finding out if sensible 
depreciation has been charged, than in finding out whether correct or adequate depreciation has 
been charged. Sensible charging of depreciation indicates that the company has properly judged 
the useful life of the asset and therefore the profit reported is more 'true' to that extent. The 
prevailing laws of course limit this because no one can fight against the laws. Analysts are also 
interested in spotting any change in the method of calculating depreciation because that can 
directly affect the reported profit. Some amount of window dressing can be done within the 
framework of law but it is important to know the effect of such a dressing.  
 
We shall conclude this discussion on depreciation by commenting on a common mistake made 
by many students of financial statements. It is believed by many that accumulated depreciation 
represents funds accumulated for the purpose of buying new equipment when the existing 
facilities wear out. Here we would like to quote Meigs and Johnson authors of 'Accounting, the 
basis for business decisions'. They say,


 
 


Perhaps the best way to combat such mistaken notions (of 
depreciation being reserves accumulated to replace worn 
out equipment) is to emphasize that the credit balance in 
an accumulated depreciation account represents the 
expired cost of assets acquired in the past. ?An 
accumulated depreciation account has a 'credit' balance; it 
does not represent an asset and it can not be used in any 
way to pay for new equipment. To buy a new plant asset 
requires cash; the total amount of cash owned by a 
company is shown by the asset account of cash (and 
investment). 
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We hope the mystery about depreciation has been resolved. 


 


Article 6: On depreciation   
(Is depreciation a cash inflow? Is it a necessary expense? Follow this link for answers.) 


 


 
 
by Ashok Kanetkar  
 
Ashok Kanetkar is a retired executive with senior-level experience at 
several companies, most recently Cummins India. Apart from his 
experience of the corporate sector as well as the engineering industry - 
he is an articulate and dedicated student of Graham, Buffet and other 
investment gurus.  
 
 


 At 95% of American businesses, capital expenditures that 
over time roughly approximate depreciation are a necessity 
and are every bit as real an expense as labor or utility 
costs. Even a high school dropout knows that to finance a 
car he must have income that covers not only interest and 
operating expenses, but also realistically-calculated 
depreciation. He would be laughed out of the bank if he 
started talking about EBDIT 
                     -- Warren Buffet (1989 letter to 
shareholders) 
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Depreciation is an expense but it is not a cash expense. It reduces the 
profit for the year but not the cash inflow. This apparent anomaly gives 
depreciation a mysterious aura in the balance sheet and profit and loss 
account. The mystery however gets resolved if it is understood that 
depreciation is a gradual allocation of expense incurred in acquiring 
fixed assets spread over a number of years.  
 
The term fixed assets is used to describe long-lived assets acquired for 
use in the operation of the business and not intended for resale to 
customers. Major categories of fixed assets are tangible and intangible. 
Examples of tangible assets are land, building, machinery, furniture, 
vehicles etc. Goodwill, brand value, trademarks, patents etc are the 
intangible assets. The term intangible is used to describe an asset 
lacking in physical substance. Depreciation is mainly applicable to 
tangible fixed assets.  
 
Reader should note that companies generally have a policy about 
depreciable fixed asset. Thus a pencil sharpener worth five rupees, 
though technically a fixed asset, is not treated as such and is treated as 
revenue expenditure for its full value but a building worth a few million 
rupees is treated as a fixed asset to be depreciated over the years. 
Treatment of pencil sharpener as revenue expenditure is mainly for 
accounting convenience. 
 
Fixed assets, with the exception of land, are of use to a company for 
only a limited number of years, and the cost of each fixed asset is 
allocated as an expense during the years it is used. The term 
'Depreciation' is used to describe this gradual conversion of the cost of a 
plant asset into expense. A convenient way of understanding this is to 
think of fixed assets as a bundle of services to be received by the owner 
over a number of years and payment is to be made for the service 
received during the year at the end of the year.  
 
The committee on Accounting Procedures of the American Institute of 
Certified Public Accountants has very lucidly described the concept of 
depreciation as follows: 
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The cost of productive facility is one of the costs of the 
services it renders during its useful economic life. 
Generally accepted accounting principles require that this 
cost be spread over the expected useful life of the facility 
in such a way as to allocate it as equitably as possible to 
the periods during which services are obtained from the 
use of the facility. This procedure is known as depreciation 
accounting, a system of accounting which aims to 
distribute the cost or other basic value of tangible capital 
assets, less salvage (if any), over the estimated useful life 
of the unit in a systematic and rational manner. It is a 
process of allocation, not of valuation.


 
Depreciation is not a process of valuation. The term residual value or 
written down value is slightly misleading. It is really the residual amount 
of the original cost, which is yet to be allocated. In actual reality also 
the residual cost rarely, or almost never, is equal to the value of the 
asset in the market. This aspect can be understood by considering the 
example of the building. 
 
The accountant will continue to allocate the cost every year and at some 
point the residual cost will either become zero or very near to zero, 
depending upon the method of calculating depreciation, but if the 
company decided to sell the building the amount it would receive will be 
as per the market demand for that building. 
 
We should now see the two basic causes of depreciation and then 
proceed to the methods of calculating it. The two causes are physical 
deterioration and obsolescence. Physical deterioration occurs from use 
and exposure to atmosphere. This is simple to understand. A car used 
for a year is definitely not the same as it was when bought.  
 
Similarly a machine after some use is not the same as it was when new. 
Some wear and tear is inevitable. A time will thus come when after 
some years the car or the machine ceases to give any useful output. 
This wear and tear is the expense or the depreciation and this number 
of years is known as the useful life of the asset.  
 


Obsolescence means the process of becoming out of date or 
obsolete. Computers are a good example of equipment going 
out of date very fast. Technology in this area is making such 
rapid progress that what was efficient a couple of years ago is 
no longer so. Machines with Windows 95 became outdated when 
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Windows 98 operating system arrived. Size of the RAM becomes 
outdated almost every year. The useful life of these machines, thus, is 
much shorter compared to other types of machines or buildings and 
therefore the amount of depreciation is also greater. 
 
In India two main methods of calculating the depreciation are prevalent. 
One is called 'Straight Line Method (SLM)' and the other is called 
'Written Down value (WDV)' method.  
 
In SLM the initial cost is distributed equally over the useful life. Thus 
every year an equal amount is allocated as an expense till the cost of 
the asset is fully recovered. Take the example of a car. If a car is 
purchased for Rs. 100,000 and the useful life of the car is decided to be 
five years, then every year Rs. 20,000 are allocated as an expense in 
the profit and Loss account on account of depreciation of the car. At the 
end of the fifth year the cost of the car will have been fully recovered. 
The rate of depreciation in this case is 20% per year. In mathematical 
terms this will appear as, 
 
SLM Residual cost = IC{1- DY/100}, where: 
IC = Initial cost 
D = Rate of depreciation in percentage 
Y = Number of years. 
 
In the WDV method the rate of depreciation is the key and depreciation 
is calculated at that rate which is then applied to the residual cost every 
year. In our example of the car, for the same rate of depreciation i.e. 
20%, the residual cost after the first year will be Rs. 80,000 and after 
the second year it will be Rs.64000 and so on. This principle ensures 
that the value of the car will never become zero. This is understandable 
because even the car fit for the scrap yard will have some value. In 
mathematical terms this can be expressed as,  
 
 


WDV Residual cost = IC (1-D/100)^Y ;


file:///F|/equitieslesson1.htm (69 of 122) [12/21/2009 8:20:50 PM]







Chapter 1


(Symbols are same as those for SLM equation) 
 
Though mathematically a possibility exists of residual cost becoming 
zero if rate of depreciation is 100%, this is against the basic concept 
and hence overlooked. The important point to remember is that in SLM 
the residual cost can become zero while it can never become zero in 
WDV. 
 
 Please note that the rate of depreciation mentioned above is imaginary. 
Companies have to observe rules about rate of depreciation as well as 
the method of calculating depreciation. In the schedule explaining 
accounting policies in an annual report companies disclose the method 
used for different assets.  
 
Since every year some expense is allocated as depreciation, it is natural 
that it should be deducted from the Sales revenue along with other 
expenses like manufacturing expenses and interest etc. Therefore we 
see it appearing in the profit and loss account and why it reduces the 
profit. The amount of depreciation accumulated over the years appears 
in the balance sheet. 
 
In the balance sheet we see first the gross block, which is the actual 
amount, paid for the acquisition of all the fixed assets on the company 
books over the years. Under this figure appears the accumulated 
depreciation for all the assets. After this appears the net block which is 
the difference between the gross block and the accumulated 
depreciation. In other words, net block is the residual cost of the fixed 
assets, which is yet to be allocated as expense. How each asset has 
been depreciated can be seen in the schedule on fixed assets.  
 
Yet, because depreciation is not a cash expense (it is an allocation, 
remember?), it does not affect the cash flow. Therefore in the cash flow 
statement we find that the amount of depreciation is added back to the 
profit. This treatment of depreciation leads to a wrong feeling where 
depreciation is thought of as a 'source' in working out the cash flow. It 
is not so. By adding depreciation profit is merely restored to its pre 
write-off level to represent correct cash inflow. Depreciation as such 
does not create any funds since it is just an accounting entry. 
 
 Analysts studying the performance of a company are interested more in 
finding out if sensible depreciation has been charged, than in finding out 
whether correct or adequate depreciation has been charged. Sensible 
charging of depreciation indicates that the company has properly judged 
the useful life of the asset and therefore the profit reported is more 
'true' to that extent. The prevailing laws of course limit this because no 
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one can fight against the laws. Analysts are also interested in spotting 
any change in the method of calculating depreciation because that can 
directly affect the reported profit. Some amount of window dressing can 
be done within the framework of law but it is important to know the 
effect of such a dressing.  
 
We shall conclude this discussion on depreciation by commenting on a 
common mistake made by many students of financial statements. It is 
believed by many that accumulated depreciation represents funds 
accumulated for the purpose of buying new equipment when the 
existing facilities wear out. Here we would like to quote Meigs and 
Johnson authors of 'Accounting, the basis for business decisions'. They 
say,


 
 


Perhaps the best way to combat such mistaken notions (of 
depreciation being reserves accumulated to replace worn 
out equipment) is to emphasize that the credit balance in 
an accumulated depreciation account represents the 
expired cost of assets acquired in the past. ?An 
accumulated depreciation account has a 'credit' balance; it 
does not represent an asset and it can not be used in any 
way to pay for new equipment. To buy a new plant asset 
requires cash; the total amount of cash owned by a 
company is shown by the asset account of cash (and 
investment). 


 
We hope the mystery about depreciation has been resolved. 


 


Article 7: P&L in depth   
(Here's an easy way to discern the income statement to know what is the true income of a business)
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by Ashok Kanetkar  
 
Ashok Kanetkar is a retired executive with senior-level experience at several companies, most 
recently Cummins India. Apart from his experience of the corporate sector as well as the 
engineering industry - he is an articulate and dedicated student of Graham, Buffet and other 
investment gurus.  
 
 
This article suggests a method of rewriting the income statement for gaining clarity regarding 
the performance of a company. Metaphorically speaking the format suggested will show 
whether the company is gaining in muscle or is just adding flab. 
 
 Some financial terms have found a permanent place in every day usage. 'Bottom line' is one 
such term. A little later the term 'Top line' also started gaining in currency. This is but natural 
because if there is a bottom line, general expectation is that there should be a top line too. 
These lines, top and bottom, appear in the income statement of the annual report.  
 
In the income statement (also called a Profit and Loss account or simply the P & L account) the 
bottom line refers to the net profit made for the period under consideration and the top line 
refers to sales income. 
 
Analysis of an income statement starts from the top line, the total sales. It is here that an 
analyst has to make changes and clarify some of his assumptions. This is necessary because 
the main objective should always remain in view, which is to gain greater clarity and also to 
seek easy means of comparison between two or more companies.  
 
 Generally, in the case of finding investment potential, the objective would be to find the 'true' 
income of the company. By 'true' we mean that income which has come out of the declared 
main activity of the company. Though we shall not totally overlook income from other sources, 
our main aim is to find out how the company is performing in its avowed activity. So, we shall 
initially overlook the 'other income' and then make adjustments for any other income, which is 
not of a recurring nature.  
 
 Reasons for ascertaining the true income are simple and also logical. Company's profits 
essentially should come from its main activity. What it earns out of its investment activity is the 
butter and jam on the bread and not a reward for its own toil and sweat. We are interested in 
finding out how the company is faring in the existing market on the basis of its product. 
 
In other words how it is earning the bread without which the butter and jam are of little value. 
A downward trend in the income from main activity is a clear indication of trouble in the near 
future. If the trend continues, chances are that other income will also start sliding leading to 
further trouble. 
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One more assumption is that past performance is a fair indicator for projecting future earnings. 
Theoretically, from investment point of view, this may not sound right because while investing 
in shares we are interested in the future and no one can really predict what the future has in 
store. Experience, however, suggests that matured companies do not deviate too much from 
the past.  
 
The relationship between income and different expenditure heads shows a relatively stable 
pattern and a major deviation therefore in any year can easily stand out. Circumstances in the 
past which led to record performance in either direction become apparent and if similar 
circumstances are expected to arise again in the future, projections become that much simpler 
and realistic.  
 
 With the above logic a format for rewriting the income statement is suggested. The example 
taken is of Great Eastern Shipping and the idea is developed in two steps. The first step leads to 
a broad analysis and finer points are seen in the second step. 
 
In the first step the other income is taken out and all expenses are deducted from the operating 
income. The other income is then added back. This method readily shows how much dependent 
the company is on its other income.  
 
In the second step the operating and other income is further investigated to take out non-
recurring items that are in the form of one time windfall or such items that are not likely to 
appear in future statements. 
 
Step 1. Rewritten Income statement of GE Shipping. Figures in Rs. Million. 
 
 


 Mar 2000 Mar 99 Mar 98 
Income from 
Operations 9625.9 9295.0 9150.5 


Less Expenditure 6260.3 5988.9 5435.2 
Operating Profit 3365.6 3306.1 3715.3 
Less Interest 608.1  578.2  650.4
PBDT  2757.5 2727.9 3064.9
Less Depreciation 1811.7 1647.0 1558.1 
Less Provisions 0.0    50.0    85.0 
Operating PBT 945.8 1030.9 1421.8 
Add Other Income   318.7 513.5 490.4
PBT as on P & L Acc. 1264.5 1544.4 1912.2
Less provision for tax 160.0 280.0 270.0 
PAT for the year 1104.5 1264.4 1642.2 
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Note: We advise that in case manufacturing units where sales are inclusive of excise duty, it is 
a good practice to deduct excise duty from operating income as well as from expenditure to get 
a proper feel.  
 
In the case of GE Shipping, by separating the other income from the total income, we find that 
the company has marginally improved its efficiency. This is not the picture that emerges from a 
look at the PBT and PAT, which show a continuing slide despite a continuing rise in operating 
income. Thus, though the slide continues as far as bottom line is concerned, the company has 
managed to arrest it at the operating level. This, for an analyst, is a very important finding 
because it tells him that things are not as bad as they look. 
 
The above figures also show, with greater ease, that the real culprits are interest, depreciation 
and lower other income. A view may be taken that higher depreciation is on account of higher 
investment in plant and equipment that was financed by liquidating some of the investments 
and additional borrowings, which in turn have given rise to higher interest. It may gladden the 
heart of the analyst to know that the company is investing in new equipment and is willing to 
pay the higher depreciation though it may somewhat mar the bottom line. When the market 
conditions improve the company may be in a position to take full advantage of the added 
equipment. This view, however, will have to be confirmed by going into further details. 
 
A 3.5% increase in operating income has resulted in an increase of 1.8% in operating profit, 
which is much better than the previous year where an increase in operating income of 1.5% 
had actually resulted in a decline of 11% in the operating profits. An important trend reversal 
has taken place here. 
 
The next step calls for a slightly detailed study of the income schedules to find out the non-
recurring type of income or income from past events. Examples of such items are settlement of 
old claims, refund of excess income tax, income through renegotiations, recovery of some bad 
debts which were earlier written off and any other such items. It is true that generally such 
items are small in amount compared to the main income yet an analyst has to make sure that 
any distortions due to oversight are straightened out. 
 
Occasionally we also find some windfall items. A company may decide to sell its holding in other 
affiliated company during a particular year. The profit from sale of such an investment is 
definitely a non-recurring type if it exceeds average of earlier years. One example that comes 
readily to mind is of Kirloskar Oil Engines Limited when it sold a part of its holding in Kirloskar 
Cummins Limited.  
 
For income from earlier years it is a good practice to deduct it from the year in which it is 
reported and add it to the year to which it pertains. For windfall income it is better if it is 
deducted from the single year but maintained in the long-term analysis.  
 
Coming back to Great Eastern Shipping we find two items of the type mentioned above in the 
annual report for year 1999-2000. The schedule for other income shows Rs. 7 Million as 
'Doubtful advances written off in earlier year now recovered' and Rs. 42.5 Million as 'Provision 
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for diminution in value of long term investment written back'. As per our discussions, therefore, 
Rs.49.5 Million should be deducted from the income of 99-2000 and added to the income of 98-
99. The corrected values should therefore appear as given below 
 
 


 Mar 2000 Mar 99 Mar 98
Operating PBT 945.8 1030.9 1421.8 
Add O/Income 
(Adjusted) 269.2 563.0 490.4


Total PBT 1215.0 1593.9 1912.2


 
Please note that in this case the changes are in the other income only and therefore the 
operating PBT is left unchanged. 
 
A securities analyst has to find out the company's ability to generate sales and retain maximum 
amount out of it. What it earns out of its own muscle power is what is of main interest and the 
rest is to be treated as secondary. The above format allows the analyst to study this ability. If 
one considers Sales as the driving pump for the financial system then it is worth our while to 
know how much is pure water and how much is air out of all that is pumped. Both are useful 
but one is more important than the other is. 


_________________________________________________________________________________


Chapter 5: Capital Structure 
(Debt and equity: how does a company decide how much is right and how much is too much? ) 


 
 


Article 1: The right debt-equity mix   
It's always difficult to choose between debt and equity when it comes to capital. 


As we saw in the previous part, capital structuring of a company is an art. Finding the right mix 
of debt and equity to maximise returns to shareholders is as difficult as walking on a tight 
rope. There is no fixed formula that can be used across companies. A company has to find the 
right mix for itself. And this will depend on specific factors like capital requirement, the progress of 
a project, cash flows expected, its repaying capacity and so on. 
 


What is solvency?
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After a company has figured out its debt and equity mix, we, as investors, need to evaluate 
the decision. Why? Because capital structure has a strong bearing on the very solvency of 
the company. Now, what's that? Simply stated, solvency means whether a company can 
smoothly service all its debt-related obligations.  
 
There are some tools that help us evaluate the state of solvency of a company. These are 
simple methods to know whether the current operations of a company are capable of meeting all 
its requirements for debt servicing.  
 
For example, let us look at some broad financials of a company - Bellary Steels and Alloys.  
 
 


Bellary Steels and Alloys : The Financials
(Rs Cr) 1999 1998 1997 1996
Debt 706 520 206 109
Net Worth 182 123 146 66
D/E (x) 3.9 4.2 1.4 1.6
PBDIT 29 59 77 43
Depreciation 7 10 31 5
PBIT 22 49 46 38
Interest 28 30 18 16
Interest cover (x) 0.8 1.6 2.5 2.4
Net Operating Cash Flow -50 32 4 3
Investment Cash Flow -142 -376 -23 -8
Financing Cash Flow 194 338 21 4
Increase in Equity 5 27 5 3
Increase in Debt 189 311 16 1


 


Understanding interest cover


A ratio called interest cover tells us how many times the company's profits cover its 
interest payments. After all, the profit before interest (PBIT) must at least adequately cover 
the interest obligations. To get this ratio, just divide PBIT by the interest. The number that you 
get shows how many times PBIT can meet the company's interest burden. 
 
In our example, we see that from 1997 onwards, the company has been unable to maintain 
a balanced debt-equity ratio. Due to higher addition of debt in its capital structure, its 
financials were getting hit very hard. (The pinch is more severe during hard times when 
the operating profits fall). 
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Its interest costs have shot up in the subsequent years, thus proving a drain on its cash flows. 
So much so that in 1999, its profit before interest and taxes do not adequately cover even 
the interest payments. In 1999, one does not even need to calculate the net profit (or to be 
precise the net loss!)! 
 


Beware of debt trap!


And look at the cash flows! A lion's share of its capital requirements is getting funded with debt. 
In 1999, even the operations are funded by debt. Obviously, the company needs more and still 
more debt to even service its interest costs (it has little option!). 
 
This lands companies like the one mentioned above in a catch-22 situation. A time comes in their 
life when they need to borrow more even to pay interest on earlier debt. This vicious 
cycle continues, and the situation is called a debt trap. 
 


Debt service cover


But interest is just one part of the story. A company has to pay installments towards the 
repayment of debt. A small modification in the previous formula is all that is required to see if it 
can service all these repayments. However, to calculate this ratio, one needs to know the 
repayment schedule of the company. Just add the installment due for a given period to the 
interest. Divide PBIT by this number. And in a jiffy, you know how adequately PBIT meets the 
total obligations.  
 
In our example, the company has not yet started paying off its huge debt (its cash flows are 
so fragile!). So, let us make some assumptions to understand the debt service cover ratio. 
 
Let us assume that the loan amount needs to be repaid over a 5-year period in equal 
installments and the company will not take more debt. Its average interest cost on the loan 
amount in the past four years is 8%. We assume this to be the interest rate.  
 
 


 1999 2000 2001 2002 2003 2004
Debt 706 565 424 282 141 0
Repayment  141 141 141 141 141
Interest 28 45 34 23 11 0
Total towards debt service  186 175 164 152 141
Debt service cover  0.1     


 
The total amount that the company needs to set aside for servicing debt is the sum of interest 
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and repayment. The debt service cover is 0.1, which shows the hopeless inadequacy of the 
company in meeting its debt-related obligations in the next five years. 
 
There is another interesting way of looking at debt cover. 
Debt service cover is a simple ratio - PBIT/(installment + interest). What if we reverse this 
formula? It will then look like (Installment + interest)/ PBIT. This reciprocal has 
something interesting to tell us. If the profits of the company remain constant, this is the number 
of years the company needs to repay all its financial obligations.  
 
So, we had said that Bellary Steel looks saddled with debt. The five-year schedule that we 
assumed is over-optimistic, to say the least. When will it be able to repay its debt? If all goes 
well, and if its profit remains at the current levels (without deteriorating further), the 
company should take 10 years (=1/0.1) to repay its debt. 
 
Thus, a debt service ratio of 0.1 implies two things: 
* First, it means that the company's PBIT can cover just 10% of its financial obligations. 
 
* Second, it means that provided its PBIT remains constant, it will take 10 years for the company 
to repay all its debts (= 1/0.1)! 
 
Solvency concerns everybody - investors in debt (lenders) as well as those in 
equity (shareholders). Growth, capacity expansion, acquisitions et al are the ends that 
a company needs capital for. However, a company should not stretch beyond its 
means. And, equally important are concerns about how a company sources its 
capital (means to the ends). Hence, the solvency calculation tools come in handy and 
tell us about the prudence a company has exercised in determining its capital structure. 


 


Article 2: The burning question   
(How much should companies borrow? Well, money is not free. Stretch is not the buzzword.)


As we saw in the previous part, capital structuring of a company is an art. Finding the right mix 
of debt and equity to maximise returns to shareholders is as difficult as walking on a tight 
rope. There is no fixed formula that can be used across companies. A company has to find the 
right mix for itself. And this will depend on specific factors like capital requirement, the progress of 
a project, cash flows expected, its repaying capacity and so on. 
 


What is solvency?


After a company has figured out its debt and equity mix, we, as investors, need to evaluate 
the decision. Why? Because capital structure has a strong bearing on the very solvency of 
the company. Now, what's that? Simply stated, solvency means whether a company can 
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smoothly service all its debt-related obligations.  
 
There are some tools that help us evaluate the state of solvency of a company. These are 
simple methods to know whether the current operations of a company are capable of meeting all 
its requirements for debt servicing.  
 
For example, let us look at some broad financials of a company - Bellary Steels and Alloys.  
 
 


Bellary Steels and Alloys : The Financials
(Rs cr) 1999 1998 1997 1996
Debt 706 520 206 109
Net Worth 182 123 146 66
D/E (x) 3.9 4.2 1.4 1.6
PBDIT 29 59 77 43
Depreciation 7 10 31 5
PBIT 22 49 46 38
Interest 28 30 18 16
Interest cover (x) 0.8 1.6 2.5 2.4
Net Operating Cash Flow -50 32 4 3
Investment Cash Flow -142 -376 -23 -8
Financing Cash Flow 194 338 21 4
Increase in Equity 5 27 5 3
Increase in Debt 189 311 16 1


 


Understanding interest cover


A ratio called interest cover tells us how many times the company's profits cover its 
interest payments. After all, the profit before interest (PBIT) must at least adequately cover 
the interest obligations. To get this ratio, just divide PBIT by the interest. The number that you 
get shows how many times PBIT can meet the company's interest burden. 
 
In our example, we see that from 1997 onwards, the company has been unable to maintain 
a balanced debt-equity ratio. Due to higher addition of debt in its capital structure, its 
financials were getting hit very hard. (The pinch is more severe during hard times when 
the operating profits fall). 
 
Its interest costs have shot up in the subsequent years, thus proving a drain on its cash flows. 
So much so that in 1999, its profit before interest and taxes do not adequately cover even 
the interest payments. In 1999, one does not even need to calculate the net profit (or to be 
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precise the net loss!)! 
 


Beware of debt trap!


And look at the cash flows! A lion's share of its capital requirements is getting funded with debt. 
In 1999, even the operations are funded by debt. Obviously, the company needs more and still 
more debt to even service its interest costs (it has little option!). 
 
This lands companies like the one mentioned above in a catch-22 situation. A time comes in their 
life when they need to borrow more even to pay interest on earlier debt. This vicious 
cycle continues, and the situation is called a debt trap. 
 


Debt service cover


But interest is just one part of the story. A company has to pay installments towards the 
repayment of debt. A small modification in the previous formula is all that is required to see if it 
can service all these repayments. However, to calculate this ratio, one needs to know the 
repayment schedule of the company. Just add the installment due for a given period to the 
interest. Divide PBIT by this number. And in a jiffy, you know how adequately PBIT meets the 
total obligations.  
 
In our example, the company has not yet started paying off its huge debt (its cash flows are 
so fragile!). So, let us make some assumptions to understand the debt service cover ratio. 
 
Let us assume that the loan amount needs to be repaid over a 5-year period in equal 
installments and the company will not take more debt. Its average interest cost on the loan 
amount in the past four years is 8%. We assume this to be the interest rate.  
 
 


 1999 2000 2001 2002 2003 2004
Debt 706 565 424 282 141 0
Repayment  141 141 141 141 141
Interest 28 45 34 23 11 0
Total towards debt service  186 175 164 152 141
Debt service cover  0.1     


 
The total amount that the company needs to set aside for servicing debt is the sum of interest 
and repayment. The debt service cover is 0.1, which shows the hopeless inadequacy of the 
company in meeting its debt-related obligations in the next five years. 
 
There is another interesting way of looking at debt cover. 
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Debt service cover is a simple ratio - PBIT/(installment + interest). What if we reverse this 
formula? It will then look like (Installment + interest)/ PBIT. This reciprocal has 
something interesting to tell us. If the profits of the company remain constant, this is the number 
of years the company needs to repay all its financial obligations.  
 
So, we had said that Bellary Steel looks saddled with debt. The five-year schedule that we 
assumed is over-optimistic, to say the least. When will it be able to repay its debt? If all goes 
well, and if its profit remains at the current levels (without deteriorating further), the 
company should take 10 years (=1/0.1) to repay its debt. 
 
Thus, a debt service ratio of 0.1 implies two things: 
* First, it means that the company's PBIT can cover just 10% of its financial obligations. 
 
* Second, it means that provided its PBIT remains constant, it will take 10 years for the company 
to repay all its debts (= 1/0.1)! 
 
Solvency concerns everybody - investors in debt (lenders) as well as those in 
equity (shareholders). Growth, capacity expansion, acquisitions et al are the ends that 
a company needs capital for. However, a company should not stretch beyond its 
means. And, equally important are concerns about how a company sources its 
capital (means to the ends). Hence, the solvency calculation tools come in handy and 
tell us about the prudence a company has exercised in determining its capital structure. 


 


Article 3: Thoda debt, thoda equity   
(Some forms of capital are hybrid between debt and equity)


In the last two parts, we have learnt about the two broad forms of capital - equity and debt. We 
now know that these represent two ends of the capital spectrum available to a company to fund 
its business. And a good company balances its equity and debt capital to maximise return on 
equity (RoE). We have also seen that a higher debt funding could lead a company to a debt trap. 


We have also learnt that investors in equity capital of a business bear higher risks and, hence, 
need to be compensated with higher returns. Another issue that is equally important with respect 
to equity holders is that they are the only ones with a right to vote and determine the direction 
of their company. Remember, owning equity is like owning a business! Investors in debt, on 
the other hand, are not only assured of a stable return on their capital but they also get 
their principal back. Hence, they take relatively lower risks and settle for relatively lower 
returns compared to equity holders. 


But that leaves one question unanswered. Can there be a form of capital that would retain a mix 
of the characteristics of both equity and debt? And, if yes, why would investors or companies 
be interested in such a hybrid capital? 
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A company would be interested in such a capital structure only if it can reduce its cost of capital, 
or can help it keep its debt-equity mix within manageable limits or improve overall cash 
flows. Investors, on the other hand, would be interested in such a capital structure if it can 
provide them better risk-adjusted returns or can help them maximise their post-tax returns. 
The objectives make sense - but how do these structures fare in practice? Let us look at the 
most popular form of hybrid capital - the preference share capital - to understand how 
these blended capital structures work. 


Preference capital defined
Preference capital is a share capital that has a fixed rate of return. It is called preference 
capital because holders of preference shares get preference over ordinary shareholders at the 
time of receiving dividends. In other words, a company will pay dividend to a preference 
share capital holder before offering the same to an investor in its equity capital. Obviously, 
the preference share capital holder does not have voting rights. 


 


How does the corporate benefit?
Consider the various cases listed below for Capital Company. The company has a capital of 
Rs100cr, split between Rs30cr of equity and Rs70cr of debt. It is earning a RoE of 32.8% with 
this capital structure. 
 
 
Let us suppose the company raises Rs20cr of preference capital at a dividend rate of 12%. (We 
will shortly let you know how even a dividend of 12% makes sense to an investor.) Continuing 
with our example, the first benefit to the company comes in the form of a drop in its debt costs 
as the debt to equity ratio improves. As we see in Case B, the RoE improves from 32.8% to 
34.7%. Mind you, the risk of the business also comes down as the leverage drops. In other 
words, Case B clearly demonstrates how substituting debt with preference capital helps a 
company improve RoE to shareholders.
Capital 
Company


  


Case A Case B
Liabilities   
Equity 30 30
Pref. Capital  20
Debt 70 50
Total 100 100


  
P&L   


  
Sales 100.00 100.00
Op. Profits 35.00 35.00
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Deprn. 5.00 5.00
PBIT 30.00 30.00
Interest 14.00 9.50
Interest Rate 20.00% 19.00%
PBT 16.00 20.50
Tax 6.16 7.89
Tax Rate 38.50% 38.50%
PAT 9.84 12.61
Pref Dividend 0.00 2.20
Dividend Rate  12.00%
Retained 
Earnings 9.84 10.41


RoE 32.80% 34.69%
Lesstax 
Company


  


Case C Case D
Liabilities   
Equity 30 30
Pref. Capital 0 20
Debt 70 50
Total 100 100


  
P&L   


  
Sales 100.00 100.00
Op. Profits 35.00 35.00
Deprn. 5.00 5.00
PBIT 30.00 30.00
Interest 14.00 9.50
Interest Rate 20.00% 19.00%
PBT 16.00 20.50
Tax 3.20 4.10
Tax Rate 20.00% 20.00%
PAT 12.80 16.40
Pref Dividend 0.00 2.20
Dividend Rate  12.00%
Retained Earnings 12.8 14.20
RoE 42.67% 47.33%


 
Now suppose, Lesstax Company substitutes Rs20cr of debt with preference capital just like 
Capital Company. The improvement in RoE in such a case is startling. Hence, it makes even 
more sense for companies with a lower tax rate to opt for preference share capital. 
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Thus, a company raising funds through the preference capital route pays a lesser cost on 
capital, and hence earns a higher RoE without stretching its borrowing limits. This option 
makes even more sense for companies with a lower tax rate. 


How does the investor benefit?


Income from corporate dividends is tax-free. Hence, an investor in debt, though he may earn a 
19% return, ends up paying taxes on the interest income, which reduces his effective return 
to 11.7%. However, with a 12% dividend on preference capital, the investor realises higher 
returns on his investment without undertaking higher risks. 


  


How does the investor benefit?
Income from corporate dividends is tax-free. Hence, an investor in debt, though he may earn a 
19% return, ends up paying taxes on the interest income, which reduces his effective return 
to 11.7%. However, with a 12% dividend on preference capital, the investor realises higher 
returns on his investment without undertaking higher risks. 


Thus, preference capital offers not only higher RoE to the equity shareholders but also 
achieves higher returns for the investors in preference capital. 


 
 


Now we know why hybrid capital structures with a blend of equity and debt characteristics are 
so very popular. 


 


______________________________________________________________________________________-


Chapter 6: All about financial ratios 
(Analysing the report card: where to look? What to do? ) 
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Article 1: The story behind numbers   
(Numbers can tell us about profitability, solvency and liquidity, if we care to listen... )


 
 


 
 
 


Talking about numbers reminds us of the mathematics classes in school days, when we would 
invariably get lost in a maze of numbers?mensurations, formulae, graphs et al. Numbers still 
remain a put-off. And yet, we seem to share a love-hate relationship with them; otherwise, why 
do we use them so much and so often?


Through the following story, we will try and demystify some of the most important numbers 
used in the world of business. The story would come in several episodes. You would find an 
interesting tale behind each number, only if you care to listen. Our objective is to help you 
evaluate businesses for investment purposes by making numbers easy to comprehend. After 
all, ?Owning equity is akin to owning a company?. And it is imperative that you understand the 
numbers of the company that you invest in, no?


A business can actually be assessed on the basis of several parameters?profitability (whether it 
is making money), efficiency (if it?s making the best possible use of its resources), leverage 
(whether it has the right mix of debt and equity), solvency (whether it can pay off its debts), 
liquidity (whether it has cash to meet its day-to-day needs) and so on. All these point to the 
overall health of a company?and hence, to the health of its shareholders. 


In order to interpret the company on these parameters, we need to know what goes behind the 
numbers in the balance sheet and the profit & loss statement.


Let us talk about a company that seeks to manufacture soaps. To begin with, it will need a plant 
in place. Without the plant there would be no operations, right? To know what the company 
has, the best place to look for is its balance sheet.


Balance sheet 
A Balance sheet is like a snapshot that captures a mood at a particular instant. It is a financial 
snapshot of a company at a given point of time. 


Gross fixed assets: Coming to our example, to make soap, the company needs a plant. It also 
requires some land along with other infrastructure to set up an office. Other facilities like 
pipelines and waste disposal systems are also essential. These together constitute the gross 
fixed assets of the company. 
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Accumulated depreciation: But nothing lasts forever, the assets wear and tear and need to 
be replaced at a future date. So, every year, an amount is set aside to meet these expenses. 
This amount is known as depreciation charges for the year. And the cumulative amount 
collected for the given period shows up in the balance sheet as accumulated depreciation. 


Net fixed assets: These are nothing but the gross fixed assets less the accumulated 
depreciation. All they connote is the book cost of the existing assets. 


Capital work in progress: When the company grows and expands its operations, there are 
often unfinished plants, buildings under construction and so on. These are clubbed under capital 
work-in-progress.


Meanwhile, the plant is ready to commence operations. But can we straightaway get into the act 
of manufacturing soaps? Not really. Some other current requirements, those of raw materials, 
need to be met first. The suppliers of raw materials also need to be paid.


Current assets, current liabilities: Liabilities like the creditors (suppliers of raw materials, 
fuel, etc. on credit) and provisions for tax that need to be paid immediately are called current 
liabilities. Similarly, there are some current assets. Unlike plants or buildings some assets like 
debtors and inventory of soaps that are in the company?s godown can be converted into cash 
more easily. What is crucial here is that the company?s current assets and liabilities balance 
comfortably; so that it does not face a cash crunch or has surplus of cash. The difference 
between the current assets and current liabilities is called net current assets.


But all this can happen provided there are funds. So, the company raises funds?


Equity: This is the amount contributed by the shareholders of the company at the initiation of 
the business. This is simply the number of shares multiplied by the face value.


Reserves and surplus: As we saw in the profit and loss statement, from the total proceeds 
received, all the expenses have to be taken care of, tax has to be paid, and dividend has to be 
given to shareholders. The balance is called the retained profit. This is what the company would 
retain to re-invest in the business to propel further growth. This would get reflected in its 
balance sheet as reserves and surplus.


Equity and reserves are together known as shareholders? funds?funds at the command of 
shareholders to be invested in the business. They are also referred to as net worth.


Loans: But the entire business can rarely be funded by shareholders? funds alone. A company 
usually resorts to debt to bridge the gap between the requirement and the supply. These are 
called loan funds. Thus, we have the liabilities?funds owed to shareholders and debt holders?
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these constitute the company?s debts.


Investments: After the operations start, money begins to flow in. Just like you put your 
surplus cash in stocks and other investment avenues, so does the company and the amount is 
shown as an asset (hopefully, the company makes sound investment decisions!). 


The statement that takes stock of the operations of the company during the entire given period 
is called the profit and loss statement. 


Profit and loss statement 
We are very familiar with the figure called net profit. So, what is the story behind this number? 
We have to cross several hurdles before we can actually understand what net profit means 
(remember, it is also called bottom line!). Let us take a fast local and halt at important stations 
that would help us understand net profit better. 


Operating profit: It is one of the prime drivers of profitability at the end of the day. If the 
company produces 10 soaps at a cost of Rs2, spends Rs0.50 on advertising them and pays a 
commission of Re1 on each soap to the retailer/dealer, then its total production cost works out 
to Rs35. It then sells each soap for Rs10, earning a total of Rs100, which is its net realization. 
But, its operating profit works out to only Rs65 (net realisation minus total production cost). 
Thus, operating profit is a good indicator of a company?s ability to make money from its core 
operations. 


Depreciation: For its operations, the company uses capital?like plant and machinery. 
Depreciation is a cost that is charged for use of plants and building. It is not cash expenditure. 
Any asset?be it a plant or a machinery?eventually wears off and needs to be replaced. 
Depreciation is an amount set aside every year towards replacement of the assets. 


Finance charges: The company requires funds to invest in assets and to run its day-to-day 
operations. After all, a plant has to be put in place and costs incurred in producing and selling 
the products, before the company can reach the final consumer?and more importantly, before 
money can be realized! These expenses are funded by a mix of shareholders? funds (called 
equity) and borrowings from others (debt). Sometimes, the company might also lease a plant 
from a different party for a periodic payment (just like you might rent a flat). While the 
company is not obliged to pay its shareholders (after all, it is their company and hence, its risks 
and rewards are also their own!), it has to pay for using others? funds. Thus, the company has 
finance charges like interest and lease rentals. 


Other income: While operating income can be viewed as salary, other income can be 
compared to bonus. The company invests its surplus cash in several avenues like debentures 
and equity of other companies. These investments yield dividends and interest income, which 
together constitute other income. 
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Adjustments for extraordinary items: Sometimes, there are one-time expenses in the form 
of provisions (for tax, dividends, bad debts, etc.), write-offs (treating some bad loans as 
permanent losses), etc. Then, there may also be a one-time income from sale of certain assets. 
All these classify as extraordinary items. While analysing performance, one should discount 
these items to get a better picture of a company?s business operations.


PBT: After paying for all the expenses, this is what is left in the company?s kitty. 


Tax: But then, do you carry your entire salary home? Neither does the company. Based on tax 
regulations it has to shell out Income Tax ? its contribution to the state kitty. 


Net profit: Well, home at last! This is one number that summarises the company?s operations.


Dividends: After paying all the other stakeholders in the business, the company pays dividends 
to its shareholders. But, how often have you bought a stock for dividend purposes only? If fixed 
payment is what one is looking for, then there are debt instruments after all! So, how else do 
the shareholders benefit? They gain from capital appreciation, which is linked to the fortunes of 
the company. 


Thus, we see that a company?s net profit is dependent on several factors and prudent 
management of each would adds to its growth.


Moral of the story: 


●     A company invests money in assets to commence operations that are financed through 
debt and equity. 


●     Balance sheet gives a snapshot view of a company?s financial health at a particular point 
of time. 


●     The profit and loss statement summarizes a company?s operations.
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Article 2: Of margins and returns   
(Here's how to understand all that go into making a company profitable) 


The story so far....
Last time we were introduced to the characters of the story. We also learnt how the balance sheet 
of a company is a snapshot view of its assets and liabilities. The profit and loss statement, we 
saw, takes stock of a company's operations for a given period of time... 
 
Here, we will learn how the various characters interact among themselves.  
 
We all dream of owning a stake in a profitable venture, don't we? But, what are the ways in 
which we can judge a company's profitability? 
 
Well, we will need to look at concepts like margins and returns. 
 


Margins


It is a set of ratios that talks about the profit generated on sales and helps us to compute what 
is popularly called "margin" on business activities. Since, it is indicative of profitability of 
a company's operations, it involves only the elements of the profit and loss statement. The 
most important margin ratios are: 
 
Operating profit margin (OPM): This is simply operating profit divided by sales. This ratio 
is indicative of the operating profit generated per rupee of sales in percentage terms. If a 
company's operating profit margin is 30%, it means that for every sale of Re1, it earns 30 
paise after paying for its operating expenses. 
 
Net profit margin:A sibling of OPM, this ratio is net profit divided by sales. It tells us how much 
net profit has been earned on every rupee of sales generated.  
 
We agree that the margin ratios tell us about the gains from a company's operations. But 
these operations are financed by the funds of the company's stakeholders. So, we, as 
shareholders, are interested in knowing how much returns our company generates by using 
our money...after all, we need to know if we have invested in the right business!
 


Returns


The "return" ratios tell us how much profits have been generated from the resources invested in 
a business. A return on net worth (RoNW) of 24% implies that Rs24 has been earned using 
every Rs100 of shareholders' funds. A company with a higher return ratio (say a 30% RoNW) is 
able to generate greater profits (Rs30) from every Rs100 of its shareholders' resources. 
Naturally, we are better off investing in the second company. 
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By the way, if you remember, we have already spoken about the return ratios at length in 
our "Market Musings" section in Taking Stock dated 5-12 November, 1999. 
 
Meanwhile, as we said last time, there is not just any one formula that drives profitability. 
Several factors contribute to a company's overall profitability. And one such factor is the 
company's efficiency, which basically indicates how hard the company makes its assets work -
to generate higher returns. 
 


Efficiency 


Most of us would remember eyeing the top rankers in our primary schools with envy and 
wondering how they managed the high grades. We would also remember our mothers 
explaining that they managed to do so because they used their time wisely. Well, the same 
holds true even in businesses. 
 
A company needs to use its assets smartly to beat its competitors. And prudent utilization 
of capacity is one way of staying ahead in the race. Let us take the following example: while 
ACC utilizes only 80% of its total capacity, Gujarat Ambuja Cement operates at a utilization level 
of over 100%. This is one of the reasons why the latter is viewed as the most efficient player in 
the cement industry. 
 
Another efficiency parameter that is useful is the assets turnover ratio.  
 
Consider this very familiar scenario: Pepsi Cup Finals. A 50-over, one-day match. India needs 
150 runs from a limited 141 balls to win. Batsman A has scored 63 runs off 92 balls while B 
has managed 41 runs off 42 balls.  
 
So, whose batting would you rate as better? I am sure that B will be your choice because he 
has played efficiently--it is, of course, possible that his score has been replete with 4s and 
6s (sounds like Tendulkar, doesn't he?). Player A, on the other hand, has consumed a lot of 
balls and produced fewer runs. 
 
The same analogy can be extended to companies as well! Continuing with the previous 
example-Gujarat Ambuja has a capacity of 5 million metric tonnes per annum (MMTPA) (if you go 
to buy such a plant in the market, it would cost you about Rs1750cr). It generated a sales 
turnover of Rs1250cr in 1999.  
 
On the other hand, ACC has an 11.4 MMTPA capacity (would now cost about Rs3990cr!) and 
it generated sales of Rs2607cr in the same year.  
 
ACC makes Rs228cr per million tonne of capacity, while Gujarat Ambuja makes Rs250cr. 
Clearly, though ACC has larger capacity and bigger sales, Gujarat Ambuja makes cement 
more economically and gives better value to its shareholders. No wonder then that it commands 
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a premium of other cement companies! 
 
But efficient use of assets is not the only key to success. Sound management of cash for one's 
day-to-day operations is equally essential. Students of finance like to call it "working 
capital management".  
 
But enough for today. We'll go into the details of working capital management, and some 
more concepts, in our next classroom session. 


 
 


Moral of the story:


●     To understand the profitability of a business we look at margins and returns.  
 
 


●     While margins indicate the share of revenues left after paying the expenses, returns reveal the 
profit generated on the funds invested in the business. 
 
 


●     But several other parameters also impact profitability. 
 
 


●     Better and efficient utilisation of assets contributes to higher profits in the long term. 


 


Article 3: Keep the kitchen fire burning   
(No cash? Left your wallet at home? A company without ready working capital faces the 


same problem)


The story so far...
We first familiarized ourselves with the various characters-balance sheet, profit & loss 
statement, etc-and then saw how these characters interact among themselves to indicate the 
level of profitability of a company.  
 
Taking the story forward, we now take up the issue of working capital management, as 
promised last time. 
Working capital management
Working capital is important for us as well as companies
Have you ever left home without your wallet? If you are among those who have not had 
the misfortune, then try it. On a normal day, you might need cash to pay for your bus/train 
ticket, for your lunch/dinner, buying vegetables & groceries. Not to forget, some flowers for 
your better half on the way back home. Life can be quite difficult without some money in 
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your pocket.  
 
While all these expenses recur on a daily basis, you do not get paid on a daily basis. Most 
probably you have your salary credited to your bank account at the end of every month. In 
other words, you have a mismatch in cash flows. Thankfully, resolving that is not too difficult. 
The money in your bank will be used gradually during the month to pay the school fees, pay for 
the groceries and in general run the house. Some of it will get saved and might get invested in 
the bank or in the stock market (if you read our Taking Stock reports regularly!). So you need 
to manage your affairs diligently till the next pay cheque comes in. 
 
Similarly, a company has day-to-day activities that need to be paid for. Buying office 
supplies, paying for air tickets, freight costs and, not to forget, paying your monthly salary, 
among others. It also needs to maintain an inventory of raw materials and finished goods to keep 
its factories running and the customer's demand satisfied. Last but not least, the company might 
be selling on credit, in which case the cash from the sale of its product will flow in with a lag. 
 
To do all of this-meet day-to-day expenses, maintain inventories and sell on credit-the 
company needs cash. Now, it could get its suppliers (who supply it with raw material) and the 
travel agents (through whom it books air tickets) to offer a credit period as well. But that is 
unlikely to be enough. It will still need to arrange for funds to meet this working capital 
requirement. So there you have it-working capital is nothing but the capital that must be 
deployed to enable the business to run without being disrupted by a mismatch in cash flows.
 


But excess working capital can pull down profitability


Unfortunately, while working capital is a must to keep the company going, it is also an inefficient 
use of the company's resources. In the sense that the funds that are deployed in this working 
capital do not in anyway add to the profitability of the company, though they do aid the flow 
of operations. However, if a company could manage its cash flows in such a way that 
mismatches are minimal, it also means that it requires less capital to run the business, as 
working capital requirements would be low. Thus making the business more profitable. 
 
To put things in perspective, let us quickly run through the elements of working capital for 
a company. Among the Current Assets in the balance sheet, we saw that there is the pile 
of inventory lying in the godown, the debtors who are yet to make the payments, loans 
and advances that have been made (may be to subsidiaries), and the cash balance in the bank. 
 
Current Liabilities similarly include the creditors lining up outside the gate for their payments 
and the provisions that have to be made for taxes, dividends and so on. The difference 
between Current Assets and Current Liabilities is called Net Current Assets. But one important 
point to note here is that, excluding cash, the rest of the Net Current Assets (accountantspeak 
for working capital) needs to be funded from some other source.  
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Time to see some examples, to help you appreciate the need for efficient working 
capital management.  
 
 


HLL 1999 1998 Godrej Soaps 1999 1998


Sales Turnover 10203 8333 Sales Turnover 918 768


Inventories 1146 1045 Inventories 103 113


Sundry Debtors 193 145 Sundry Debtors 114 62


Cash and Bank 
Balance 660 575 Cash and Bank 


Balance 17 30


Loans and 
Advances 610 437 Loans and 


Advances 110 86


Current Assets 2609 2202 Current Assets 345 291


Current Liabilities 1878 1674 Current Liabilities 154 79


Provisions 525 406 Provisions 16 23


Current Liabilities 2403 2079 Current Liabilities 170 102


Net Current 
Assets 206 122 Net Current 


Assets 175 189


Current Ratio 1.1 1.1 Current Ratio 2.0 2.9


Quick Ratio 0.6 0.6 Quick Ratio 1.4 1.7


NCA / Sales % 2 1 NCA / Sales % 19 25


 
HLL's Net Current Assets as a percentage of sales is a very small amount (2%), while it is 
nearly 20% for Godrej Soaps. Normally, the company funds this shortfall through short-term 
bank borrowings and ends up paying interest for them. If this shortfall is to be funded 
through borrowings at, say, 20%, then look what happens to the interest outgo. Godrej Soaps 
would need an amount to the extent of Rs35cr (3.8% of sales), while HLL would need Rs41cr 
(only 0.4% of sales) for funding Net Current Assets. 


 


The liquidity angle
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So, the closer your working capital is to zero, the better. But there is another angle to 
efficient working capital management-and that is liquidity. This is because if working capital 
is inadequate, there are several things that can go wrong. The company might not be able 
to maintain a sufficient level of inventory-which might not be able to meet a sudden burst 
of demand. Then again, the company might be unable to extend a credit period to its debtors-
those dealers and retailers who directly deal with the customer. 
 
But how exactly do we measure liquidity? There are some ratios that tell us if the company has 
a "comfortable" liquidity position (by the way, liquidity simply means cash or cash equivalents for 
its daily routine). 
 
Current Assets/Current Liabilities: The ratio of Current Assets to Current Liabilities (known 
as Current Ratio) suggests the nature of balance between the current requirements and 
current availability of cash. A very low ratio implies a risky position when the company has 
barely enough to meet the needs (imagine you have to go to Vashi from CST and you have 
just enough in your pocket for the train and auto fare). Similarly, a very high ratio could imply 
that there is either high inventory (which might be the result of the company not selling its 
goods) or debtors (who have not paid on time)... 
 
Quick Ratio (Current Assets less inventory/Current Liabilities): But sometimes, there may be a 
pile-up of inventory, which the company is unable to sell for some reason. Then, the very purpose 
of it being called a Current Asset (which can be converted to cash) is defeated. So, in order 
to account for this, we deduct the inventory from the Current Assets. This ratio is called a 
Quick Ratio and indicates how much of assets can quickly be converted to cash to meet any 
current liabilities. 
 
But how high is "high" and how low is "low?" 
 
Valid question. That depends upon the nature of the business.  
 
Godrej Soaps' liquidity position, prima facie, looks better than HLL. But this requires 
additional funding. Which in turn means an interest outgo on the borrowings and which thus 
affects the coveted profitability!  
 
Thus, while a company needs to maintain a comfortable level of liquidity, it cannot overlook 
the impact on profitability due to the high level of liquidity. This simply means that the company 
has to do a tightrope walk and identify for itself the correct match. 


 
 


Moral of the story :


●     Prudent management of Working Capital is essential for smooth operations. 
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●     But too much investment in Working Capital requires funds, thus affecting profitability. 
 
 


●     A company has to achieve a balance between not being starved of funds for daily needs and at 
the same time not having piles of cash sitting idle in the bank. 
 
 


Now that we have looked at working capital management, we must tell you about a new 
character- Cash Flow. Every person who has ever done anything related to finance will swear by it. 


 


Article 4: Tracking cash flows   
(Amongst the strongest indicators, cash flow is the one that puts things in the right perspective)


n this lesson, we will deal with cash flow-a parameter that is an all-time favourite among the 
wizards of the finance world. We will shortly know why. 


 
 


Consider the following examples:
 


Modern Mills 
It has recorded a total income of Rs49.82 cr. Its net profit is a neat Rs.13.6 cr. Wow!!  
 
The OPM and NPM of this textile company (no, it is not into software) will put even the likes of 
HLL and Infosys to shame. But dig a little deeper into its total income and you will see that the 
sales turnover is just Rs8.21cr while there is an increase of Rs40.26cr in its stock. This 
simply means that the company's goods are lying unsold!  
 
Shree Krishna Petro Yarns 
So what if it had a marginal drop in profits this year, it has been showing consistent profits . 
But why are its margins dipping? Why is the interest burden rising? 
 
A look at only their income and net profit figures can be very misleading. There is no dearth 
of companies who put all their creativity to accounting for their financial numbers. Hence, we 
need to look at a more honest number that is called cash flow.  
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Cash flows
Most transactions in life (whether it is in ours or in the company's) can be broken into two parts: 
A pays some cash to B, and B gives A some goods/services in return.  
 
We can prepare a neat little sheet jotting down only the cash transactions. Remember, only 
those entries make it to this statement that involve actual flow of cash from one party to 
another. We will call it the cash flow statement, for the sake of simplicity.  
 
Presented below is the cash flow statement of Sree Krishna Petro Yarns. 
 
 
Financial Year 1999 1998 1997
PBT 49 44 39
Adjustments for non cash items 24 24 9
Operation profit before WC 73 68 48
Adjustments for Working Capital -103 -77 -58
Interest, taxes paid -13 -4 -1
Extraordinary items 0 0 0
Net Cash from operations -44 -13 -11
Investment Cash Flows -17 -18 -10
Financing Cash Flows 53 30 15
Equity and Preference Capital 2 0 6
Debt 56 33 14
Dividends -4 -3 -5
Debt / Net Worth 0.37 0.24 0.23
CAGR of Debt over past 2 years 62%   


 
To prepare a cash flow statement, we note down the inflows and the outflows of cash pertaining 
to any transaction. 
 
Let's try and make the cash flow statement of a company. We need to start by taking stock of 
the cash that is generated from the company's operations during a year. We get this simply 
by deducting its actual expenses from its revenue streams. But there are some expenses in its 
profit and loss statement that do not involve a cash outgo. For instance, depreciation is an 
amount that the company keeps aside to replace its assets in future. Since it doesn't involve 
actual outflow of funds, it does not feature in the cash flow statement. The profit after 
taxes adjusted for the non-cash expenses and incomes is called gross cash from operations. 
 
During a given year, the company has to invest in working capital-to carry out its day-to-
day operations. It needs ready cash when its inventory lying in the godown increases or when 
its debtors fail to pay up on time or when its suppliers pester for fast payment. Whatever 
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change occurs in these components during the year marks the net outflow or inflow of cash. 
And, since they pertain to the direct operations of the company, they are adjusted (added 
or subtracted as the case may be) with the gross operating cash flow. The end result is the 
net operating cash flow. 
 
This is where a stark lesson dawns upon us. Shree Krishna Petro Yarn has been increasing its 
profits for the past three years. Great company, is it? But, hang on. Just have a look at its 
cash flows! Its profits entail some costs. Interest cost has been rising consistently. To add to 
the burden, more and more cash is getting tied up in working capital. So, at the end of the day, 
the company's operations are a drain on its resources. A negative net cash from operations 
means that the company needs additional cash for its operations!! 


 
 


There is more to the story...
During the year, the company makes investments-maybe in plants or perhaps in shares. 
These expenses are grouped under investment cash flow. 
 
In our example, the company has net investments of Rs17cr; which indicates a cash outflow 
from the company. But what on earth does it mean? The company has made negative cash from 
its operations; which means its operations have not stabilized to yield cash. And yet, it is 
still making more investments. Where does the money come from? 
 
Not all the investments need to be funded through internal operations. To bridge the gap 
between its operating cash flow and investment cash flow, a company needs external funds. 
These are called financing cash flow. 
 
Shree Krishna Petro Yarn has resorted to external capital-to fund both its operations 
and investments. It has to! Another look at its cash flow and we see that its debt is increasing 
every year. Now we know why its interest cost is rising by the year!  
 
So, there you are with three streams of cash-net cash from operations, investment cash flow 
and financing cash flow. Add them together and you have the net cash flow for the year. Our 
simple cash flow statement neatly summarizes where the rupee comes from and where it goes. 
 
From the cash flow statement we get a clear picture of whether a company's operations 
are generating cash, where and how it is spending the rupee and how it is financing its activities. 
 
There are some important lessons that can be drawn now. A company might show a neat little 
profit. But profit is an accounting concept. I might sell you a book but you might pay me after 
six months. While I might show it as revenue right now in my books, my cash inflow will 
actually happen after a lag. During this time, I will have to look for funding from some 
outside source to keep me going, and pay interest on it!  
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At the end of the day, it is important to see how much of cash a company has on hand. Hence, it 
is always wiser to dig and look at cash flows. Sometimes, a company's operations might not 
be generating enough cash, money might be flowing out as loans to subsidiaries and the 
company itself might be borrowing to finance its activities. Then again, it might change 
its depreciation policy, write off some of its debts and so on; all these impact its accounting 
profit. Cash flows put things in the right perspective. 
 


Moral :


●     Cash flow statement records the details of where a rupee comes from and where it goes.  
 
 


●     Cash flows can be of three kinds-operating, financing and investment, thereby summarizing 
the entire gamut of a company's activities during a given year. 
 
 


●     The beauty and power of cash flow lies in its simplicity. It records only cash transactions and 
hence, exposes the chinks in the reported numbers. 
 


 


___________________________________________________________________________________-


Chapter 7: Valuing Equities 
PE, PEG, PBTàletters everywhere. Your survival kit for understanding analyst jargon...  
 
 


Article 1: Yeh P/E kya hai?   
(This is the most tracked ratio in the market. And possibly the least understood..) 


Today we commence our statistical journey into the world of analysis. In this edition we are 
taking up the subject of Earnings Per Share, EPS in short and PE or Price-Earnings ratio. Rings 
a bell, does it?. Yes, this is the most tracked ratio for determining the value you are paying for 
a stock. 


Here?s a piece of conversation that Manubhai, head of a big brokerage firm, has been a part 
of umpteen times. The novice investor seeking his guidance this time is Ramesh. 


Ramesh: Manubhai, I read in your report yesterday that you are recommending HLL. And 
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your report said you like it because it is cheap. But it is 2400 rupees per share. Better than 
that, why don?t you recommend Henkel Spic instead. It is only 130 rupees.  
Manubhai: Ramesh, price mut dekho. Price earnings ratio dekho. Speak to my analysts. They 
will explain?you cannot judge cheap or expensive by price. 


 


What is a price-earnings ratio?
The normal reaction when we look at share prices is?a Rs40 stock is cheap, and a Rs 1,000 stock 
is expensive. Let?s say we were buying onions. One subziwala said Rs 20; another said Rs 
100. Would we simply jump and say that Rs 20 was a great deal? What if one was saying Rs20 
for half kg of onions and another was offering 10kg for Rs100? 
There?s a lesson here: Price itself is not enough?it actually takes a ratio to determine cheap 
or expensive. And the ratio is price per unit of whatever we are buying. 


But someone might still say that stock prices are already ?per share?. So Rs40 per share 
and Rs1,000 per share should be comparable. This is where we need to look beyond the piece 
of paper (or with demat stocks, not even the paper). What are we buying when we buy a share? 


When we buy a company?s share, we buy a share of the company?s profits, both current 
and future. As an example, let?s take HLL. During the period Jan 1998 to Dec 1998, HLL made a 
net profit of Rs805cr; it currently has a total of 20cr shares. Each share (and therefore its 
owner) owns Rs40.3 (Rs805cr divided by 20cr shares) of HLL?s net profit. This Rs40.3 is 
then referred to as earnings per share of HLL. 


So, when we buy one share of HLL, we are buying Rs40.3 of net profit, together with the right 
to future net profits. If HLL were to make a net profit of Rs1000cr this year, and were to 
issue another 5cr shares, the earnings per share for next year would be Rs40:  
Rs1000cr divided by (20cr old shares + 5cr new shares = 25cr shares) = Rs40 per share 


Keeping this in mind, now let?s go back to our original problem. How do we figure out if a stock 
is cheap or expensive? If we buy a share for Rs1000, and the earnings per share for the company 
is Rs100, then we are paying Rs10 for each rupee of net profit we buy into. If we buy a share 
of another company for Rs40, which has an earnings per share is Rs2, then we pay Rs20 for 
each rupee of net profit we buy into. Which one is cheaper? 


When we look at a share price, we should also look at earnings per share. Looking at both of them 
is the only way to determine whether the share is cheap or expensive. To make it easy 
for themselves, research analysts have created a simple formula: 
Price Earnings Ratio = Price per share/Earnings per Share 
where, Earnings per Share = Net profit /Number of issued shares 
So when they want to know whether a share is cheap or expensive, they just calculate this 
ratio. And lower the ratio, cheaper the stock is. 
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Just to summarise: 
When we buy a share, we actually buy a share of the net profit of the company. How much 
depends on two things?how much net profit it has made, and how many shares it has. 
Net profit per share is called earnings per share or EPS, and is what the owner of one share 
is entitled to out of the total net profit made by the company. 
The price per share divided by the earnings per share is the Price Earnings Ratio (PER) and is 
a measure of how much we pay for each rupee of net profit of the company we buy into when 
we buy a share. 


 


But a low PE is not enough
Is a stock which quotes at a lower PE always a better buy? Not necessarily. Let us just step back 
in time to January 1998. Punjab Tractors was trading at Rs628 which placed it at a PE of 
23, whereas Telco was trading at Rs300 which placed that stock at a PE of 10. So, which stock 
would you prefer to buy? Just take a look at the chart down below and it is quite clear that while 
you would have made money by buying Punjab Tractors, you would have lost money by 
buying Telco. 


So what went wrong? The market always looks at the future, not just at the past. The PE 
ratios mentioned above were based on the profits (EPS) earned by the company in the year 
already past. But the market looks to the future. Look at the table down below and you will see 
that Punjab Tractors? PE is much lower when you look at its future earnings. 


 


Punjab Tractors & Telco?A Comparison


 


 Market Price  EPS  Market Price
 Jan 1998 1997 1998  1999 CAGR 1999
Punjab Tractors 628 27.01 46.47  59.39 48 1061
PE  23.3 13.5  10.6   
Telco 300 29.0 11.0  3.5 -65 233


PE  10.3 27.3  85.7  
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In the following two years, Punjab Tractors grew earnings by 48% while Telco?s EPS dropped 
65%. As a result, in 1999 Punjab Tractors? PE dropped to 10.6 (on 1998 prices) while Telco?s 
PE went up to 85.7. Now, which one is expensive? All those who did buy into a bargain PE must 
be ruing their decision. 


The point we are trying to convey is that the most critical factor that determines PE is future 
growth. Higher PEs do not always indicate an expensive stock. That?s where we use the PE?
growth ratio (PEG). This ratio enables us to catch stocks with growth, at a reasonable price. 
The lower the PEG, more attractive the stock and vice versa. We will take up this ratio in detail 
the next time. We would also look at two other ratios?ROCE and RONW?that also determine PE of 
a stock. 


 


Article 2: I thought low PE was better  
(PEG ratio in detail) 


In the last session we covered a key stock evaluation tool, EPS, and how it is to be 
interpreted through the price-earnings ratio (PE). We also briefly touched upon the relation of 
EPS growth to PE. We however stopped short of explaining how the same is calculated 
and interpreted in a real time scenario. Continuing from where we left off, in this issue we take 
up the PEG ratio in detail and also dwell on the capital efficiency ratios-ROCE & RONW. 
What is a stock's PEG ratio?
The objective of the PEG ratio is to attempt to catch a fast-growing stock at a comparatively 
cheap price. First the formula for calculating PEG. The PEG is calculated by dividing the PE by 
the forecasted EPS growth. 
Thus, PEG = PE /EPS growth 
 
This ratio is explained better with a real time example. Let's look at Punjab Tractors and M&M. 
Over three years (1997-99), Punjab Tractors grew 48% p.a. while M&M grew 4% p.a. While we 
were buying Punjab Tractors in January 1998 at a higher PE, what we were essentially paying 
for was the 48% p.a. future growth. On the other hand, a lower PE M&M grew earnings by just 4% 
p.a. The lower PE was indicative of its slower growth. 


 
 


  
Market Price - 


Jan 1998
1997 1998 1999


CAGR* to
1999 PEG


Punjab 
Tractors EPS


628
27.01 46.47 59.39   48% 0.48%
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 PE   23.3 13.5  10.6  


         


M&M EPS
321


20.1 23.8 21.5  4% 4.00


 PE   16.0 13.5  14.9  


 
 


The premium or the higher PE values factor in a higher growth rate, rather than indicating that 
the stock is overpriced. If we had picked M&M over Punjab Tractors purely because of a lower 
PE benchmark, we would have lost out on the earnings momentum in Punjab Tractors. 
 


What is a good PEG ratio?


PEG ratio is all about catching higher growth at a reasonable price. A value below 1 is generally 
the thumbrule to indicate a cheap stock. A more accurate way of using the PEG would be to 
compare the same over companies within the sector to get a realistic result. Take the 
above example of the two tractor manufacturers. A lower PEG for Punjab Tractors has resulted in 
a higher price for the stock two years down the road.  
 
After PEG, another factor that is also relevant in determining PE is the capital efficiency of a firm. 
In analyst terminology, there are two ratios-ROCE and RONW. ROCE is the Return on 
Capital Employed and RONW is the Return on Networth (shareholders' capital). These are 
also termed as return ratios. 
 


What does capital efficiency really mean?


Take an option-would you prefer bank interest of 12% or 10%? Pat would come the answer: 
"12%, why would I invest in lower returns?" Definitely, a higher return on capital is what 
everyone aims for. In this case, what you are doing is making that little money of yours 
work harder. The higher interest you earn, the higher the returns, and more the capital efficiency. 
It is money wisely invested. While investing in a company, have you ever used the same 
principles and looked at what kind of returns the company is generating on the money 
deployed? Haven't so far? Well, read on. 
 
While the EPS has its relevance in determining price, the drawback of this ratio is that it takes 
into account only the equity in computing the ratio. This would present a slightly distorted view, 
in the sense that the entire shareholders' capital, which also includes reserves, is not taken 
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into calculation. That's where RONW presents the right picture. It takes into account the 
entire shareholder capital and returns are calculated on the entire base. This is why this ratio 
is known as the 'Mother of all Ratios'. 
 
Capital to the company comes in two forms. Debt and equity. The equity portion of the company 
is contributed to by the shareholders-also the owners. They have a right to the profits of 
the company and also the accumulated reserves. The cumulative equity and reserves is 
together classified as Networth, or shareholders' capital. The other part of the fund structure 
is made up of debt. This is the capital has a cost that is paid for. The cost is commonly known 
as interest. 
 
From the owner's perspective, the money which is residual with the company after meeting all 
its expenses is his final return. The efficiency of his capital can be gauged from the RONW ratio. 
This ratio spells out as to what return the company has generated on the total Networth 
deployed with the company during the year. RONW is calculated as: 
RONW = PAT/Networth 
 
Where, Networth = Equity + Reserves 
 
While RONW would only cover the returns on shareholders' capital, the ROCE would broaden 
the base and calculate the return on the total capital employed in the company. Thus, 
while calculating this ratio, we take a much broader denominator into account, which is 
Networth and the debt. Thus, 
 
ROCE = PBIT/Total Capital Employed 
 
Where PBIT = Profit before Interest and Tax; and,  
 
Total Capital Employed = Networth + Debt = Total Assets. 
 
To calculate this ratio, we have to add back the cost of the debt taken, i.e., the interest. The 
ratio calculates the returns on all the contributors of capital.We look at PBIT as this reflects 
the returns earned by the business before accounting for costs related to the funds deployed in 
the business. 
 


How relevant are these ratios in determining PE?


Like we mentioned earlier, both these ratios do play an important role in determining the PE. 
A company with a steady return is valued higher than that with an inconsistent performance. Let 
us again compare M&M and Punjab Tractor on these ratios.
 


In 1997 and 1998, Punjab Tractors traded at a premium-a higher PE. That was due to the 
higher RONW that the company actually generated. The premium that the stock got was 
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largely because it was more capital efficient. Did something go wrong in 1999? The premium on 
PE actually went in favour of M&M. Well, nothing wrong here. RONWs are indicative of a 
company's capital efficiency. The external factors that did come into play were the higher 
growths that M&M was achieving currently and the fact that the company has a software 
subsidiary which has the potential of turning into a huge one-time cash flow. 


 


What is the right ratio?


Here again, there is no real benchmark for the right return ratio. This would work well in an 
intra- industry comparison, i.e., compare companies in the same business to determine the one 
with the most efficient finance structure. As in the table above, higher the ratio, better is the 
PE multiple. 
 
By now, we have compiled the critical factors that actually determine the PE of a company. In 
the next session, we will take a look at other valuation methods of Book Value, Enterprise Value 
and Replacement Cost and learn how to interpret them. 


 


Article 3: Alphabet soup for valuation   
(You are already familiar with EPS, PE and PEG. But how about EV and RC? Did you know that 


a stu...) 


By now you must have already learnt something about a few ratios (EPS, PE, PEG et al) in 
this endeavour to understand valuation of equities. This time, we will take you through a few 
more tools in an analyst?s armoury.
 


Book Value Per Share


Along with Earnings Per Share (or EPS, as we now know it), the other most talked about ratio 
is Book Value Per Share. This is a value stock picker?s dream number.  
As the term signifies, Book Value Per Share is the value per share as per the book. That didn?t 
help, did it? By book, we actually mean the Balance Sheet. The Book Value represents the value of 
a share as mentioned in the Balance Sheet. It is calculated as follows: 
 
Book Value = Networth/Number of equity shares; 
where, Networth = Equity + Reserves 
 
Apart from just the equity, Book Value represents the reserves that the company has 
accumulated through the years. Book Value thus represents the networth per share. 
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How does one use Book Value to evaluate a stock?


The Book Value is always evaluated in relation to the current market price. This ratio is known 
as the P/B, which is Price to Book Value. 
Thus, P/B = Stock Price/Book Value 
So what is the right P/B at which to buy a stock? Unfortunately, there is no ?right? answer. As 
a thumbrule, however, a ratio lower than 1 is considered attractive. Put simply, it means you 
are buying the stock for less than its networth.  
 
However, even this thumb rule comes with a caveat. Let me explain why. As an equity 
investor, wouldn?t you expect your company to earn a RONW higher than, say, the 15% return 
that an ICICI bond provides? Our minimum expectation from any company is that it earn at least 
a 20% RONW. However, when a stock has a much lower RONW, then it is only fair that the P/
B reflect this poor return. In other words, if a company has a RONW of only 10%, then we 
would find the stock attractive only at a P/B of 0.5. The reason being that at the market price 
you are paying to buy the stock, the effective RONW would be 20%. Hence, we recommend that 
the thumb rule be used only in conjunction with the RONW rather than in isolation.  
 
So, what of stocks that trade at a P/B > 1? Are they expensive? Unfortunately, there are 
drawbacks to this thumb rule. The market price of a share reflects not just the 
accumulated networth (book value) but also the future earnings of the company. A number 
of qualitative factors, like the management?s vision, the company?s distribution and brand 
strength, etc., are also reflected in the price. These intangibles as well as the future 
earnings potential of the company are not reflected in the balance sheet. And hence, neither 
does book value per share capture these intangibles. That is why many companies trade at 
a significant premium to their book values. That doesn?t mean that the stock is expensive.  
 
Let?s take the example of HLL. Given that its current book value is only Rs85, the stock 
looks frightfully expensive at its current P/B of 30x. But before you jump to any 
conclusion, remember that this price takes into account the intangibles - HLL?s distribution base, 
its brands and also the quality of its management. Remember that HLL spends a considerable 
sum of money (Rs669cr on advertising in CY1998 alone!) on building and maintaining its 
brands. None of this expenditure, which has gone into creating an intangible asset, is reflected in 
its balance sheet. The other reason why the market values HLL at such a high premium to 
book value is its superlative financial performance and capital efficiency. HLL has grown profits at 
an average of 45% per annum between CY1993 and CY1998. It has also consistently 
increased RONW, from 35% in CY1993 to 54.57% in CY1998. It is these factors that make the 
stock trade at a significant premium to book value. Thus, despite quoting at a value greater 
than book value, the stock has consistently been hitting new highs.
 


On to Enterprise Value...
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Let?s now move on to the concept of Enterprise Value. Enterprise Value is the sum total of 
the market capitalisation of a company and the total debt on its books. And what is 
market capitalisation? 
Market capitalisation is simply the market price per share multiplied by the number of 
outstanding shares. This, in other words, is the total price that any buyer would have to pay if 
he wished to buy the company lock stock and barrel and pay back all the outstanding debts of 
the company.  
 
The EV is typically used either in conjunction with PBIDT - profit before interest, depreciation 
and tax - or with replacement value. Let?s say you decided to buy out all the equity of a 
company and repay all its debts. What would your return be? Your return would be the profits 
made by the company before interest, depreciation and tax - in other words, PBIDT. Obviously, 
if you want a return of 20% on the funds you have deployed to buy this company, then 
the maximum price that you would be willing to pay would be = 5x PBIDT. The analyst 
community calls this the EV/PBIDT ratio. This ratio is particularly useful when trying to estimate 
the value of the company in a possible takeover situation. 
 


...and Replacement Cost


In estimating the value of a company in a takeover situation, EV is also used in conjunction 
with Replacement Cost. Replacement cost is the cost at which a similar asset can be replaced 
(built) at current prices. Thus, if the EV of a business is equal to its replacement cost, the business 
it is fairly valued; if it is lower, then it is undervalued, and if it is higher it is overvalued. The 
lower the enterprise value as compared to the replacement cost, higher are the chances of 
stock appreciation. 
Regular readers will recall that we had used a similar argument in one of our live recommendations 
- Priya Cements. We had argued that the stock was the cheapest in the sector based on 
the replacement cost argument: 
 
 


 


Priya Cements? Enterprise Value 
and     Replacement Cost


Equity (cr) 2.21
Asset Replacement (Rs cr/
tonne) 300.00


Market capitalisation (Rs 
cr) 84.02


Current capacity (mn 
tonne) 1.2
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Debt* (Rs cr) 147.00
Replacement Cost (Rs cr) 360.00
Enterprise Value (Rs cr) 231.00
Discount (%) 35.83


 


Obviously, larger the discount to replacement cost, the more attractive the stock 
would be. Well, we have now taken you through a number of important ratios in 
this endeavour to understand valuation of equities. While this is not a comprehensive 
list, it is a handy tool-kit which will help you in investment decision-making. 


 


Article 4: Meet EV and EBIDTA   
(Allow us to present two more members of the Alphabet soup: EV and EBIDTA. What do they do? )


PE, BV, EV, RC - these alphabets keep popping up in discussions about stocks and stock markets. 
If you do not feel at home in the maze of these alphabets and acronyms, then you might want 
to take a look at an earlier discussion - "BV, EV aur RC: The Alphabet Soup of Valuation".  
 
This discussion is devoted to the concept of enterprise value (EV) and how it helps in 
valuing companies.  
 
Enterprise value does just what its name suggests that it does - it seeks to find the market value 
of the enterprise J. Simple isn't it?  
 
 But remember that the operative word here is 'market'. The enterprise value at any instant of 
time tells us the value of the firm as the market sees it. It does not say if that is the fair value 
of the company nor does it concern itself with the balance sheet value of the company.  
 
It says if you were to buy over the company what would you need to pay today. You will need to 
buy all its equity at its market price. Also since you are buying over the company, you assume 
the responsibility for all its debt. And finally, the company has some cash and investments that 
you inherit, and your cash outflow stands reduced by that amount. 
 
Thus the Enterprise Value is market value of equity plus market value of debt minus cash 
and investments. 
 
The market value of equity is the current market price of a share multiplied by the number of 
shares outstanding. This is nothing but market capitalisation. It goes without saying that the 
market value of equity is what undergoes a continuous change with the change in prices. And due 
to this component, the enterprise value changes continuously. 
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As for debt, normally, the value does not change. Mind you, during periods of inflation, the value 
of debt instruments may fluctuate wildly. For firms, however, much of the debt consists of 
term loans that are unlisted and hence the value does not undergo much change. It is quite fine 
to take it as shown in the company's books. 
 
 


Thus Enterprise Value = Market Capitalisation
 + Debt
 - cash and investments


 
 


What if the company does not have debt, like most software companies? Then the enterprise 
value is equal to the market capitalisation... 
 
Take a look at Table 1 - 
 
 


(Rs cr) Infosys Satyam
Equity 33 56
No.of shares (cr) 6.6 28.1
Mkt Cap 47692 9730
Add Debt 0 291
Less Cash plus 
Investment 446 163


Enterprise Value 47529 10021


 
 
The enterprise value for Infosys, for example, is Rs47529cr. This is higher than the balance 
sheet value, which is Rs2,689cr. Also, the EV is by no means the fair value. The fair value, 
which can be calculated using the discounted cash flow model - may be lower or higher. 
 
Now that we know the enterprise value of Infosys is Rs47529cr, what do we do with it? 
Enterprise value cannot be interpreted on a stand-alone basis.  
 
Just as price or market capitalisation cannot be interpreted by themselves. To make sense out of 
a company's stock price, we compare it against the earnings per share or the book value per share 
- our very own P/E and P/BV. 
 
Generically speaking, we are comparing a market variable with an operating variable. A 
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good measure while valuing companies is to evaluate the enterprise value in relation to the EBIDTA. 


 


EBIDTA? 


EBIDTA stands for 'Earnings Before Interest, Depreciation, Tax and Amortisation'. It is the 
total income that a company has generated from its operations minus its operating 
expenses. EBIDTA is also known as the operating profit. 
 
Instead of 'earnings', some people prefer the word 'profit' and hence EBIDTA is also referred to 
as PBIDTA. "What's in a name!" as Shakespeare would say.  
 
Table 2 shows the position of EBIDTA in a typical Profit and Loss Statement... 
 
 


(Rs cr) Infosys Satyam
Sales 921 679
Operating 
Expenses 543 426


EBIDTA 379 253
Interest (I) 0 41
Depreciation (D) 53 71
Tax (T) 40 6
Extra Ordinary 
Items 8 5


Profit After Tax 294 140
Amortisation (A) 0 0


 
 


Wondering what's amortisation? 
 


Voila! 


We have EV and we have EBIDTA. EV tells us the market value of the company. EBIDTA tells us 
the operating profit of the company.  
 
Just pause and reflect what they both together tell us.... 
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The next time around, we will enjoy their jugalbandi... 


 


Article 5: Valuing intangibles   
(Intangibles are to value what love is to happiness. Don't believe us? You will soon) 


 


 
 
Remember the game of association? Where one player has to say a word and in response the 
other has to say another word that the first one brings to his mind instantly. Example - for 
"flower," your response might be "rose", or "exam" could mean "prepare" to you. So if you 
extend this game, "Reliance", your answer would most likely be "big."  
 
 Not surprising, since Reliance Industries has plants that feature among the largest in the 
world. The group contributes 3% to India's GDP and 5% to the country's tax collections - after 
all it has annual sales of Rs55,000cr, a net profit of Rs4,800cr, and market cap of Rs65,000cr.  
 
Reliance Industries alone has a sales turnover of Rs15847cr, net profit of Rs2403cr, total 
assets of Rs25503cr and market capitalisation of Rs36455cr.  
 
Compare that with another company that has risen to excellence - Infosys. It has an asset 
base that is all of Rs833cr, sales turnover of Rs921cr and a market cap of about Rs49,000cr!!  
 
Now for the glaring comparison: for every Re1 of Reliance's assets, the market is paying 
Rs1.43 while for every Re1 of Infosys's assets, the market is paying a whopping Rs58.80. The 
gap in the market cap-to-asset ratios of these two companies is stark. And that's putting it 
mildly.  
 
What is it that the market sees in Infosys? We'll see that soon?. 


 
 


The intangible factor 
In our basic discussion on companies, we saw that you can't make money out of nothing. A 
company first invests in building assets, then these assets start working to produce the 
company's goods (or services). The company markets these and earns revenue.  
 
 


There is investment required to build assets, and assets have the ability to generate cash 
flows. This is the simple concept of investing in a business. 
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But looking at the above example from another angle?.  
 
Out of Re1 of assets, Infosys is generating sales of Rs1.1. Reliance is able to generate Rs0.6 of 
revenues from a similar amount of assets. But Infosys can't be making money out of nothing. 
Clearly, there is some asset that Infosys is using which the market values and which is not 
evident in Infosys' balance sheet. These "invisible assets" are called intangibles.  
 
Intangibles, as my first grade teacher taught me, are things you can't perceive with your five 
senses. In the context of a company, "intangibles" are the assets that contribute to the 
creation of value but are not shown in its balance sheet.  
 
Now what are the assets that feature on the balance sheet? Plants, equipment, buildings, land, 
investments, cash, inventories and so on. These are called tangible assets. There are some 
assets that are not represented in the balance sheet and are called intangibles.  
 
 


But like tangible assets, intangible assets require investment too and they contribute to cash 
flows. 


 
What do you value most in Infosys? 
It's not its sprawling offices in various locations but its 5400-odd strong skilled workforce that 
has helped Infosys create the brand equity it has in the Indian software service industry. It is 
Infosys's ability to attract, develop and retain talented employees that has earned it 
supernormal growth in revenue, profits - and of course stock value - in the past few years.  
 
 With its skilled manpower Infosys has built a pool of knowledge, which is driving its value. 
Thus its investment in human resources is an important asset today that drives the company's 
cash flows, though this is not accounted for in its balance sheet.  
 
Does that mean if Infosys adds 1000 people and Satyam Computers add 1000 people each, 
then does that mean that they are adding similar value? No, it depends on the company's 
ability to utilise the workforce the most productively. For instance, Infosys earns revenue of 
Rs0.17cr per employee compared to Satyam's Rs0.13cr per employee. This in turn is a 
reflection of the management's ability to best utilise its assets. 


 
 


Brand differentiates a product from the rest and fetches a premium 
Much has been said and written about the power of brands. Having a facility to manufacture 
and market soaps is a very small part of the story for Hindustan Lever. What is difficult is 
getting hold of the customer's mind in a highly competitive market where loyalty is transient.  
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 Did you know that the cost of making a bar of soap is just 25% of its MRP? The rest, and the 
most, of the cost difference is accounted for by the selling and distribution expense and the 
margin. This is the extent of the mark-up that a company is able to generate on a product like 
soap.  
 
A brand creates a certain promise that distinguishes itself from the rest and achieves two 
important objectives (among others). It helps the product command a premium and it brings in 
a customer's clout. Not surprising that companies are trying branding exercises in everything - 
even in classic commodities like sugar and cement!  
 
A good brand can be a great source of cash flow and hence is an asset. And like tangible 
assets, even brands require investments. Look at the ad spends of the leading FMCG 
companies. Colgate spends 18% of its sales turnover on advertising - all towards building its 
brands. 


 
 


IPRs and patents give exclusivity and drive cash flows 
Intellectual property rights are exclusive rights that a company owns for the manufacturing or 
marketing of a particular product that is a result of its own research. This feature enables a 
company to earn higher profits over a long time frame.  
 
 Companies that have a rich bank of IPRs or potential IPRs have been rated well in the market. 
For instance, Dr Reddy's Labs has evolved a drug out of its own research. So it holds the 
patent for the new drug, which it has licensed to Novo Nordisk to bring the drug to the next 
stage. In turn, Dr Reddy's Labs receives milestone payments.  
 
So you see that patents are also a source of cash flows. Also, these patents haven't come out 
of thin air. Dr Reddy's has invested continuously in R&D over the past several years. Hence, 
although patents do not find pride of place in a balance sheet, these are valuable assets for the 
company. 


 
 


Innovativeness helps a company to stay ahead 
What the market also values is a company's ability to start imaginative new products and 
services ahead of its competitors. This trait always gives it an edge.  
 
 When the market leader in the business, State Bank of India has been trading at a price-to-
book (link) of 1 or less, HDFC Bank has commanded a P/BV of over 8x. And it has sustained its 
premium over SBI for a fairly long period of time.  
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The reasons are not far to seek. While SBI might be the leader in size, HDFC Bank has always 
led the many changes in the banking industry. Talk of new banking products or consolidation in 
the industry, HDFC Bank has been the trendsetter and the market has valued this intangible in 
the company. After all, this ability is what has led the bank's 50% plus growth in the past few 
years while its PSU counterparts have struggled. 
 


Management quality is perhaps the most important factor


By far, the most important intangible asset any company could possess. Having a great idea or 
a good product is just part of the organisational story. Having the ability to carry it forward and 
making a first-rate organisation is another - one that requires vision, competence and 
integrity.  
 
Also, if a great organisation relies on just one person - I am sure you can think of many 
examples - then there is always uncertainty about the company's direction once the person is 
no longer at the helm of affairs. Thus, sufficient depth of management is yet another important 
criteria that a market values. 
 


So undoubtedly, the intangibles count


Outside the balance sheet, there are many assets that are at work for the company, helping it 
enrich its returns for the shareholders.  
 
A very crucial difference between tangibles and intangibles assets is that there is a limit to how 
much you can utilise or leverage a tangible asset. You can operate a plant at 100% capacity 
utilisation. Beyond that it is difficult to stretch it. But for an intangible asset, there is no limit. A 
brand can be leveraged to a very large extent. The constraint is the size of the market. 
 
So it is clear that we need to value them while valuing companies and stocks. But intangibles 
have a problem associated with them: they are intangibles J. And hence it is difficult to 
compute their value.  
 
Taking the example we started out with, it is relatively easy to compute the replacement cost 
of Reliance's assets and their cash flows. But it is so much more difficult to gauge human 
resources.  
 
Consider these?  
 
Is adding manpower alone is an indicator of value creation for a software company? By that 
logic many companies seem to be on a recruitment drive. Why don't they all come up with 
similar performances?  
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Does it suffice to be a great brand? Titan was rated as the country's best brand by a leading 
market research agency. Why then has Titan Industries been showing disappointing 
performance?  
 
So while we understand that intangibles do matter, the big question is how does one value 
these intangibles? That's what we will devote the next part to?. 


 


Article 6: Price to Net Asset Value  
(Discover the peculiarity of the 'net asset value' that makes it a great valuation tool)


The Net Asset Value is a parameter used to measure the market value of any organisation. Oh! - 
not market value as in stock market capitalisation, but the current market value of all the 
assets (fixed assets, cash on books, etc) of the organisation, less any liabilities. 
 
So, does the NAV represent the true value of an organisation?  
 
Well, you could say that the Net Asset Value is a measure of the tangible value of an organisation. 
It does not take into account intangible values like brand, distribution network, etc. So, to 
that extent, it does not capture the true value of a company. 
 


Superior measure to Book Value and Replacement Value


Then how is it different from Book Value or Replacement Value? 
 
NAV scores over other parameters like Book Value and Replacement Cost, as it uses the 
current market value of the asset as a surrogate for the historical cost (as in Book Value) or the 
cost at which a similar asset can be built at current prices (as in Replacement Cost). 
 


NAV is best used where assets are liquid 


The NAV can be calculated only in those businesses where assets are very liquid and can be 
sold easily. Like a mutual fund. A mutual fund's assets - securities like shares, bonds - are liquid 
and easily marketable. And their market prices can be gauged at any point in time. Mutual 
funds determine the NAVs of their investments regularly, as a result. 
 
Similarly, there are other industries where the marketability of assets is very high. Take 
shipping, for instance. Their prime assets in a shipping company are ships. And ships are 
traded very frequently in the international markets. In fact, trading of ships is a source of 
revenue for all the shipping companies. Thus the Net Asset Value of the shipping companies can 
be easily evaluated. 
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Also, the prices of the assets keep changing over a period of time.  
 
Thus NAV gives an indication of the worth of the organisation at any given point in time. While 
prices of assets like stocks that change very frequently need to be calculated on a daily basis, 
for other assets, value is calculated after relatively longer periods of time. Like in the case of 
our other example, ships - here, the value of ships does not change significantly overnight. 
 


How to use the NAV to value companies


Thus the NAV is an important benchmark to determine the value of the assets. But how do we 
use it? NAV is used in conjunction with the market capitalisation of a company. While 
market capitalisation refers to the price that the market in its combined wisdom is willing to pay 
for a company, the Net Asset Value refers to the value that the shareholders will get if all the 
assets of the organisation are sold. 
 
We assume that a company is a 'going concern' and would not, in normal circumstances, dispose 
off all its assets. The price of the asset/organisation will thus generally be below the net 
realisable value. In case of a buyout, takeover, or when a party is acquiring controlling interest in 
an organisation, the purchase value may exceed the Net Asset Value. This is so because in case of 
a buyout, the buyer pays for the intangibles as well as the expected synergies. 
 


NAV and price behaviour in mutual funds...


Consider the Morgan Fund and Mastershare. Both of these funds are closed-ended funds i.e. 
they cannot be sold back to the mutual funds till their redemption dates. They can, however, 
trade on stock exchanges. 
 
 


 Morgan Stanley 
Growth Fund Mastershare 


Redemption Year 2008 Year 2003


Latest NAV 14.98 15.75


Market Price 10.10 13.35


Price/NAV 0.67 0.84


Discount to NAV 33% 16%


 
The discount to NAV reduces as the fund approaches its redemption date. Consider the case 
of Taurus Starshare. The fund quoted at a discount of about 30% just three months before 
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its redemption in March 1999. As the fund approached the redemption date, the price 
started converging towards the Net Asset Value. And those who bought the fund in January made 
a cool profit (plus the gains due to the market appreciation in that time period). J 
 
Thus NAV is a very good benchmark in case of organisations that have liquid assets. Compare 
this with another fund, say Zurich Equity Fund, which can be redeemed at any point in time. 
The NAV of the fund is Rs19.95 and it can be traded on the exchange at NAV price at any point 
in time at the prevailing NAV. 


 


... and in companies with liquid assets 


Similarly, companies may also quote at a discount to their Net Asset Values. Consider the 
two shipping companies, GE Shipping and Shipping Corporation of India (SCI). 
 
 


 GE 
Shipping 


Shipping 
Corporation of 


India 


Net Asset Value Rs55 Rs140


Price as on 
29.1.00 Rs32 Rs30


Price/ Net Asset 
Value 0.58 0.22


 
In case of GE Shipping, the promoters have announced a buyback at Rs42 a share, much above 
the current market price and closer to the company's Net Asset Value. SCI is also looking to 
sell 40% of government stake in the company to a strategic partner. Such a sale would happen at 
a price close to the NAV. In both these cases, the investors have an opportunity to make money. 
But the upside seems higher in SCI, simply because it is quoting at a steeper discount in the market. 


 


Larger the discount, better the buy


Of course, price/NAV is only one part of financial analysis. For a comprehensive picture, you 
must delve deeper into the company. However, ceteris paribus, the larger the discount to the 
net asset value, the more attractive a stock would be to investors.... 
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Article 7: The price-earnings tango   
(Why do some stocks have higher PEs? Explore the relationship between prices and earnings)


 


'Infosys trades at a PE of 100x', scream the headlines. 
 
'Corporation Bank trades at a PE of 3', says another. 
 
 Makes you head swim doesn't it? After all, why should one stock trade at 100 times earnings 
and another at 3 times earnings? Or even, at a more base level, why should one stock trade 
at Rs7,500 and another at Rs75? 
 
Well if the question on your lips is the latter then we suggest that you first read a story from 
our archives where we compare mangoes and potatoes. And if the question that's nagging at 
your pursestrings is the former, then you may want to check on the concept of a PE. 
 
But what we will attempt to do today is try and understand why stocks have differential PEs, 
based on some simple home truths. 
 


Investing? Look for what you get at the end of it 


Let's start with a visit to the first financial institution that most of us interact with in our lifetime 
- the neighbourhood bank. 
 
What interest rate does you neighbourhood bank offer on a 1 year deposit? My bank offers 
11%. Maybe your bank offers the same, maybe it does not. But that's not the point. What does 
it mean when a bank offers you an interest rate of 11% on a 1-year deposit? It means that if 
you were to deposit a sum of money, say Rs1,00,000, then the bank would pay you Rs11,000 
as interest at the end of one year. 
 
Simple, right? 
 
Now let's say that you have a few lacs of rupees with you and you want to invest it somewhere. 
Your neighbourhood bank is offering you 11% for a 1-year FDR but you want to get 
something better. Meanwhile, your friend has managed to find a bank that is paying 20% 
as interest. He puts a lac of rupees in the bank and gets the FDR from the bank. He refuses to 
tell you which bank this is or how you can put your own money there, but instead he offers to sell 
it to you. Some friend, huh?! 
 
Now you know that the best return your money can earn is 11%. Your friend offers to sell the 
FD receipt to you for Rs1,05,000. Would you invest Rs1,05,000 and buy the receipt? Sure you 
would - because you would earn Rs15,000 on your investment, which converts into a yield 
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of 14.25% for you. Whereas if you put the money in your neighbourhood bank, you would earn 
just 11%.  
 
 


Rs  Neighbourhood 
bank 


Friend?s 
FDR 


Amount 
invested 1,05,000 1,05,000


Interest 
received 11,550 20,000


Refund on 
Maturity 1,05,000 1,00,000


Total receipt 1,16,550 1,20,000


Gain 11,550 15,000


% gain 11% 14%


 
The learning is obvious: You are - and should be - willing to pay a price higher than the actual 
value of the FDR because of the higher yield 


 


How much would you pay for a business? 


Let's take this simple homespun learning and apply it in a business situation. There is this 
company X that has Rs1,00,000 of equity capital (10,000 shares of Rs10) and no debt. It earns 
a profit after tax of Rs50,000.  
 
 As a businessman, you would obviously not be satisfied with a return of 11%. For the risk you 
are taking, you would want maybe a 25% return. But here is a business that is earning 50%, so 
you would obviously be willing to pay more than the Rs1,00,000 that has been invested, to buy 
the business.  
 
Let say that you expect this business to earn 50% this year and 50% again next year and so on 
and so forth. Then you would be happy to pay Rs2,00,000 to buy the business. You would 
earn Rs50,000 after tax which gives you the 25% return you want. And since the business is 
going to earn Rs50,000 next year, you should be able to find a buyer at Rs2,00,000 at the end 
of the year when you want your money back. 
 


What does this all mean? 
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You have just learnt that it makes sense to buy a company at Rs2,00,000 even though the 
actual capital deployed in the business is only Rs1,00,000. Since the company's capital consists 
of 10,000 shares of Rs10 each, what this means is that you have just offered to pay Rs20 per 
share to buy it. You have understood the circumstances under which it makes sense to pay a P/B 
of 2x. (see the table below) 
 
You have also learnt that you are willing to pay four times profits to buy the company or, in 
other words, you have valued the company at a PE of 4.  
 
 


Equity capital invested in the 
business Rs1,00,000


No. of shares 10,000


PAT  (@50% on capital) Rs50,000


EPS                           
Rs5


Purchase price of business                
Rs2,00,000


Rate of return (PAT/Purchase 
price) 25%


Purchase price (per share) Rs20


PE   4.00


P/B                         
2.00


 


What if all the profit is ploughed back into the business?


So far we have presumed that the company pays out all the profits it makes. In other words, it 
pays out the Rs50,000 it has made by way of dividends. 
 
Now say the company decides to keep Rs50,000 and not pay out anything. Next year it would 
have a capital in the business of Rs1,50,000. Let us say it is able to earn 50% on the capital in 
the business. So the company would make Rs75,000 as profit. Now how much would you pay for 
the business? 
 
Tricky, very tricky. But let's try.  
 
Here is a company with Rs1,00,000 as capital. It will make Rs50,000 this year. But I won't 
get anything because it will keep the money. And next year it will earn Rs75,000, which it is 
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willing to return and thereafter it will earn Rs75,000 every year. You believe that you will be able 
to sell the business at Rs3,00,000 two years hence - a return of 25% for the buyer. And you 
will receive Rs75,000 at the end of next year. 
 
So how much would you pay to buy a business which will give you a return of Rs3,75,000 two 
years from now. Some simple high school math will tell you that you can afford to pay 
Rs2,40,000 and you would still be earning a 25% return p.a. on your investment. 
 
For the company in question, Rs2,40,000 amounts to Rs24 per share. In other words, you can 
afford to pay a P/B of 2.4x and a PE of 4.8x. 
 
 


Equity capital invested in the business Rs1,00,000


No. of shares 10,000


PAT (in year I @ 50% on capital) Rs50,000


EPS (in year I) Rs5


Equity capital invested in the business (in 
year II)


            
Rs1,50,000


PAT (in year II @ 50% on capital)               
Rs75,000


Sale price of business (@25% return to 
the buyer) Rs3,00,000


Total receivable (at the end of year II) Rs3,75,000


Purchase price of business today (which 
yields you a return of 25% p.a.) Rs2,40,000


Purchase price (per share) Rs24


PE  (year I)                      
4.80


P/B (year I)                      
2.40


 
Let's now extend the example to a period of 10 years. Let say that for the next 9 years the 
company will not pay out any dividends. It will retain all profits and it will earn 50% on 
capital deployed every year. At the end of year 10, it will pay out all the profits of year 10 
and thereafter it will pay out profits every year. 
 
This is what the numbers will look like 
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Rs Return on 
capital@50% Capital


Beginning    1,00,000


1          50,000         
1,50,000


2          75,000         
2,25,000


3        1,12,500         
3,37,500


4        1,68,750         
5,06,250


5        2,53,125         
7,59,375


6        3,79,688       
11,39,063


7        5,69,531       
17,08,594


8        8,54,297       
25,62,891


9     12,81,445       
38,44,336


10     19,22,168       
57,66,504


 
Now how much will you pay to buy the business today? Remember your objective is that you 
should earn a compounded return of 25% p.a. for the ten-year period. 
 
In year 10, the company will make Rs19,22,168 and it is willing to pay out the amount in entirety 
as dividend. You should be able to find a buyer for the business at that point at Rs76,88,672 
(lets call this the terminal value) as the company is expected to continuously maintain profits at 
that level (Rs19,22,168) from that point on. And hence the prospective buyer at that point 
would still get a yield of 25%. 
 
In other words, how much should you offer to pay today if you expect to earn 
Rs96,10,840 (Rs19,22,168 + Rs76,88,672 ) ten years hence?  
 
Doing the same high school arithmetic (with the help of a spreadsheet J), you should be willing 
to pay Rs10,31,956 today. At this price, you are buying the company at Rs103 per share. In 
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other words you would be willing to buy the company's shares at 10.3x book value and at a PE 
of 20.6x. 


 


Stock prices reflect earnings and their potential for growth


What this simple exercise in math shows us is that stock prices are a reflection of earnings. And 
that PEs and P/Bs are influenced by the company's earnings growth. There is a reason 
why companies have different PEs and that difference is the future earnings (growth) and 
terminal value. What we have just seen is a simple DCF analysis, the use of which has enabled us 
to determine what PE or P/B one should pay to buy a business. This is a concept that has 
its application in judging the true value of a security. 
 
The example that we chose is simplistic. Just in case you missed the point we'll spell it out. 
There are two other corporate policy decisions that impact this arithmetic-dividend policy and 
debt equity structure. We'll discuss those points some time else but it's not difficult to see how 
these two factors could significantly impact the calculations.  
 
Next time you see screaming headlines about PEs, you can smile. You know better. 


_______________________________________-The End____________________________________


file:///F|/equitieslesson1.htm (122 of 122) [12/21/2009 8:20:50 PM]





		Local Disk

		Chapter 1








Chapter 1


Chapter 1: Market Memoirs 
(Take a peek into the market's diary...)  


 
 


Article 1: To trade or not to trade    
(Solving the dilemma of a newcomer to the stock market who is tempted to trade) 


I was having a peaceful nap when I was rudely woken up?  
 
I got up rubbing my eyes to hear many cries of "July 2, 2001" 
 
July 2? I strained my ears to listen to people who have always been under my shade expressing 
concerns. It looked like they saw no future and had no option to do anything about it. They sure 
were lamenting!  
 
 I cupped my ears to hear well. They feared that no 'badla' and introduction of options and futures 
was meant to destroy the market, ie cut my roots! Surprisingly, they were not shedding a tear for 
me but were worried about the fact that they will no longer have the shade! How self-centred can 
one get!  
 
I opened my eyes wide enough to look at who were actually wailing. They all were fat people who 
had merely played under my shade and at times hurt my roots. In fact, they made use of a creeper 
'badla' to climb up and dance on my slender branches that were meant to further my growth. 
 
But let me assure I have been around for a very long time. I have seen many people come under 
my shade, and fruits have grown every season on my branches. 
 
 Oh! Before you confuse me for a giant mango tree and wonder what am I doing here in Sharekhan 
School, let me introduce myself. I am the "Indian stock market" 
 
I am over 200 years old and possibly the oldest one in Asia. My initial history is obscure. The 
English (East India Company), who came to India to trade, planted the seeds of my future. By 
1840 (a good 160 years back), there were registered companies trading in the market with half a 
dozen recognised brokers. By 1860, there were 60 brokers!  
 
 In fact, the first stock market mania in India happened then. The civil war broke out in the US and 
India was the only supplier of cotton to the world! By 1861, there were 250 brokers J. Guess what 
happened next? The civil war ended in 1865 and there was a big slump in the market. The Bank of 
Bombay share, which traded at a princely price of Rs2,850 crashed to Rs87 in no time. 
 
I survived that mania and God knows how many more after that? 
 
 After the slump, the brokers decided to regulate themselves. As a first step, they moved in 
together to stay as a flock on one street--that street is today known as "Dalal Street". Year 1899 is 
when the Bombay Stock Exchange was formed. 
 
You must have come here hoping to learn something and I have been just rambling. Without much 
ado, here are some facts and figures that I shall use to make a few points to you today. Here is a 
comparison of statistics in 1946, the earliest available statistic and statistics for 1995, the latest 
available. I know 1995 is still outdated but it helps make my point.  
 
 


- 1946 2000 CAGR
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Capital of listed Companies (Nominal) (Rs. Crs) 279 59583 11.32% 


Capital of listed Companies (adj Inflation) (Rs. crs) 4431 59583 5.33% 


Market Value of Capital listed (Nominal) (Rs. crs) 970 478121 13.20% 


Mkt Value of Capital listed (adj inflation) (Rs. crs) 15919 478121 7.04% 


No. of listed companies 1125 8593 4.15% 


Capital per listed Co. (Nominal) (Rs. lakhs) 25 693 6.89% 


Capital per listed co. (adj Infl) (Rs. lakhs) 407 693 1.07% 


Market Value per listed co. (Nominal) (Rs. lakhs) 86 5564 8.69% 


Market Value per listed co. (adj inflation) (Rs. lakhs) 1415 5564 2.78% 


 
The number of listed companies is up eight times in 50 years. Inflation adjusted for these fifty 
years, the capital raised is up 13 times while the market capitalisation is up a good 30 times.  
 
Isn't it a sign that I have done very well over these years serving corporates that hope to raise 
capital for their businesses as well as investors who invest in these companies? 
 
Of course, in the interim period, most of the originally listed stocks have all disappeared, but the 
fact that investors who managed to pick the survivors every time would have made 8.69% per 
annum return or 2.78% inflation adjusted return.  
 
That's not much, you would say? Well, if you had invested Rs1,000 in 1946 it would have been 
Rs65,000 after fifty years. But Rs1,000 fifty years back is not equal to Rs1,000 today. In fact, what 
Rs1,000 was worth fifty years back would be worth Rs16,000 today. Even then, it would have 
quadrupled. 
 
Can you think of any other way you could have done this over the last fifty years when this country 
saw an average inflation of 6%? Apart from the last ten years, India ever since Independence 
followed a socialistic path that stunted my prosperity.  
 
True that there is no guarantee that any institution that has survived for over 200 years will 
necessarily survive the next 200. After all, even the great civilisations that we read about in our 
history books came to an end. Why else would they be in a history book? J 
 
But I have been changing. Derivatives are another way that will help me to serve my purpose 
better. It has worked in stock markets across. Mind you, it is nothing new here too. We used to 
have 'Joota' and 'Phatak' here. 
 
What has changed is that there is a lot more science now. Black & Scholes worked out a formula 
for pricing 'options' that is complex sure but in the world of technology you have calculators that 
just fetch the price for you. 
 
After all, I did exist before people knew 'P/E' and I existed before people discovered 'PEG' too. How 
long has it been since Ben Graham worked out a classic style of investing or a Phil Fisher evolved 
his own style of investing?  
 
These are all examples of investors evolving to make better investing decisions that help them 
create wealth for themselves on a consistent basis.  
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 We all need to evolve. I am changing for the better. Earlier, investors had to invest and manage 
the uncertainty of their investments in the same place. Spotting the dilemma of the investor, 
speculators came up. Initially, it was a symbiotic relationship till the balance broke. Obviously, with 
little at stake compared to an investor, the speculator made merry.  
 
 The investors scurried for cover. But when the investors started disappearing, without them the 
speculators had to feed on each other and thus their race started dwindling. After all, the investors 
who were the very basis of their existence disappeared. L 
 
They offered to move to the neighbouring compound in order to allow the investors to thrive and 
thus was born the derivatives market. In case you are wondering who does the balancing act now, 
well they are called arbitrageurs. 
 
I am evolving! Are you? If you have no intentions, please don't wail either. Just pack your bags and 
don't waste my time. 
 
You are keen to evolve? I am very happy and you are my friend. Come let us prosper together.  
 
I rest my case. 


 


Article 2: Janus faced volatility   
(Understanding how investors and traders come to terms with volatility.) 


 
 


 
 
Here is the essence of the wisdom that we have picked up along our journey to this stage.  
 
Stock prices are predictable with larger degree of certainty in the long term  
 
Traders attempt to profit from 'sentiment' and investors profit from the 'fundamentals' of the 
business 
 
Hence 'trading' and 'investing' need diametrically opposite approaches, attitudes and horizons  
 
Let us begin the next leg of our journey by answering a simple question.  
 
As an investor, which stock would you rather own?  


●     Stock ABC Ltd. that goes up 100% in year 1, declines 40% in year 2, gains 100% in year 
3 and drops 50% in year 4.  
 
 


●     Stock XYZ Ltd. that advances 5% in year 1, rises 5% in year 2, gains 5% in year 3 and 
increases another 5% in year 4. 


Doesn't ABC Ltd. seem the right stock to invest? After all, a simplistic calculation of average 
returns every year for ABC Ltd works out to 27.5% (200% minus 90% divided by 4). Where as 
for XYZ Ltd. the average annual returns works out to 5%.  
 
Most of us who wish to be investors make these simplistic calculations and decisions to chase 
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big winners at times without realizing that there is a big risk we take as investors.  
 
Let us assume we invest Rs100 in ABC Ltd. After year 1, the investment goes up to Rs 200. In 
year 2, it will drop to Rs120 (declines 40%). Year 3 is a good year and the investment grows 
to Rs 240 (gains 100%). In year 4, the investment in ABC Ltd is worth Rs120 (50% in year 4).  
 
Imagine, you invested Rs 100 in XYZ Ltd. Year 1, it would be worth Rs105. Year 2- Rs110.25, 
year 3-Rs115.75 and at the end of year 4, you would have made Rs121.5. This way you 
actually end up making more money than ABC Ltd.  
 
Would it change if you were a trader?  
 
Obviously, yes! Imagine buying ABC Ltd for Rs100 and selling at Rs200 in year 1. Selling short 
Rs200 worth of ABC in year 2 to make a cool profit of Rs80 (a decline of 40% on Rs200). Then 
in year 3, buy Rs 280 worth of ABC Ltd and sell it to realize Rs560. Short ABC Ltd in year 4 to 
make a profit of Rs280. Wow, a cool profit of Rs740.  
 
Whereas in XYZ Ltd, you as a trader would have still made a profit of Rs21.5 L  
 


The learning: Volatility in stock prices presents an opportunity to a trader whereas it is a 
threat to an investor. Another fact that demonstrates that trading and investing are poles 
apart. 


 
A short break in our journey to spare a moment understanding how the investor grapples with 
the threat of volatility. Of course, stretching the horizon of investment helps an investor turn a 
blind eye to market storms.  
 
 There are three active ways of handling volatility. Asset allocation or in other words the way 
you distribute your wealth between stocks, real estate, gold,fixed income securities (like bonds,
deposits) and cash. Portfolio diversification helps handle risk too. Steady investing or spreading 
investments over a longer time frame is another way of smooth sailing in turbulent market 
waters.  
 
Time now to prepare a ground to move on?  
 
You are new to the market. You are standing at a junction. You now have these options.  
 
At the primary level, you can either be a trader or an investor.  
 
At the secondary level, you can pick between a stock like ABC Ltd or XYZ Ltd.  
 
Earlier, we have worked out that, as a trader you could have a maximum profit of Rs740 if you 
were trading ABC Ltd. If you were trading XYZ Ltd., you would have earned Rs21.50.  
 
Alternatively, as an investor you would have raked in profits of Rs20 in ABC Ltd and Rs21.5 in 
XYZ Ltd.  
 
We have represented the profits as a matrix below.  
 
 


 ABC Ltd. XYZ Ltd.


Investor 20 21.5


Trader 740 21.5
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Clearly, the maximum profit of Rs740 trading in a volatile stock like ABC Ltd stands out as the 
best option. Most new comers to the market make these mental calculations and jump at the 
option of being a trader in ABC Ltd. J  
 
 Is it the right choice? 
 
As Alice would ask `Would you tell me which road leads out of the wood?'  
 
The cardinal mistake most newcomers to the market make is that they assume they are taking 
the risks of an investor in XYZ Ltd. when they trade in ABC Ltd. in search of the maximum 
returns. However, we are all a lot more knowledgeable now.  
 
We know how the Janus faced volatility means two different things to the investor and the 
trader. We also learnt at the beginning of the journey that unpredictable sentiment rules stock 
prices in the short run whereas predictable business earnings dictates prices in the long run. 
 
Many of you would have already resolved the dilemma. Next time we shall address this in 
greater detail. 


 


Article 3: My sojourns above 4000   
(FIIs, blasts, bull, crashes, MFs... the market's memoirs of its journey beyond 4K. Are there si... )


Manmohan Singh opened the gate, Big Bull did the rest  
 


The first large-scale bull market witnessed on the Indian bourses was single-handedly 
masterminded by the Big Bull. Manmohan Singh set the agenda for opening up the economy 
after India barely managed to hold out on a balance of payment crisis. The new open 
economy provided great potential for businesses and the stock markets rejoiced. The big bull 
ended up being a messiah of the stock market. He took the market to dizzy heights, levels at 
which the valuations were discounting the next three years? earnings! In the run-up to its high 
of 4467, the Sensex appreciated 109.5% in just three months. The bubble had to burst and it 
did, with the break-out of the scam. Nobody had bothered to query the Big Bull?s source of 
money! Until an intrepid journalist discovered that he was siphoning money from the 
banking system! The rest is history.


April 22, 1992: Sensex gains 109.5% 


 


Top 5 % gain Bottom 5 % gain


ICICI 271.40 Tata Power 29.20


Tata Chem 238.80 Novartis 46.70


Castrol 190.80 Glaxo 51.00


Reliance 190.00 Colgate 58.80


BSES 175.20M Guj Ambuja 61.50
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(Gains/losses for quarter leading to the date)


12th September 1994: After more than two years I broke my record to touch 4643


 


FIIs rush in where angels fear to tread 
 
The country?s stock markets saw a new breed of animal grazing in its fields ?the 
Foreign Institutional Investor (FII, 3 letters that struck awe!) The FIIs rushed in herd-like 
fashion, confident of taking on the Indian Investor still reeling under the aftermath of the 
great scam. How mistaken they were. Smelling them coming from a mile away, the great 
Indian Investors sheared the whole field and sold it to them at a premium! 


 


The rise and fall of mutual funds in India 
 
The period witnessed mutual funds coming of age in India with private players entering the field 
and the biggest FII ?Morgan Stanley setting up its close-ended fund. The units of this scheme 
were so sought after that people were willing to pay Rs17 for a unit of face value Rs10 at 
market levels of 4000! Subsequently, the mutual fund industry saw a setback and has managed 
to regain currency only in the last one year.


 


Vultures prospered? 
 
The huge inflows of funds from FIIs inspired a lot of companies to raise fresh equity capital. 
While the better ones raised capital at exorbitant premia through the GDR route, others did it in 
the domestic market. Meanwhile, many more created companies to make money for 
themselves! The investment bankers and merchant bankers (two species of vultures 
distinguished from the other by the presence of neck-tie) thrived as they tirelessly pulled IPOs out 
of their hats, (not a mandatory garment) exploiting the free price regime for public issues! In 
the end, there was so much fresh paper available that supply far exceeded demand and the 
fairy tale ended.


12th Sept 1994: Sensex gains 11.7% 
 
 


Top 5 % gain Bottom 5 % gain


Novartis 48.30 SBI 11.80 


M&M 36.50 Infosys 26.20


Hindalco 33.70 HPCL 06.60 


Gujarat Ambuja 28.50 Tata Power 05.40 


BHEL 30.30 HLL 04.10
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(Gains/losses for quarter leading to the date)


6th August 1997: I could only manage 4605


 


Chidambaram?s dream budget brings in more cheer 
 
The economy had been under a credit squeeze as the incumbent Government in ?94 raised 
interest rates to tackle inflation. Then came Deve Gowda and Chidambaram who unveiled the 
dream budget on 28th February 1997 that ushered in fiscal reforms, relaxation of direct tax rates, 
et al. This budget unleashed the animal spirits of the economy and the market responded with 
a spirited rally.


 


FIIs, FIs, Locals and everybody alike united  
 
The rally this time around gained the support of all and sundry. Everybody believed in the 
dreams portrayed by Chidambaram. The corporates? bottom lines also swelled because of 
a significant drop in tax rates. This overwhelming bullishness led to a secular uptrend all the 
way past 4000. However, as the market approached its all-time high, many of the smarter 
ones woke from the reverie and realised that the dream still remained a dream. Reality caught 
up with the market and it was just a matter of time before collective bullishness reversed?


 


6th August 1997: Sensex gains 19.6% 
 
 


Top 5 % gain Bottom 5 % gain


Castrol 81.30 Indian Hotels 08.60


Infosys 61.10 BSES 01.80


ICICI 61.70 TELCO 5.11


Glaxo 47.00 Bajaj Auto 05.20


HLL 44.50 Tata Power 03.10


 


(Gains/losses for quarter leading to the date)


13th July 1999: I did it! I hit 4678!


 


Asian crisis, Pokhran blasts, political uncertainty?Give me a break 
 
The intervening period between 1997 and now has been the most tumultuous period in the 
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history of this country. A bloating Government fiscal deficit made it impossible for 
additional Government spending to boost the economy. Private investment was not very 
forthcoming in infrastructure due to lack of clarity on the policy front. The Asian tigers in 
the meantime got reduced to domestic cats. A combination of all these factors stifled 
domestic economic growth and choked Indian corporates. To add to these woes, demand failed 
to catch up with excess capacities created during the early nineties. UTI was on the brink 
of collapse, raising the spectre of a complete financial system failure. The new BJP 
government proved completely inept at handling this crisis. As a result, the stock markets 
crashed to all time low in December ?98, with erstwhile blue chips trading below book value and 
a majority trading below their face value.


 


How low can low get  
 
The dismal state of the economy had forced fresh capital allocations to enter Software, Pharma 
and FMCG stocks as they stood insulated from the vagaries of the economy. In December ?98, a 
lot of frustrated investors dumped economy-linked stocks to switch to these fancied sectors. 
This shift not only gave the market a much-needed fillip, but also created a gross 
imbalance between valuations for the Software, Pharma, FMCG sectors and the economy-
sensitive sectors. The cyclicals and commodity stocks started trading at ridiculously low valuations.


 


Enter FIIs, flush with funds 
 
The BJP Government unveiled a better budget. In the meantime, the Indian corporate houses 
that were reeling under the duress of recession reworked and restructured their businesses 
by getting out of unviable businesses. Cost-cutting exercises assumed tremendous importance 
as the companies battled to survive. The Asian economies had recovered too, boosting 
commodity prices. The cheap prices attracted FIIs who were flush with funds. Market 
sentiment deteriorated after the fall of BJP government and it gave the FIIs a great opportunity 
to buy. Ever since, the market has never looked back, although the local sentiment is still 
bearish! Hence, the locals have largely been bystanders, as the market whizzed past them to 
touch an all time high at 4678. For once, the FIIs had the upper hand.


13th July 1999: Sensex gains 26.3% 
 
 


Top 5 % gain Bottom 5 % gain


Grasim 178.00 Glaxo 07.50


ICICI 121.60 Bajaj Auto 07.80


TISCO 90.60 Castrol 03.10


TELCO 97.90 Nestle 03.10


Hindalco 100.10 BSES 08.80


 


(Gains/losses for quarter leading to the date)
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Looking back


 


The market has come a long way 
 
Compared to the market in 1992, today?s market is far more transparent, much more liquid, 
and more efficient. Unlike in the past, dematerialisation of shares has banished the nightmares 
of bad deliveries, forged transfer deeds and duplicate shares. In short, buying and selling of 
shares has become more reliable and hassle free.


Corporates have realised the importance of creating shareholder value and the long-term benefits 
it holds for them. A majority of them have mended their ways to adopt stringent accounting 
policies and become more transparent to share holders.


Investors have learned to separate the wheat from the chaff. Today?s investor does not hesitate 
to punish errant corporates. Investors have become more savvy in valuing firms for their 
capital efficiency, growth prospects. They have learned to use various fora like the AGMs and 
the Press to voice their concerns. Intermediaries of the stock market have become more 
service oriented. Brokers, unlike in the past, go out of their way to woo clients and retain them 
with better service in terms of research reports, stock ideas and efficient back-office 
handling. Mutual Funds have polished their investing skills to consistently perform better, in order 
to ensure better collections. Investment bankers have helped corporates restructure to 
unleash shareholder value. The Government and its associated functionaries? @#@# 
dinosaurs. How do we get them to change?


 


Article 4: Indian equities: Generation Next   
(We took a peek into the future. Generation Next, a global market... )


uly 20th 1999, 6:00 am: A dealer in a leading Indian brokerage house wakes up and, even 
before reaching out to switch off his alarm, rushes to look at the closing quote of ?Infy? on 
NASDAQ. One look at the screen and he dashes to call up his client. ?Infy? crashed $25 
yesterday??barely does he finish completing his sentence than pat comes the response: ?Oh 
Shit! Dump 10,000 Infosys on BSE?. 


A new era has begun
Welcome to the new era in Indian stock markets, when stocks listed on a local stock exchange 
trade on another bourse on foreign soil. The trend, which had started with GDRs being issued 
by Indian companies, has culminated in ADRs getting listed on NASDAQ?which has a very high 
retail investor following. Technically, an FII can trade these stocks round the clock! Factoring in 
new information into the stock price by the hour. Of course, it puts the domestic guys at 
a disadvantage, but not for long. 


 


New vistas opened with a mere listing across the globe


 


How does a mere listing across the globe impact the existing scenario? 
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1.  For starters, the company gets compared with a global basket of companies in its sector. In short, 
gone are the days when one could compare Infosys with just NIIT or Satyam; it will now get 
benchmarked with the likes of IBM, Microsoft! 
 


2.  A global listing helps the company to raise capital efficiently and effortlessly. 
 


3.  In an era where it is becoming imperative for companies to locate their operations across the 
globe so as to reach customers globally at the lowest cost and with the best quality, a $ listing 
offers an excellent currency for acquisitions.  
 


4.  Managements will be forced to shape up and accept global best practices.  
 


5.  Indian companies will get an opportunity to establish a global presence, attract the best talent and 
retain them by offering ESOPs in countries of their choice.


  


Flip side 
 


1.  Traders can never sleep! Stocks will effectively be traded round the clock. 
 


2.  Volatility levels will increase as news gets factored in round the clock. 
 


3.  Indian markets will be indirectly exposed to the vagaries of global markets


 


A peek into the future
July 20th 2009: A dealer in a local brokerage house answers a phone to listen to a client ask him 
in Gujarati to look at scrip code BS g012 and buy 1000 shares at market. The dealer punches in 
the code and Microsoft?s (the original one!) name flashes on the screen? 


At the same time, in a tea garden in Assam, a man is staring at the screen of his internet 
broker (you know who), keying in a query: ?Should I buy Infosys or Microsoft?? 
'Infosys', says the broker promptly. 


 


The man executes the order?
Half way across the globe, on a sunny day in Chicago, a floor trader in CBOT futures exchange 
is bidding for September 2009 futures contract of BSE at (hold your breath) 20,000!
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Article 5: Indian elections: marked to market   
(There has to be a strong divide between the markets and the political happenings... )


 
 


 
 
 


This decade has been path breaking for India in many ways. Our country partially opened the 
doors of its economy to start with, and the winds of globalisation swept in to open the doors 
further. Our software talent gained tremendous recognition. Socially too, the country came out 
of its closet. The music channels MTV and Channel V have changed the attitudes of the youth. 
The older folks have kept pace too in their own way. 


On the other hand, the political situation has been fairly volatile. We are having our fourth 
general elections in less than 10 years! (And we were taught in our civics classes that the 
country goes to polls once every five years). New parties have emerged on the political scene 
while the existing ones have split beyond recognition! (Hopefully the limited imagination of 
political parties in finding political symbols will put an upper limit on the number of parties!) The 
country has seen four different prime ministers from three different parties! We decided to 
revisit the elections in this decade, tracking the market movements during the period to catch 
any trends that will give us a better insight into the days ahead of us. 


 


Elections and the Market


 
 


May 1991 
V.P. Singh?s government, that came to power in 1989, wrecked havoc on the country. The Gulf 
war added to our woes. Chandrashekar, who stepped in after toppling V. P. Singh, was no 
better. The ensuing seat wrangling led to the Government being toppled and the country going 
to polls. Rajiv Gandhi was assassinated while campaigning on 21st May 1999. As a result, the 
Congress got swept to power with a marginal majority. 


The country had the combination of an astute politician at the mantle with an economic scholar 
running the affairs of the country. The country had pledged its gold to tide over a balance of 
payment crisis. The IMF and the World Bank insisted on the country embarking on a ?
stabilisation? and ?structural reforms? programme. Manmohan Singh had no choice but to open 
up the economy, inviting foreign capital to meet the growing capital and forex requirements of 
the country. 


Initially, the market was unruffled by the political drama, with the Sensex trading around 1280. 
As the elections approached, the market staged a minor rally to 1360 levels - what everybody 
now refers to as the ?pre-election rally?. The market had reasons to be optimistic, as opinion 
polls indicated that Congress had good prospects of returning to power and anybody could have 
provided better governance than the incumbent government. Of course, what followed after the 
swearing in of Narasimha Rao?s government and Manmohan Singh?s first budget is folklore.
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May 1996 
Though Narasimha Rao?s government managed to complete five years, the last two years were 
bad. The economic policies of the government were viewed as elitist and pro-rich. There was 
dissent within the Congress Party. As a result, the government tried to unleash reforms with a ?
human face? (euphemism for inflation taming). The tightening of credit led to the industrial 
downtrend while the masses still felt alienated from the reform process. A number of regional 
parties emerged, capitalising on the electorate?s disenchantment. 


May 7th 1996: The election process went through smoothly and, for the first time, an election 
commissioner became a hero! However, the outcome was a fragmented mandate. BJP with 162 
seats emerged as the largest party, while Congress got routed. A number of regional parties 
emerged. Janata Dal and the Left parties decided to form the ?National Front?, a third 
alternative. The BJP formed the government under Vajpayee but lost the vote of confidence. The 
Government lasted for a mere 13 days and the National Front assumed power with the passive 
backing of Congress. The politician-statesman combination continued with Deve Gowda and 
Chidambaram. 


The market?s ?pre-election rally? was more pronounced this time around, as it rallied from 3485 
to 3796. The elections were viewed as a big relief by the market. Renewed expectations were 
built up of a new government easing credit and increasing expenditure to boost the economy. 
However, the fragmented mandate dampened the spirits of the market but it never let it show, 
remaining steady at 3800 levels. When Chidambaram became the finance minister, the market 
turned ecstatic as he had played an equally important role in implementing reforms as the 
commerce minister in Narasimha Rao?s government. The market opened the cork and got past 
4000! Bonanza time?a pre-election rally & a post-election rally. Wah! Wah! 


February 1998 
Post-1996, politicians started grappling with the realities of coalition government. The multi-
party government that had been formed consisted of a number of regional parties who felt that 
their aspirations were being sacrificed at the national altar. The Congress played truant too. In 
the end, the country was forced to go to polls again. 


The electorate was frustrated with the performance of its elected representatives. BJP emerged 
stronger from all the political squabbles. BJP outdid its performance in the previous elections 
and got 181 seats, while the Congress did better too. However, the Janata Dal and its allies 
badly lost. The country voted for a national party. The elections were also a pointer to the fact 
that the political parties had to learn to balance between their own regional aspirations and 
national priorities. Electoral forces were ensuring that the political community split as BJP & non-
BJP. After 50 years of Independence, the Congress had finally been sidelined... 


The market was completely disgusted with the happenings on the political front. The market had 
a subdued performance, trading around 3450 levels (back to 1996 levels). The market was tired 
of hoping. However, the poll results had the market completely excited as BJP came to power 
raising hopes of a stable government and hence, stable progressive economic policies. The 
market partied, crossing 4000 within a month of the Government being sworn in. Little did the 
market know of Pokhran and the ?Jaya? bomb awaiting it! The post-elections rally more than 
made up for the pre-election rally that did not happen. 


September 1999?  
The selfish interests of most politicians are still in conflict. Hence, there are too many parties 
fighting the polls. The Congress has split too with frontline leader Sharad Pawar going on his 
own. The National Democratic Alliance formed by BJP and its allies seem to be in a stronger 
position. However, a vote swing against the ruling government might upset the results. 
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Congress is running an aggressive campaign, hitting hard at BJP rather than issues, in order to 
capitalise on this anti-incumbency factor. Are we headed for a hung parliament again?! 


The market has been busy chanting the economic recovery and corporate recovery themes, 
turning a blind eye to the elections. However, the looming elections are giving many investors 
the jitters. If this week?s market declines were to continue, then for the first time we might 
have a pre-election sell off! However, the saving grace is that both BJP and the Congress speak 
the same language when it comes to reforms. In fact, BJP seems to have taken a more 
aggressive stance on the reform process. The adverse market conditions forced the Indian 
corporates to restructure and shape up in order to survive, leave alone do well. 


Will the Indian electorate teach the political parties a lesson by punishing contestants who have 
not worked either for their constituencies or in the interests of the nation? That is without doubt 
- the electorate has cast its vote well in the past, throwing out one incumbent government after 
another, only to find the next government equally ineffectual if not incompetent. That is about 
as strong a message as the one that the stock market has made over the past 4-5 years - 
rewarding companies with good practices and trashing the bad ones. The issue is: when will the 
elected leaders do their duty to the nation by governing responsibly? The answer to this 
unfortunately lies in the realm of the unknown. 


As of now, the economy has displayed some stirrings of life and the environment is conducive 
enough for it to perhaps trundle along at a faster pace, going forward. We are clearly on a 
cyclical uptrend at this point of time. But can we enjoy the kind of bull run that we have seen in 
the US over the past 7-8 years? Without an enlightened government, that will remain a fantasy. 
The current revival in the markets will reflect just another cyclical upturn in the economy that 
can last for two years; and the market will retreat as and when the economic cycle reverses. 
Hopefully, somebody will knock wisdom into the heads of our politicians before it gets too late. 


 


Article 6: A costly game  
(Numerous people are trading in shares of companies and to take part in this hugely 


popular game... )


 
 


 
 
 
There is a very costly game that a large number of people are indulging in these days. The 
game involves trading in shares of companies. This popular sport has logged in an aggregate 
turnover (Bombay Stock Exchange + National Stock Exchange) of Rs10,70,000cr during the 
period April-September. 
 
The ten most popular stocks that game participants are trading in include worthies such as 
Himachal Futuristic, Satyam Computer and Zee Telefilms. Together these three hog as much as 
75% of the stock market's version of television rating points (TRPs). 


 
 


HFCL steals the thunder 
However, the stock that steals the thunder with 15 TRPs is the 'born again' telecom-cum-
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software-cum-entertainment company, HFCL. This all-rolled-in-one ICE heavyweight has 
recorded a trading volume of Rs148,209cr during the April-September period this year. 


 
 


Game participants love it 
At today's closing price the market capitalisation of the company is Rs12,000cr. This makes 
HFCL among the 10 most valuable companies in the country. Maybe a place in the Sensex 
beckons! Game participants (investors, traders and what have you!) eager to own a share of 
this ICE heavyweight have turned the company over a dozen times in the past six months (that 
is Rs148,209cr worth of HFCL shares have changed hands during the period as against a market 
capitalisation of Rs12,000cr) 


 
 


But they don't want a long term relationship
HFCL is expected to report a profit in the region of over Rs250cr this year, a growth of over 
150% year on year. In the ICE age it is only understandable that every market participant 
worth his salt wants to own a two-bit share of this company. However, data indicate nobody 
really wants to own this company for too long. HFCL has been bought and sold lock, stock and 
barrel a dozen times over. Wonder why nobody wants to hold on to this ICE maiden for very 
long! 
 
So, how much does a player pay to take part in this hugely popular game where the prize 
appears to be not a long lasting relationship with great stocks but a one-night stand? 


 
 


Well, any game involves some costs
In this case, it is the brokerage that the game participants incur while buying and selling shares 
of a company. Let's assume that the participants in this game pay a brokerage of 0.1% every 
time they trade (and that is a pretty realistic estimate of brokerage rates prevailing in the 
country!). That throws up a figure of Rs148cr! 


 
 


It takes two to tango
Now remember that in this game there has to be a seller and a buyer. It takes two to tango 
after all. Hence, the total fees paid by buyers and sellers in this game amounts to Rs296cr. And 
this is the cost of the game for six months. If this blockbuster continues to play all over gaming 
rooms in the country for another six months the game participants would have shelled out a rich 
sum of Rs600cr! 
 
All of this in an effort to take control of a company that will generate a net profit of just Rs250cr 
this year! Do they know something we don't or have they forgotten to do the arithmetic? 


 


file:///F|/equitieslesson2.htm (14 of 69) [12/21/2009 8:21:28 PM]







Chapter 1


Article 7: The dear, dear stock market   
(Ever paid a 20% tip? Read on to discover how much you 'spend' on your brokers...) 


Remember that costly game?
The one in which you (and zillions of other market participants) offer to pay your 
broker, by way of transaction costs (brokerage), twice the amount of profit that 
a company (HFCL) will report.  
 
Well, one of our readers took offence to that story and wanted to highlight that it was not only 
HFCL that was prone to this kind of misplaced arithmetic by 'investors'.  
 
Gentle reader, we agree with you. We used HFCL as the flag bearer for our story only because 
it topped the charts in terms of trading volumes. This flawed arithmetic is not a malaise that 
affects HFCL alone. It affects the market as a whole. Step back in time and take a look at the 
words with which we started our story.  
 
 
 "There is a very costly game that a large number of people are indulging in these days. The 
game involves trading in shares of companies. This popular sport has logged in an 
aggregate turnover (Bombay Stock Exchange + National Stock Exchange) of Rs10,70,000cr 
during the period April-September 2000."


 
 


It is not about the Rs600cr that investors will shell out of their pockets while trying to shuffle 
the cards (HFCL shares) even while the company itself will report profits of only Rs250cr. It is 
about the Rs2,140cr that investors have shelled out of their pockets during the 6-month 
period ended September 2000. Mind you, this is a conservative estimate, calculated on the basis 
of a 0.01% brokerage charge on turnover; that amounts to Rs1,070cr and since brokerage will 
be payable both by the seller and the buyer, the total bill tots up to Rs2,140cr. Extrapolating 
this number, investors would shell out a sum total of Rs4,400cr during this financial year. 


 
 


Investors dole out about 16-18% of their companies' profits in trading
The combined market cap of all stocks listed at the BSE is estimated at Rs6,20,000cr (Oct 23, 
200). Let's use that number as the benchmark for capitalisation for all stocks in the country, as 
the number of companies not listed at the BSE is quite low.  
 
The Sensex, which accounts for nearly 45% of the total market capitalisation, trades at a P/E 
of 18.5x FY2000 earnings. Let us treat this number as being an accurate representation of the P/
E for the whole market. That means that the companies that make up the total market would have 
a combined profit of between Rs33,000cr.  
 
 So investors as a body are doling out almost 13.5% of the profits that their companies will earn 
this year. And this number will climb higher when you account for the fact that we have not 
included transaction costs incurred by people trading at the Calcutta Stock Exchange, Delhi 
Stock Exchange and even the Nasdaq, NYSE, Luxembourg and London stock exchanges 
(where Indian GDRs and ADRs trade). Take all of that into account and transaction costs would 
rise as high as maybe 16-18% of all the profits generated by these companies.  
 
So there you have it - investors as a whole are doling out as much as 16-18% of all 
profits generated by their companies as they go about tossing shares at stock 
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exchanges all over the world. 


 
 


Do you think that is a good idea or even wise?
You tell us. Mind you, this is not just an Indian phenomenon. This is a global phenomenon. Listen 
to what renowned investor Warren Buffet has to say on this subject in an extract from a 
Fortune article published in 1999. 
 
 
"Bear in mind - this is a critical fact often ignored - that investors as a whole cannot get 
anything out of their businesses except what the businesses earn. Sure, you and I can sell 
each other stocks at higher and higher prices. Let's say the FORTUNE-500 was just one business 
and that the people in this room each owned a piece of it. In that case, we could sit here and 
sell each other pieces at ever-ascending prices. You personally might outsmart the next fellow 
by buying low and selling high. But no money would leave the game when that happened: 
You'd simply take out what he put in. Meanwhile, the experience of the group wouldn't have 
been affected a whit, because its fate would still be tied to profits. The absolute most that 
the owners of a business, in aggregate, can get out of it in the end - between now and 
Judgment Day - is what that business earns over time.  
 
"And there's still another major qualification to be considered. If you and I were trading pieces 
of our business in this room, we could escape transactional costs because there would be no 
brokers around to take a bite out of every trade we made. But in the real world, investors have 
a habit of wanting to change chairs, or of at least getting advice as to whether they should, and 
that costs money - big money. The expenses they bear - I call them frictional costs - are for a 
wide range of items. There's the market maker's spread, and commissions, and sales loads, and 
12b-1 fees, and management fees, and custodial fees, and wrap fees, and even subscriptions 
to financial publications. And don't brush these expenses off as irrelevancies. If you were 
evaluating a piece of investment real estate, would you not deduct management costs in 
figuring your return? Yes, of course - and in exactly the same way, stock market investors who 
are figuring their returns must face up to the frictional costs they bear.  
 
"And what do they come to? My estimate is that investors in American stocks pay out well over 
$100 billion a year - say, $130 billion - to move around on those chairs or to buy advice as 
to whether they should! Perhaps $100 billion of that relates to the FORTUNE-500. In other 
words, investors are dissipating almost a third of everything that the FORTUNE-500 is earning 
for them - that $334 billion in 1998 - by handing it over to various types of chair-changing and 
chair-advisory `helpers'. And when that handoff is completed, the investors who own the 500 
are reaping less than a $250 billion return on their $10 trillion investment. In my view, that's 
slim pickings.  
 
"Perhaps by now you're mentally quarreling with my estimate that $100 billion flows to 
those `helpers'. How do they charge thee? Let me count the ways. Start with transaction 
costs, including commissions, the market maker's take, and the spread on underwritten 
offerings: With double counting stripped out, there will this year be at least 350 billion shares 
of stock traded in the U.S., and I would estimate that the transaction cost per share for each side 
- that is, for both the buyer and the seller - will average 6 cents. That adds up to $42 billion.  
 
"Move on to the additional costs: hefty charges for little guys who have wrap accounts; 
management fees for big guys; and, looming very large, a raft of expenses for the holders 
of domestic equity mutual funds. These funds now have assets of about $3.5 trillion, and you 
have to conclude that the annual cost of these to their investors - counting management fees, 
sales loads, 12b-1 fees, general operating costs - runs to at least 1%, or $35 billion.  
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"And none of the damage I've so far described counts the commissions and spreads on options 
and futures, or the costs borne by holders of variable annuities, or the myriad other charges that 
the `helpers' manage to think up. In short, $100 billion of frictional costs for the owners of 
the FORTUNE-500 - which is 1% of the 500's market value - looks to me not only highly 
defensible as an estimate, but quite possibly on the low side.  
 
"It also looks like a horrendous cost. I heard once about a cartoon in which a news 
commentator says, `There was no trading on the New York Stock Exchange today. Everyone 
was happy with what they owned.' Well, if that were really the case, investors would every 
year keep around $130 billion in their pockets." 


 
 


Words to chew on, no doubt!  
 
By the way, in our estimate, we did not include the fees charged by mutual funds to their 
investors, which is another transaction cost! If you take that into account, the number is likely 
to climb even further - in excess of 20% all profits!  
 
A costly game indeed! 


 


Article 8: Voting for stocks   
(Does the stock market really separate the wheat from the chaff? )


All voting is a sort of gaming, like checkers or backgammon, with a slight moral tinge to it, a 
playing with right and wrong.  
                                                                 - Henry David Thoreau  
 
Voters Take Their Turn After Marathon Campaign  
                          - 7/11/2000 Reuters report on US 2000 elections  
 
 We have all cast votes in some election or the other. It could be an election to elect our 
class representative in school or an election to elect the MP of our constituency. Many of our 
votes made candidates win. Nevertheless, have you ever wished sometimes that if only you 
had another chance, maybe you would have voted for another candidate who would have 
done better. Or do you sometimes feel let down by the person you cast your vote for?  
 
Now, imagine a situation where you could cast your vote during the entire tenure of a 
government on an ongoing basis, say every month? a general election every month! If this were 
to be true, how would things change?  
 
 Since all of us have certain expectations from the candidates we cast our vote for, the 
ongoing elections will give us an opportunity to vote 'out' a candidate who does not 
meet expectations or shall we say fulfil the mandate1 and vote 'in' candidates who have a 
better chance of doing well. In other words, over a period, we will be able to weigh the 
candidates collectively, thereby recognising their true abilities to deliver on their promises to 
meet our expectations.  
 
 As a result of this ongoing collective action, the candidate/ party that comes to power cannot 
take the mandate for granted. After all, if they do not fulfil the aspirations of the electorate 
that voted them in, they will soon be voted out of power! Hence, the steady state situation is 
that, at any given time, representatives who are best suited to meet the expectations of the 
people at large will be in power. 
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Another supreme democratic institution - the stock market! 
The electorate here is the shareholder. The management of the company has the mandate 
to maximise the electorate's wealth. 'Wealth' - that is the operative word in this institution. 
Unlike the government where its actions help a country progress, and ensure the well being of all 
its citizens. The shareholder here parts with his 'capital' when he casts his vote to support a 
business that he expects will in the end grow his capital!  
 
 Since there is wealth involved and the electorate's capital is at stake, his vote comes in the form 
of a 'price' he is willing to buy. A price that ensures maximisation of his returns on his capital! 
Unlike a once-in-four-or-five-years general election, the stock market provides the shareholders 
an opportunity to cast their vote every second, every trading day. An opportunity to price 
the businesses in terms of their ability to maximise wealth for them.  
 
Often bad businesses just get voted out of the market too! The collective action of 
these shareholders ensures that the businesses reflect their relative abilities to create wealth 
for their shareholders.  
 
Of course, one can infer at this stage that as the participants in the stock market increase to 
cover the larger part of the population, there will be convergence (since the word has become 
so popular) of what is good for the consumer and what is good for the shareholder. Anyway, that 
is a different story! 


 
 


The stock market: voting machine or weighing machine?
"In the short run, the market is a voting machine - reflecting a voter-registration test that 
requires only money, not intelligence or emotional stability - but in the long run, the market is 
a weighing machine."  
                                                                              - Benjamin Graham  
 
But does the market really end up being a 'weighing machine' in the long run? Between 
November 1999 and February 2000, any software stock you touched turned into gold. Let's take 
the instances of Infosys, the established leader, and Silverline Technologies, the desperate 
wannabe-Infosys. In November 1999, Silverline appreciated by 63% while Infosys appreciated 
by just 39%. The markets in their frenzy were bidding up Silverline expecting it to outshine 
Infosys. But did it mean that it actually did?  
 
Nope. The market realised its folly very soon, which is why between 1st December 1999 and 
30th November 2000, Infosys appreciated by 57% and Silverline declined by 46%.  
 
Why did this happen? 


 
 


A temporary madness
Take a look at the big picture for these two stocks?  
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In order to even out the fluctuations caused by the daily voting pattern of the market, we 
have taken the simple average of prices over the 30-day and 100-day period. Notice 
some correlation between the average prices and the profit growth of these two companies?  
 
 


 
The growth in profits has dictated price movements or shall we say the market has recognised 
the stocks for their individual merits.  
 
Despite the fact that Silverline is in a high growth sector and has the advantage of being small 
sized, the company has compounded profits at 63% p.a. whereas Infosys has compounded profits 
at twice the rate (126% p.a.). By now, you know enough of compounding to work out what 
this differential can do over even a short period of three years.  
 
Hallelujah! Praise the stock market. It has it all figured out in the long run. It does get carried 
away sometimes but never fails to recognise its mistake and get back on course.  
 
In a very simplistic manner, we found for ourselves how the moving average prices over a 
period track the change in the underlying profits. Every participant casts a vote in the stock 
market every time they trade. There are a few people who keep polling everyday while there are 
the others who step in whenever they spot a distortion in the long-term trend of the business 
that provides an opportunity to make some big profits. Of course, many of you know these 
two categories of participants as 'traders' and 'investors'.  
 
Next time, we will understand these people a lot better. We will also understand why it is 
important to have more number of people and more number of shares to be traded in order to 
make the stock market an effective institution.  
 
1.Mandate: an authorisation to act given to a representative 


 


Article 9: Blame it on the big bad wolf?  
(Small investors have themselves to blame more than the speculators )


Speculators prey on the small investor, or do they?
Speculation. The word has a dirty twang to it. The speculator is bad. The small investor is good. 
Or so we are told everyday. The speculator is the Big Bad Wolf who preys on the Little Red 
Riding Hoods (read small investors) in the stock market jungle.  
 
This is popular perception.  
 
What surprises me after all these years of hearing this litany of complaints against the speculator 
is the ease with which the little ladies continue to enter and stay in the financial jungle. 
Actually, referring to the Little Red Riding Hoods as "small investors" might itself be misplaced. 
The term 'small speculators' might describe them better. 
 
Look at the reality - less than 10% of the traded volumes are settled by way of delivery 
and institutions account a significant proportion of such trades. In other words, even small 
investors are up to their neck in speculation.  
 
 Unfortunately, Little Red Riding Hood does not seem to realise that it is not the Big Bad Wolf that 
is responsible for her problems. She is playing the game all wrong. And it takes some 
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basic arithmetic to figure out the error of her ways.  
 
There must be some traces or scent that the little lady leaves behind in the financial jungle. After 
all, she is in the market already. Let's do the arithmetic behind the tr(e)ading pattern of the lady.  
 
 For that we need some numbers, some averages. But we need not look far. The average 
trade value should be a good indicator of the appetite of the little lady (not the wolf). Based on 
last Thursday's data (and you can do this math based on the day's trade data published in any 
of the business papers) the average trade value of some leading stocks is as follows: Satyam 
- Rs1.13 lac, Zee - Rs0.75 lac, Infosys - Rs.1.28 lac and HFCL - Rs1.6 lac.  
 
Given that institutions trade in bigger ticket sizes, it is likely that the average value of the 
trades done by our little lady is even lower than average. So how much money does the little 
lady bring to the table? If we presume an average margin of 30%, then the capital that she brings 
to the table could be anywhere between Rs30, 000 and Rs50,000.  
 
Okay, that sounds small! But what happens when our little lady trades on this size (ie Rs50,000) 
of capital every day. Again apply an average brokerage charge of 0.1% and presume that the 
little lady trades her entire capital every trading day. She would incur a cost of Rs38,400 over 
the period of a year (240 trading days). In other words, she would start to break even only 
when she begins to earn 78% on her capital.  
 
She starts making money after that. My advice to the Little Red Riding Hoods of the world: it's 
not that the world is biased against you and is in favour of the Big Bad Wolf. You are playing 
the game all wrong in the first place. 


 


Article 10: Red Riding Hood: Be patient   
(If you must speculate then so be it, but you must have a plan. Otherwise...) 


Research done on the usage of finance websites by the denizens of the Internet suggests that 
most visit the sites for just one reason, stock prices!  
 
Writing on Sharekhan we do often wonder whether the message that we are trying to send out 
is actually being heard. Or does it just lie there as some moralistic advice delivered from a 
high pedestal with no practical value? The last thing we would like the Sharekhan School to be is 
a textbook. A textbook that is considered to be full of theory and divorced from reality. That is of 
no practical value to the investor or to the speculator for that matter. The Sharekhan School is 
the collection of our experiences and learning. And we have not stopped learning, neither 
should you.  
 
So much for that emotional outburst! What, you may wonder, has led to such an outpouring on 
my part.  
 
 Well, it has to do with the response that an earlier piece Blame It on the Big Bad Wolf? 
generated. In it I had argued that the reality of the market is that the small investor is actually 
a small speculator. Neither is she Little Red Riding Hood nor is the Big Bad Wolf (read 
Operators, Speculator) to blame for her woes. Little Red Riding Hood loses because she plays 
the game wrong in the first place.  
 
This led a Sheru, mhsmony, to state as follows:  
 
 
I quite agree with your statement that we play wrong game first time. But considering the stop 
loss, say, @3% how can one risk more than that? Should you conclude that this is not our cup of 
tea for small player and avoid the same? Could you suggest the no of trades and volume which 
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will go a long way in helping the small investor? The article will be complete only then. Please 
advise mhsmony@yahoo.com Thanks and regards 


 
 


Yes, the reality is that there are a large number of speculators out there. I am not 
against speculation. Nor am I against trading. But there must be method in this 
madness. Particularly so because trading is a risky business to begin with -- one that is more 
often than not played with borrowed money (that is what trading on margin amounts to). It is 
a game in which the impact of transaction costs is often underestimated and worse still, ignored.  
 
 The truth is that it does not matter whether you are a small speculator or a large speculator -- 
the arithmetic as I presented it in the earlier piece is the same for both (I'm surprised none of 
you pointed that out)! The bottom line of my point is that if you want to make money by 
trading, then you must realise that the key to your profitability is your "transaction cost" or in 
other words, the brokerage and other costs that you incur when you transact.  
 
The transaction cost eats into your trading profits and of course if you make only losses, then 
the transaction cost only adds to your losses. Unfortunately, it is this cost which more often than 
not is the cause for ruin for most speculators. That and the reluctance to follow the golden rule 
of trading: "Cut your losses, let your profits run".  
 
Success in trading rests on two issues: (1) your ability to follow this golden rule and (2) 
the transaction cost that you incur. And transaction costs are a function of the cost that you 
incur per trade multiplied by the number of trades that you do.  
 
Let us assume that you are able to follow the golden rule to the T and are also able to get the 
best possible deal on brokerage (per trade transaction cost). The only other variable that comes 
into play then is the number of trades you execute. The Big Bad Wolf in other words, ladies 
and gentleman, is trading more frequently than is justified.  
 
By trading everyday, as Little Red Riding Hood did in our fable, you are acting against your 
interests. You are allowing yourself to fall victim to the Big Bad Wolf because you have 
set yourself an impossible target -- that you will break even only after you have 
made 78% -- in the first place. Talk about losing the battle even before it has begun!  
 
My dear "mhsmony", unfortunately, I cannot offer a solution to your problem. It is not for me to 
tell you how many trades should be right. If you are a good enough trader to earn 150% a 
year, then by all means trade everyday. But if you believe you can hope to make only 50% 
before transaction costs, then you must inevitably conclude that you cannot trade everyday. 
In other words, you need to determine how often you will trade based on how much you believe 
you can earn.  
 
To trade more would be foolish. I have worked out a range of per trade costs and number 
of transactions in the table below, which will enable you to set the benchmarks. But the choice 
of what is right for you is a personal decision that you must make. I can only show you how 
the odds stack up against you.  
 
 


Amount of capital Rs 
1,00,000


Margin 33.33%
Value of trade 
permitted


Rs 
3,00,000


 


 
 


Transaction costs - 
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No of 
trades 


per year


Brokerage rate


0.10% 0.15% 0.20%


50 Rs 
15,000 Rs 22,500 Rs 30,000


100 Rs 
30,000 Rs 45,000 Rs 60,000


200 Rs 
60,000 Rs 90,000 Rs 


1,20,000


300 Rs 
90,000 Rs 1,35,000 Rs 


1,80,000


Value per trade - Rs 3,00,000


 
 
Spend 
a 
minute 
on 
the 
table. 
Infact 
spend 
more 
than a 
minute. 
Do 
you, 
in 


all honesty,. believe that you can make money even after incurring some of the 
huge transaction costs shown in the table?  
I hope this will help you reach an informed decision. I also hope this will sound a warning to the 
die-hard traders amongst you to whom visiting your broker's office or trading over the Internet 
is almost a habit -- much like that morning cuppa.  
 
One last thought before I sign off ?  
 
While I have no statistical evidence, anecdotal evidence suggests that traders, who do not 
trade indiscriminately and instead wait patiently till the opportunity presents itself, tend to do 
better than those who trade compulsively everyday. Being patient and trading only when 
justified appears to improve your chances of making money in the first place. 


 


Article 11: What ticks the stock prices?  
(Who or what send stock prices on their rollercoaster rides? The story so far...) 


The short story vs. the epic 
In the short run, stock prices are dictated more by market sentiment or demand-supply 
mismatches. But in the long run, stock prices value the earnings of the underlying business. 
 
"In the short run, the market is a voting machine - reflecting a voter-registration test that 
requires only money, not intelligence or emotional stability - but in the long run, the market is 
a weighing machine." 
- Benjamin Graham 
 
 If Thomas Alva Edison were a stock market analyst, he would have remarked that short run 
stock prices are determined by 99% sentiment and 1% fundamentals. On the other hand, 
stock prices in the long run are determined by 1% sentiment and 99% fundamentals. 


 
 


The two forces in play 
Since there are two broad tides that influence stock prices, it is logical that the participants in 
the market are broadly split into two categories: 
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1.  Those who try to profit by swimming with the 'sentiment' tide that influences prices in the short 
run. They are popularly known as 'traders'.  


2.  Those who try to benefit from the 'fundamentals' tide that influence prices over the long run. They 
are popularly known as 'investors'. 


By now we know that prices in the long run track earnings per share. Of course, this is a 
fairly obvious conclusion - what else would one pay for? Every shareholder owns a part stake in 
the business and is thereby entitled to a proportionate share in the profits of the business. 


 
 


Traders and investors: spot the differences! 
Now imagine this: Given that stock prices track earnings over longer periods, if every 
participant turned a buyer for the long haul, how would the market subsist? Huh, so what 
happens to the traders? In such a scenario, what would distinguish a trader from an investor? 
 
 A-ha, but that's not all - the plot thickens! What adds the interesting twist to investing in stocks 
is that earnings from a business are uncertain. They depend on many factors, some of which 
affect all businesses like an epidemic while the rest affect individual enterprises at a business 
level . In this manner, the interplay of these influential factors creates diversity of opinion, one 
of the basic requirements for a fair market place. 
 
Traders and investors alike cast their vote every time they buy or sell a particular stock. The 
stock price at every moment in time reflects the resultant of the collective action of the 
market participants at that moment in time. 


 
 


Differing reasons and bases for making a call 
Traders poll in everyday based on their judgement of how information on the 'factors of 
influence' will affect stock earnings and hence prices. After all stock prices are based on 
expectations of uncertain future earnings. As information flows in, the traders poll in to profit 
from short time gaps between reality and expectations. The only factors that keep changing 
often are the factors that influence all stock prices. 
 
 Traders can only hope to maximise profits by trading as many times in the short run that will 
keep fetching them small time profits. Hence, these traders thrive on volatility. 


 
 


Buying based on mismatches in price and value
'Traders' as a class expect to be rewarded by the 'investors' for pricing the short-term factors 
of influence right! After all a trader has a position in a stock, hoping to profit from the short 
term mismatches. In the process, the trader hopes to get rewarded by the investor who helps 
offset the trader's position. 
 
On the other hand, investors buy stocks hoping to benefit from the growth in earnings. Hence 
they respond to factors that influence the trajectory of growth. Hence, the most basic style 
of investing will always be "Growth Investing"!  
 
 However, there is another evolved investing style adapted by investors. There are occasions 
when there are large gaps between the value of a stock and the potential earnings that can 
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accrue to the shareholder in the future. These gaps normally result from misunderstanding 
the business specific factors of influence and correct over a longer period of time. Investors 
poll based on these mismatches too. This style of investing is popularly known as "Value Investing".  
 
Of course, it is a difficult to clearly state who is a 'trader' and who is an 'investor'? A better way 
to distinguish them is from what tide they hope to profit from! The worst state is to be thinking 
like one and acting like the other. 


 
 


Time is another distinguishing factor
A critical element that creates diversity of opinion and hence a fairer market is time. One, 
factors that affect businesses change over a period of time. Two, since traders and investors 
have different time horizons, their views on the impact of these factors of influence varies in degrees. 
 
Lost? Consider a sharp fall in Nasdaq in a single day. The impact of a sharp decline has a lot of 
effect on the short-term perception of Indian technology stocks. However, in the long run, 
the earnings of Infosys, say, is not impacted by a day's decline in the Nasdaq.  
 
Hence a trader is likely to react negatively to the single day decline in NASDAQ where as an 
investor would be unfazed. In fact, the 'value' investors will step in if the prices reach 
attractive levels, thanks to the terrified traders. 
 
However, a sustained decline in Nasdaq may have the potential to set panic attacks among 
the usually serene investors! 


 
 


Time is also the great leveller
"Time destroys the speculation of men, but it confirms nature." 
- Marcus Tullius Cicero (106BC - 3BC) 
 
Time is the great leveller. 
 
 Traders get to know soon whether they are right or wrong, but investors have to wait for a 
long time. Hence, 'humility' is a trader's virtue while 'patience' would be associated with an investor. 
 
We have covered a lot of ground in understanding the markets and its participants better. Though 
it seems that the existence of traders is essentially derived from the existence of investors, it is 
a symbiotic relationship - I scratch your back, you scratch mine! 
 
More on this later. 
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Article 12: Poles apart  
(Understanding why trading and investing can never go together)


The story so far?  
 
 "Voting for Stocks" helped us in understanding that there is a method to the madness. Stock 
price movements though they seem fickle in the short run, track only the earnings per share in 
the long run.  
 
"What ticks stock prices?" established a clear demarcation between actions of traders and investors.  
 
Now it is time to move on?  
 
Why are trading and investing so very different? Is there a one fits all strategy for trading 
and investing? Or something even more basic?  
 
Are stock prices in the short run really 99% sentiment and 1% fundamentals?  
 
Remember the post-Pokhran market in May~June 1998? Take a look at what the prices of some 
of the leading stocks did after the market sentiment took a beating between May 20, 1998 and 
June 19, 1998.  
 
 


- 20-5-98 19-6-98 % 
Change


Sensex 3957 3143 -20.57%


HLL 164 151 -7.93%


ITC 822 612 -25.55%


Infosys 637 525 -17.58%


Ranbaxy 323 257 -20.43%


Satyam 56 32 -42.86%


Pentasoft 523 253 -51.63%


Zee 51 38 -25.49


 
Most stocks took a severe beating. The index declined by 21% and every stock from Infosys 
to Satyam declined between 20%~ 45%. All stocks came undone irrespective of which sector 
they belonged too. The market turned blind to the fact that the underlying businesses of 
these stocks had different potentials. A classic case of the market fury burning every stock in 
sight or should we say sentiment dictating 100% of the price movement. 
 
However, stretch the horizon from May 20, 1998 to March 5, 2001.  
 
 


- 20-5-98 19-6-98 31-12-98 31-12-99 31-12-00 05-03-
01


Sensex 3957 3143 3055 5005 3933 4003


HLL 164 151 166 225 207 226


ITC 822 612 750 665 895 741


Infosys 637 525 753 7693 5536 4840
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Ranbaxy 323 257 268 923 671 706


Satyam 56 32 76 440 308 247


Pentasoft 523 253 367 1336 292 138


Zee 51 38 72 1093 227 114


 
The picture tells us a different story. No points for guessing that the disparate prices of 
various stocks reflect the respective business potentials that got revealed a lot more in 
the intervening period.  
 
Interestingly, these stocks could have shown similar price movements for a brief period post-
break out of the Kargil conflict or the debacle of the market in April 2000. One could also 
examine the recent washout in tech stocks and discover that a leader like Infosys and a third 
rung software stock met with similar fate.  
 
 Just in case, you are wondering that sentiment wrecks havoc only on the way down. It has a 
similar impact during bullish periods!  
 
Clearly, the rules that govern prices during the short term and the long term are different. 
Imagine taking a trading position in Infosys for a week on May 20, 1998 after being impressed 
with the financials of the company. You still would have lost big money on your leveraged 
trading position.  
 
Similarly, imagine being bullish on the technology sector in May 1998 and buying a stock 
like Pentamedia. The stock is down from Rs. 523 to Rs. 138 where as an Infosys despite the 
recent carnage in tech stocks is up 660% since then! If pentamedia was the darling of 
the speculators then, here is another example of a low profile tech stock -Tata Infotech (the 
stock quoted at 1133 on May 20, 1998 and trades at 163 in March 2001).  
 
A clear case that it is the merits of the individual stock that matters in the long run even 
during favourable times. 
 
Methods and means cannot be separated from the ultimate aim.  
                                      - Emma Goldman (1869 - 1940) US anarchist  
 
All of us know that investing requires understanding businesses, projecting financials and 
evaluating the price of the stock vis-?is its potential, what is commonly referred to as 
'fundamental analysis'.  
 
Trading is the trickiest of all. Since it involves dealing with fickle sentiments, demand 
supply mismatches over short time spans. Studying price/volume charts and trading with stop 
losses is critical. Disciplined application of the trading rules determines the ability to profit.  
 
Hence, the approach to trading and investing has to be very different. They can never be the same.  
 
As Rudyard Kipling said, 


OH, East is East and West is West, and never the twain shall meet,  
Till Earth and Sky stand presently at God's great Judgement Seat;  
But there is neither East nor West, Border, nor Breed, nor Birth,  
When two strong men stand face to face, tho' they come from the ends of the 
earth! 


 He might as well have been talking of trading and investing in the stock market.  
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An interesting question at this stage is should somebody new to the stock market start off by 
trading or investing in the market. Next time we shall answer this dilemma. 


 


Article 13: Discount sale!   
(Why are there no takers for stocks when stock markets crash? Why do market participants 


buy whe... )


Upto 60% off on Arrow Shirts. Offer till stocks last!  
 
If you were to spot this in your city, it is very likely that you would have rushed to the shop to 
grab a few shirts. In fact, there are many of us who keep an eye for these kinds of sales to fill 
up our wardrobe.  
 
We don't even blink at the fact that lower prices increases off-take of goods. After all, 
classical demand supply equation in the real world dictates that demand increases at lower 
prices. Hence, prices at a discount to their perceived value should make merchandise move. In 
our case, it is the Arrow shirts.  
 
But do these market forces that we take for granted work everywhere? 


 
 


Stocks on sale
Why are there no takers for stocks when stock markets crash? Why do market participants 
buy when the prices start appreciating?  
 
This strange behaviour of the stock market becomes painfully evident when the prices crash 
and there are no buyers L  
 
The obvious reason is that you buy a shirt for the value that it offers today not because you hope 
to sell it back at a profit to somebody else tomorrow. On the other hand, you buy a stock for 
its future appreciation in value. So when stock prices come off, there is always an expectation 
that they will be available cheaper tomorrow.  
 
Hence the successful purchase of a stock is one that appreciates today, tomorrow and the day 
after too!  
 
This uncertainty about future prices is what makes stock price behaviour very different from the 
real world. As a result, declining stock prices do not necessarily mean that buyers will flock in.  
 
 Thus, in the stock market there are periods when there is a collective consensus that stock 
prices can only appreciate. These periods typically occur at the extreme of a 
'bull market' (Remember Feb 2000?). At this extreme everybody wants to buy because it might 
be too late to buy tomorrow and nobody wants to sell. 
 
Similarly, there are periods of collective consensus that stock prices can only decline. Such 
periods typically occur at the end of a 'bear market' (Dec 1998?). At this point nobody wants to 
buy, they want to wait for prices to fall further before buying. And those who already own 
stocks want to get out so that they can get back in later and cheaper! 
 
For many of you this behaviour of the market is nothing new. However, this is an 
interesting corollary. If there is a collective consensus in the market on the future direction of 
prices either up or down, then that event is more unlikely to happen. 
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Here is why?
If 90% of the market participants think that all the stocks will be available cheaper the next 
day, then most of them would have sold the stocks they hold. They must be mad holding it 
when they are so sure! The smarter ones would have short sold. The next day there are only 
willing sellers and no buyers. All it needs then is one buyer or somebody to change their mind J  
 
Next time when everybody around you is sure that stock prices will fall further tomorrow and 
the day after, be ready to turn a buyer.  
 
But then how would you protect yourself from the uncertainty that could still persist?  
 
You can rein in the uncertainty by buying more than one stock. Basically, put your eggs in 
more than one basket.  
 
In fact, a big benefit of having a diversified portfolio is that the fortunes of your investment do 
not depend on just one stock. Hence, you would be more inclined to buy a beaten down stock, 
which could ultimately prove rewarding over time. 


 
 


Stretch your investment horizon
A better way to reduce risk is to stretch your investment horizon. Imagine buying a good stock 
when everybody has turned negative on the market with a five-year horizon. There are scores 
of examples available. In fact 'Voting for stocks' highlights how the seemingly insurmountable 
short-term uncertainty disappears over the long term. 
 
The key is to always retain once perspective during extreme periods for the market. 
When everybody looks at stock prices trading at a steep discount and believes that they will get 
it even cheaper tomorrow is probably when you need to grab the offer. 


 


Article 14: Regarding stock prices  
(Boom or bust, up or down. Do fundamentals really determine stock prices? Find out… )


What ticks the stock prices? A question worth all our capital. Earlier in school we sat on 
the shoulders of Benjamin Graham to understand that 99% sentiments and 1% fundamentals 
drive stock prices in the short run whereas 1% sentiments and 99% fundamentals dictate 
stock prices in the long run.  
 
Here is how the Merriam Webster dictionary defines "sentiment" and "fundamental".  
 
Sentiment: an idea coloured by emotion  
Fundamental: belonging to one's innate or ingrained characteristics  
 
Most of us find it difficult to believe that fundamentals really work in the market! However 
we stumbled on an event that can demonstrates that fundamentals really matter in the long run. 
It is an event of long standing nature that we presume most of us can relate to. It has to do 
with corporates being allowed to buy back their own shares.  
 
The event unfolded  
The Sensex trades at 3300 as dealers in hushed tones talk of a new law in the coming budget--
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buy back of shares. Gradually these hushed exchanges reach a crescendo and the market 
starts chanting, "buy back, buy back, buy back!" It appears all too easy. Buy shares from 
the market and sell it to the company. J  
 
Traders have already identified their favourite buy back candidates: GE Shipping, Bajaj Auto 
and Reliance. All the three stocks rally with the market (check the respective price charts). But 
alas, the budget falls shy of introducing the bill that would have allowed these companies to 
buy back their shares.  
 
 


Then there's a change in regime at the centre. The "buy back" chants rent the air again. The 
new government is expected to announce a law allowing buy-back in the interim budget of 
June 1998. Speculation is rife again. But once again, the budget gets passed without 
any amendment to the company law to allow companies to buy back their shares. 
 
The Pokharan blasts take precedence over the budget. The market slips below 3000 and so do 
the prices of the three stocks. 
 
 


Finally on November 14, 1998, the law is passed that allows companies to buy back their 
shares. The market also registers a bottom around the same time. The Sensex rallies 
between November 1998 to February 2000, but apart from Reliance, none of the other two buy-
back favourites--GE Shipping and Bajaj Auto--show any appreciation in price. In fact Bajaj 
Auto declines by 40% during the period when the Sensex posts a 100% gain! 
 


 
 


In the end all these favourite buy-back candidates announce their buybacks.  
 
The market was right  
GE Shipping announced that it would buy back shares with an upper cap of Rs42 in October 
2000. The stock price was Rs26 when the announcement was made. The company completed 
the buy-back in April 2001. But guess what? The stock never hit Rs42!  
 
Bajaj Auto's board approved the buy back on July 30, 2000 at Rs400. The stock price not only 
failed to touch Rs400 but it also declined once the offer period lapsed. Of course, it was not an 
open market buy-back.  
 
Reliance Industries proclaimed in June 2000 that it would buy back shares at Rs303. When it 
made public its buy-back intentions, the stock was trading at Rs340. Barely four months later 
the stock was at Rs287. Almost a year after it announced its intentions, the company has yet to 
buy back its shares. But the stock price trades close to Rs400 levels.  
 
In the end buy-back of shares turned out to be a big hype.  
 
So if it wasn't the buy-back event itself, what really worked for these three buy-back favourites?  
 
If you turn the clock back again, to the period between March 1997 and May 2001, you will 
notice the jigsaw pieces fall in place. The price patterns of each of these stocks tracked the 
direction of their respective earnings growth during the period.  
 
What is the moral of the story?  
It is a reinforcement of what we already know but find hard to believe. That the market 
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collectively gets carried away in the short run by ideas coloured by greed or fear, depending on 
the direction of price movements. However, in the long run, a stock price tracks the earnings of 
the underlying business or what we popularly know as "business fundamentals".  
 
In case one still has doubts, all one has to do is look at the price of Telco over a period of time. 
The great bull market of 1999-2000 barely had an impact on Telco's stock price, which continued 
to plunge with its sharply declining earnings.  
 
 


 
 


Or for that matter take a look at the price earnings dance of Infosys.  
 
 


This behaviour pattern of the market is unlikely to change so long as we human beings make up 
the market. What is critical for an investor or a trader is to distinguish the short-term and long-
term effects on stock prices and act accordingly.  
 
An investor with a long-term view cannot afford to get carried away by the impact of news on 
a stock price, just as a trader can ill afford to trade for the following fortnight based on what 
the earnings of the business would be for the following year.  
 
The other home truth on stock price behaviour to remember is that even in the short term 
the market is right about the impact of an event. However, the magnitude of the impact and 
its timing are the crucial elements that a successful trader/investor needs to keep in mind. 
Hence "price" and "timing" are always critical elements of any trading or investing strategy!  
 
For a trader, "timing" assumes priority over "price" whereas for the investor, it is "price" that 
is important. Of course many of you would have figured out why. Next time we shall look at 
these two critical elements in greater detail. 


 


Article 15: I will thrive! Can you?    
("I can survive, I have and I will." Wondering what we are doing making such 


aggressive statemen...)


I was having a peaceful nap when I was rudely woken up?  
 
I got up rubbing my eyes to hear many cries of "July 2, 2001" 
 
July 2? I strained my ears to listen to people who have always been under my shade 
expressing concerns. It looked like they saw no future and had no option to do anything about 
it. They sure were lamenting!  
 
 I cupped my ears to hear well. They feared that no 'badla' and introduction of options and 
futures was meant to destroy the market, ie cut my roots! Surprisingly, they were not shedding 
a tear for me but were worried about the fact that they will no longer have the shade! How 
self-centred can one get!  
 
I opened my eyes wide enough to look at who were actually wailing. They all were fat people 
who had merely played under my shade and at times hurt my roots. In fact, they made use of 
a creeper 'badla' to climb up and dance on my slender branches that were meant to further 
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my growth. 
 
But let me assure I have been around for a very long time. I have seen many people come 
under my shade, and fruits have grown every season on my branches. 
 
 Oh! Before you confuse me for a giant mango tree and wonder what am I doing here in 
Sharekhan School, let me introduce myself. I am the "Indian stock market" 
 
I am over 200 years old and possibly the oldest one in Asia. My initial history is obscure. The 
English (East India Company), who came to India to trade, planted the seeds of my future. By 
1840 (a good 160 years back), there were registered companies trading in the market with half 
a dozen recognised brokers. By 1860, there were 60 brokers!  
 
 In fact, the first stock market mania in India happened then. The civil war broke out in the US 
and India was the only supplier of cotton to the world! By 1861, there were 250 brokers J. 
Guess what happened next? The civil war ended in 1865 and there was a big slump in the 
market. The Bank of Bombay share, which traded at a princely price of Rs2,850 crashed to Rs87 
in no time. 
 
I survived that mania and God knows how many more after that? 
 
 After the slump, the brokers decided to regulate themselves. As a first step, they moved in 
together to stay as a flock on one street--that street is today known as "Dalal Street". Year 1899 
is when the Bombay Stock Exchange was formed. 
 
You must have come here hoping to learn something and I have been just rambling. Without 
much ado, here are some facts and figures that I shall use to make a few points to you today. 
Here is a comparison of statistics in 1946, the earliest available statistic and statistics for 1995, 
the latest available. I know 1995 is still outdated but it helps make my point.  
 
 


- 1946 2000 CAGR


Capital of listed Companies (Nominal) (Rs. Crs) 279 59583 11.32% 


Capital of listed Companies (adj Inflation) (Rs. crs) 4431 59583 5.33% 


Market Value of Capital listed (Nominal) (Rs. crs) 970 478121 13.20% 


Mkt Value of Capital listed (adj inflation) (Rs. crs) 15919 478121 7.04% 


No. of listed companies 1125 8593 4.15% 


Capital per listed Co. (Nominal) (Rs. lakhs) 25 693 6.89% 


Capital per listed co. (adj Infl) (Rs. lakhs) 407 693 1.07% 


Market Value per listed co. (Nominal) (Rs. lakhs) 86 5564 8.69% 


Market Value per listed co. (adj inflation) (Rs. lakhs) 1415 5564 2.78% 


 
The number of listed companies is up eight times in 50 years. Inflation adjusted for these fifty 
years, the capital raised is up 13 times while the market capitalisation is up a good 30 times.  
 
Isn't it a sign that I have done very well over these years serving corporates that hope to 
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raise capital for their businesses as well as investors who invest in these companies? 
 
Of course, in the interim period, most of the originally listed stocks have all disappeared, but the 
fact that investors who managed to pick the survivors every time would have made 8.69% 
per annum return or 2.78% inflation adjusted return.  
 
That's not much, you would say? Well, if you had invested Rs1,000 in 1946 it would have 
been Rs65,000 after fifty years. But Rs1,000 fifty years back is not equal to Rs1,000 today. In 
fact, what Rs1,000 was worth fifty years back would be worth Rs16,000 today. Even then, it 
would have quadrupled. 
 
Can you think of any other way you could have done this over the last fifty years when this 
country saw an average inflation of 6%? Apart from the last ten years, India ever 
since Independence followed a socialistic path that stunted my prosperity.  
 
True that there is no guarantee that any institution that has survived for over 200 years 
will necessarily survive the next 200. After all, even the great civilisations that we read about in 
our history books came to an end. Why else would they be in a history book? J 
 
But I have been changing. Derivatives are another way that will help me to serve my 
purpose better. It has worked in stock markets across. Mind you, it is nothing new here too. 
We used to have 'Joota' and 'Phatak' here. 
 
What has changed is that there is a lot more science now. Black & Scholes worked out a formula 
for pricing 'options' that is complex sure but in the world of technology you have calculators that 
just fetch the price for you. 
 
After all, I did exist before people knew 'P/E' and I existed before people discovered 'PEG' too. 
How long has it been since Ben Graham worked out a classic style of investing or a Phil 
Fisher evolved his own style of investing?  
 
These are all examples of investors evolving to make better investing decisions that help 
them create wealth for themselves on a consistent basis.  
 
 We all need to evolve. I am changing for the better. Earlier, investors had to invest and manage 
the uncertainty of their investments in the same place. Spotting the dilemma of the 
investor, speculators came up. Initially, it was a symbiotic relationship till the balance 
broke. Obviously, with little at stake compared to an investor, the speculator made merry.  
 
 The investors scurried for cover. But when the investors started disappearing, without them 
the speculators had to feed on each other and thus their race started dwindling. After all, 
the investors who were the very basis of their existence disappeared. L 
 
They offered to move to the neighbouring compound in order to allow the investors to thrive 
and thus was born the derivatives market. In case you are wondering who does the balancing 
act now, well they are called arbitrageurs. 
 
I am evolving! Are you? If you have no intentions, please don't wail either. Just pack your bags 
and don't waste my time. 
 
You are keen to evolve? I am very happy and you are my friend. Come let us prosper together.  
 
I rest my case. 


 


______________________________________________________________________________-
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Chapter 2: Investor Memoirs 
(Share the experiences of many a different investor...)  


 
 


Article 1: Janus faced volatility   
(Understanding how investors and traders come to terms with volatility) 


Here is the essence of the wisdom that we have picked up along our journey to this stage.  
 
Stock prices are predictable with larger degree of certainty in the long term  
 
Traders attempt to profit from 'sentiment' and investors profit from the 'fundamentals' of 
the business 
 
Hence 'trading' and 'investing' need diametrically opposite approaches, attitudes and horizons  
 
Let us begin the next leg of our journey by answering a simple question.  
 
As an investor, which stock would you rather own?  


●     Stock ABC Ltd. that goes up 100% in year 1, declines 40% in year 2, gains 100% in year 3 and 
drops 50% in year 4.  
 
 


●     Stock XYZ Ltd. that advances 5% in year 1, rises 5% in year 2, gains 5% in year 3 and increases 
another 5% in year 4. 


Doesn't ABC Ltd. seem the right stock to invest? After all, a simplistic calculation of average 
returns every year for ABC Ltd works out to 27.5% (200% minus 90% divided by 4). Where as 
for XYZ Ltd. the average annual returns works out to 5%.  
 
Most of us who wish to be investors make these simplistic calculations and decisions to chase 
big winners at times without realizing that there is a big risk we take as investors.  
 
Let us assume we invest Rs100 in ABC Ltd. After year 1, the investment goes up to Rs 200. In 
year 2, it will drop to Rs120 (declines 40%). Year 3 is a good year and the investment grows to 
Rs 240 (gains 100%). In year 4, the investment in ABC Ltd is worth Rs120 (50% in year 4).  
 
Imagine, you invested Rs 100 in XYZ Ltd. Year 1, it would be worth Rs105. Year 2- Rs110.25, year 
3-Rs115.75 and at the end of year 4, you would have made Rs121.5. This way you actually end 
up making more money than ABC Ltd.  
 
Would it change if you were a trader?  
 
Obviously, yes! Imagine buying ABC Ltd for Rs100 and selling at Rs200 in year 1. Selling 
short Rs200 worth of ABC in year 2 to make a cool profit of Rs80 (a decline of 40% on Rs200). 
Then in year 3, buy Rs 280 worth of ABC Ltd and sell it to realize Rs560. Short ABC Ltd in year 4 
to make a profit of Rs280. Wow, a cool profit of Rs740.  
 
Whereas in XYZ Ltd, you as a trader would have still made a profit of Rs21.5 L  
 


The learning: Volatility in stock prices presents an opportunity to a trader whereas it is a threat 
to an investor. Another fact that demonstrates that trading and investing are poles apart. 
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A short break in our journey to spare a moment understanding how the investor grapples with 
the threat of volatility. Of course, stretching the horizon of investment helps an investor turn a 
blind eye to market storms.  
 
 There are three active ways of handling volatility. Asset allocation or in other words the way 
you distribute your wealth between stocks, real estate, gold,fixed income securities (like 
bonds,deposits) and cash. Portfolio diversification helps handle risk too. Steady investing 
or spreading investments over a longer time frame is another way of smooth sailing in 
turbulent market waters.  
 
Time now to prepare a ground to move on?  
 
You are new to the market. You are standing at a junction. You now have these options.  
 
At the primary level, you can either be a trader or an investor.  
 
At the secondary level, you can pick between a stock like ABC Ltd or XYZ Ltd.  
 
Earlier, we have worked out that, as a trader you could have a maximum profit of Rs740 if you 
were trading ABC Ltd. If you were trading XYZ Ltd., you would have earned Rs21.50.  
 
Alternatively, as an investor you would have raked in profits of Rs20 in ABC Ltd and Rs21.5 in 
XYZ Ltd.  
 
We have represented the profits as a matrix below.  
 
 


 ABC Ltd. XYZ Ltd.


Investor 20 21.5


Trader 740 21.5


 
Clearly, the maximum profit of Rs740 trading in a volatile stock like ABC Ltd stands out as the 
best option. Most new comers to the market make these mental calculations and jump at the 
option of being a trader in ABC Ltd. J  
 
 Is it the right choice? 
 
As Alice would ask `Would you tell me which road leads out of the wood?'  
 
The cardinal mistake most newcomers to the market make is that they assume they are taking 
the risks of an investor in XYZ Ltd. when they trade in ABC Ltd. in search of the maximum 
returns. However, we are all a lot more knowledgeable now.  
 
We know how the Janus faced volatility means two different things to the investor and the 
trader. We also learnt at the beginning of the journey that unpredictable sentiment rules stock 
prices in the short run whereas predictable business earnings dictates prices in the long run. 
 
Many of you would have already resolved the dilemma. Next time we shall address this in 
greater detail. 
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Article 2: Adventures of a novice investor   
(Is "how to buy" as much an issue with you as "what to buy"? Some ABCs..). 


Once upon a time, when I was in class IX, my parents had my thread ceremony done. I was 
young (all of 14) and idealistic, so I participated very grudgingly. As a pacifier, my parents let 
me decide what I wanted to do with the gift money I received. 


As I sat scratching my freshly tonsured head, with the princely sum of Rs2000 warming my lap, 
it occurred to me that I should invest this in the stock market. So I promptly applied for the 
next IPO that I stumbled on, and as luck would have it, was allotted shares. 


The company? XLO Machine Tools. You know how the rest of the story played out, I?m sure. 
No dividends to date, but I receive balance sheets dripping red ink every year, on the year. 


Needless to say, that was the last time my Dad let me have my way with money, for a really 
long time. I finished college (B Com), worked for a year as a writer in an advertising agency, went 
to business school to study marketing & advertising, worked in advertising and television for the 
last 7 years. Neither my B Com nor my MBA gave me any confidence to attempt re-entering 
the markets. In fact, until I got married, I didn?t save any money, and after I did, my wife took 
my money and put it in UTI?s MEP, LIC, IDBI?s bonds & so on.


Then I met a friend who works for a stock-broking firm. (Should have his head examined, 
I thought !) Soon, however, I started reading their research reports. And inevitably, I got hooked. 
It all sounded so exciting. Infosys should actually be valued at Rs11,000! Lakme gives Rs110 
profit in one month! Ramco gives Rs114 profit in 3 days ! 


All this was too much for me! I had to get on this bus, before I missed another small fortune. 
But you know how it is. Though I understood that a small investor like me should begin by 
buying something safe, like Levers or Infosys, I didn?t. I mean, who?s got a couple of lakhs to put 
in a safe stock like that, right? (Of course, what I didn?t know then, but do know now, is that I 
could have even bought just 10 shares of Levers if I wanted, since it is a compulsory demat stock).


So I waited for a real bargain. And it wasn?t far away. J K Chemicals at Rs10. Rs 10! A 
secondary market stock available at par value! And I knew a little about brands and all that, so 
the Park Avenue story made sense. 


I asked around for some names of brokers, picked one who had e-mail (I wasn?t sure what one 
is supposed to say on the phone, and thought I could avoid getting embarrassed if I e-mailed 
my orders) and dashed off a note asking him to buy me a 1000 shares of J K Chemicals. And then 
I waited. And waited. Two whole days went by. My mailbox stayed stubbornly empty. 


Meanwhile, I learned that the scrip had scorched away to Rs15 already. Damn, I thought. If only 
I had ordered 5000 shares instead of 1000. I?d already be richer by Rs25,000. In just two 
days. Imagine that ! I lost myself in a daydream, buying expensive gifts for everyone, and basked 
in the warmth of being able to tell my father that my second investment decision in life would 
more than make up for the first mistake. 


The jangle of my colleague?s telephone ringing broke my reverie, and I reluctantly returned to 
grim reality, and faced up to the awkward task of speaking to my broker. Guess what? He said that 
I didn?t specify that he should buy J K Chemical at any price possible, so he assumed I wanted it 
at Rs 10 or below, and he couldn?t get it, so he didn?t. Who was going to tell me that I 
am supposed to specify all this stuff, I wanted to ask him. What I did ask him was why he didn?t 
call or mail me to inform me about this for two days running. His answer was simplicity itself. ?
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Saab, kam hua nahi, to khali fukat phone kayko karke aapka taim barbaad karoon??


Lesson one in investing. With your instructions to buy, specify whether you want to buy within 
a particular price limit, or at whatever price the scrip is available. (I believe the jargon for it is 
limit order or market order, respectively.)


Even more important lesson one. Find a broker who will serve you well, viz., call or e-mail you 
for clarifications, for information, for confirmations.


You?d think I learnt my lesson and changed my broker. Well, not exactly. Its not like my job 
leaves me much time to do all this stuff, and he had been recommended by someone I trusted?
who was it now?anyway, too much of a bother, so I let it be.


Another story caught my eye. Mastek. Sounded like an Infosys in the making. At a throwaway 
price of Rs988. Well, not throwaway for me, but it seemed like I wasn?t destined to get a good 
stock at Rs10, so what the hell, I thought, let?s give it a shot. Of course, I just had Rs50,000 
to spare at that time, so I shot off a mail, asking my broker to buy me Rs50,000 worth of 
Mastek. Remember Levers? You can buy even one share, blah blah blah. 


Of course, if you?re wiser than I am at this, dear reader, you know that Mastek isn?t a demat 
share yet, so I couldn?t have got 50 shares for love or money. This time, my broker did call me 
to tell me about my folly, but at the end of the day. By which time, as you?ve probably 
guessed, another bus had left me standing at the stop.


Lesson two in investing. Find out if a scrip is demat before ordering odd numbers of shares.


Never say die is my motto. So, when I read a report on the Polaris public issue, which said it 
was worth investing in, I enthusiastically got the forms. But the zillion boxes that needed to be 
filled were too daunting by half. Result? No deal. 


By now, you must be thinking I still don?t own a single share, right? Wrong. I finally managed 
to buy my first stock. Citicorp Securities. No, I didn?t read any research report on this one. 
My friend at the broking firm said that his gut feel about this stock was very good, they were 
doing something that Business World did a cover story on, et cetera. Okay, I said. Let?s go for 
it. And picked it up at Rs250. 


Then suddenly one day I woke up to discover that the price had plummeted to Rs210, and it 
looked like it would keep going south. This, in a market whose index was racing up so fast, 
Mt. Everest would?ve got a complex. Naturally, I panicked. My friend at the broking firm 
was suddenly caught up in a whirlwind of meetings, and didn?t respond to the 53 calls I made in 
3 days. And here I was, left holding the baby. Frozen into inertia, much like the rat who?s 
just spotted the raised hood of the cobra towering over him, I did nothing. Fortunately for me, it 
all worked out in the end, and as soon as it touched Rs 275, I sold the scrip. Of course, I am 
looking a little foolish, since Citicorp is still riding the up elevator, but doesn?t matter; I saved 
my skin, right ?


Lesson three in investing. Don?t buy on tips, because tipsters might turn out to be fair 
weather friends, who scurry into hiding at the first sign of trouble.


Don?t feel sorry for me. I made a killing on the market last week. Let me tell you how. The 
other day, I went to my ATM to withdraw some money, and saw a notice there that said I could 
now pay my phone bills, my electricity bills and my credit card bills through the ATM itself. Wow, 
I said to myself. I work long hours and Saturdays, so it?s almost impossible for me to go to the 
bank for any work. And know what, ever since I opened an account at HDFC Bank, thanks to 
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their superb ATM service, I?ve not needed to meet anyone at the bank for anything. I do all 
my banking in the middle of the night or on a Sunday, without a problem. 


Then I got thinking. I tried to remember why I picked HDFC Bank to bank with. Basically for 
the ATM. But why not any of the other banks which had ATMs? The foreign banks intimidated 
me, and I?d heard they need huge minimum balances. Between ICICI, IDBI & HDFC, the first 
two smelled of government, so I wasn?t too confident of their customer service 
orientation. Whereas, HDFC had been serving middle-class people like me for many years, 
financing our homes. 


When the machine spat out my crisp 500 rupee notes, my flashback ended. And I thought, all 
the reasons I picked HDFC as the bank to bank to with, are equally good reasons for buying 
into their business. Then I looked to see if any broker had any research on it. (See lesson 
three). After finding a report that confirmed my faith in the stock, I bought at Rs87 last week. And 
it?s already at Rs99. So, all?s well that ends well. My adventures in investing have taught me a 
lot. And whetted my appetite for more. To me now it?s not so much a pursuit of wealth, though 
that?s part of the agenda. It?s more a process, a journey, an exploration and a learning 
experience. In the bargain, if I make some money, that?s icing on the cake.


What are you waiting for? Come, join the adventure!


 


Article 3: Mangoes vs potatoes   
(Why are mangoes costlier than potatoes? Boy! Oh, boy! That is a real tough one) 


The other day I took my 6-year-old son shopping. He is at that age where he asks questions 
which stump fathers the world over. After running through my better half?s shopping list, we 
headed back to the car. No sooner had I fastened the seatbelts he piped up in his Why is 
tone: ?Dad, why is a kg of mangoes costlier than a kg of potatoes?? 


Boy oh Boy. That is a real tough one. ?Son, it costs more to grow the mangoes than it does to 
grow the potatoes.? Even as those words slipped out of my mouth, I remembered my 
management textbooks. The producer sets the price based on what the consumer is willing to 
pay. The consumer pays based on the utility, satisfaction and pleasure that he gets out of 
the product. 


 


All about utility, satisfaction...and pleasure 
 
So it cannot just be the cost of production that makes the price of mangoes higher than that 
of potatoes. Come to think of it....that?s true in the stock market as well. Why does Infosys trade 
at Rs7000 and ICICI Bank at Rs36. They are as different from each other as mangoes are 
from potatoes. Would you go home with a sackful of potatoes, instead of a basket of mangoes, 
just because they cost less per kg. Unlikely, In fact, I would wager that you would never dream 
of doing any such thing. 


Then again, you might--if you are a miser. But would you and your family get the same utility 
and satisfaction? Not to forget pleasure?


It is quite the same thing in the stock market. Rs36 does not make ICICI Bank any cheaper 
than Infosys at Rs7000. Fine, you might want to buy a Banganapalli instead of a Apoos. If you 
are from Bombay in all probability you value a Apoos higher (in terms of taste and satisfaction) 
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than a Banganapalli. So you might pay a higher price for the Apoos. 


 


It?s the same with stocks too 
 
At the end of the day, you pay for the utility value, satisfaction and pleasure that you derive from 
it. The satisfaction, utility and pleasure that you derive from mangoes cannot be quantified 
in numbers, at least not easily. Thankfully, in the stock market there are a large number 
of measures that tell us exactly what we get when we own a share in a company. For example, 
you can look at the Earnings Per Share (EPS), i.e., the profit earned by the company/per 
share. That?ll tell you how much of the company?s profits belong to you as the owner of a 
single share.


You can also look at the Book Value Per Share (BV). That is nothing but the company?s Net 
Worth (funds which belong to the shareholders as opposed to the debt it might have 
taken) attributable to each share. How much the company earns on your money is 
another benchmark. That is Return on Net Worth (RONW). Very simply, it is EPS/BV. After all, if 
a company has a RONW of just 10%, it means it is just about matching the return you could get 
by putting your money in a plain vanilla fixed deposit with a bank.


Let me spell out what I am getting at. Do not presume that something is cheaper, and 
therefore better, just because its price is lower. You need to look beyond the price to see what is 
it that you get for the amount that you are paying. 


The root cause of this perception problem is the concept of par value. I have heard this 
argument before. Why should I pay Rs7000 to buy a share of Infosys. The par value is only 
Rs10. Why not buy ICICI Bank? Its par value is the same and its price is only Rs36. 


Let me counter. Of what relevance is the par value to you? Nothing. If the company goes 
bankrupt, is that a guaranteed amount that is returnable to you? NO. Sure, companies 
still announce dividends based on a percentage of their par value, but is that why you really 
buy shares? To earn a dividend? 


Who are you kidding? You buy it for capital appreciation


 


Don?t let high stock prices bring you down 
Think of a share as representing a certain percentage of the company. If a company has issued 
100 shares and you own 1 share, then your share represents a 1% ownership of the company. 
Sure, in most cases the shares we own make a meaningful percentage only if you go down to 
the 5th decimal place. But that is what is relevant. How much do you think the company is 
worth and how much would you pay for acquiring a certain percentage share of it? Think of it 
that way and things will fall into perspective. 


The fruit seller in the market had a basket of mangoes which cost Rs100. I could either pay the 
fruit seller Rs100 by giving her a hundred rupee note or with two 50 rupee notes. Better still, I 
could pay her Rs50 and buy half the basket. And somebody else could pay her Rs50 and buy 
the other half. But that doesn?t make the mangoes any cheaper for me or the other guy, does it?


Let?s put it another way. Say a company is worth Rs100 and you wished to buy 5% of 
that company. It would cost your Rs5. If the company had 100 shares outstanding, then that 
would place the value per share at Re1. You would then have to buy 5 shares to buy 5% of 
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the company. Now let?s presume that a company has only 50 shares outstandings. Now that 
would place the value per share at Rs2. You would have to buy 2.5 shares of the company, 
entailing an outlay of Rs5 yet again. In both cases, you just spent Rs5 to buy 5% of the 
company. So, was it any cheaper to pay Re1 per share than it was to pay Rs2.5 per share?


I can hear my son again: ?Why is a kg of mangoes costlier than a kg of potatoes?? Still need to 
find some way of explaining this to him!


 


Article 4: Beware the tipsters   
(Some true stories about how people lost money because they got carried away. But learn 


from mis...) 


August 25,1999: The telephone rings in Vishal?s office. Vishal is a chartered accountant with 
a small time finance firm. Vishal answers the phone and listens to the excited voice of Vaibhav, 
his school time buddy who regularly trades in the stock market. Vaibhav peddles stock tips.  
A few months back, he had called up Vishal and asked him to buy Himachal 
Futuristic Communications, Global Telesystems and BPL. Vishal refused to act on his advice. 
Since then, Vaibhav had called up a number of times to remind him that his tips had turned 
three-baggers! Vishal regretted missing out on these ?get rich quick? tips, especially 
since everybody in his office spoke about all their multi-baggers everyday! 


Vishal: ?Hi Vaibhav, Kya kar...? (before he completes his sentence Vaibhav interrupts in an 
excited tone)


Vaibhav: ?Aditya Forge, Kunal Overseas aur Jaidka Industries le le. Don?t worry about your 
missed chances; these three will more than make up for them. Chalo baad mein baat karta 
hoon? (He slams the receiver down)


Vishal gently places the phone down, caught in a whirlpool of thoughts. He bites his nails as 
he ruminates whether to buy these hot tips or not. After half an hour, he decides to call his 
broker. Just as he reaches for the phone, the receptionist in his office calls up to announce that 
his brother Ramesh is here.


Ramesh was an avid stockmarket participant in the heydays of the early 1990s. After the scam, 
he lost his last penny. Ramesh ended up owning a lot of penny stocks, which were not worth 
the paper they were printed on. Ramesh went through very tough times when he had to move 
with his family to his father?s place. He had to sell off his car and 3 bedroom flat in Bandra, 
Mumbai. His wife had to take up a job as a secretary in an Ad agency. Ramesh started working as 
a clerk in a bank...


Vishal: ?Bhaiyya, good that you came. Remember I was telling you about that school buddy 
of mine, Vaibhav, who claims to have made lot of money in stocks. Well, he keeps calling up to 
give me stock tips. I refused to act on his earlier calls but they have all multiplied. He had called 
up just a few minutes back asking me to buy Aditya Forge, Kunal Overseas and Jaidka Industries. 
I always remembered your experience so I held back, but then I seemed to have missed 
out. Bhaiyya, advise me.


Ramesh: ?Reminds me of the good old days in 1992. I used to trade on tips too. When the 
market was going up, all these stocks were going up five times. I had quite a few stocks, 
like Karnataka Ball Bearings, Mazda Leasing, lots of NBFC stocks. At the peak of the market, 
my portfolio was worth Rs40lac. I then borrowed money against these stocks and bought more. 
In fact, I had bought Aditya Forge and Jaidka Foods (Industries now!) then based on tips I had got.?
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Vishal: ?Bhaiyya, then what happened??


Ramesh: ?The scam broke out and all hell broke loose. My portfolio, which was worth over 
Rs40lac, reduced to Rs4lac in just a month. There were no buyers in my stocks. I had 
borrowed Rs10lac and I had no money to pay. I tried selling my flat but there were no takers. I 
was saddled with stocks of companies that I knew nothing about. After I paid off my debtors, I 
tried getting a number of these stocks transferred in my name so that I could sell them when 
times got better. Much to my dismay, I discovered that many of them did not have offices and 
were shell companies. I had bought Aditya Forge at Rs26 on a hot tip and found that I had 
created the top, while it currently trades at Rs2! Jaidka Foods dropped all the way from Rs40 
to Rs1.40.? 


Vishal: ?You have started trading again. What do you advise me?? Ramesh: ?Vishal, these days 
I invest. I am really not bothered about the Sensex level, but I probe deeply into the companies 
that I invest in?their management, their business and future prospects. I buy specific stocks that 
I understand and I believe are undervalued.? 


Vishal: ?But those stocks offer very very gradual appreciation.?


Ramesh: Not at all, Vishal. My portfolio of fundamentally strong stocks has done quite well for me. 
I bought Zuari Agro at Rs69 fifteen days back and the stock has doubled since then. Many of 
the stocks have gone up faster than I expected?Tata Honeywell has nearly doubled since I bought 
it two months back and so has Indo Gulf Corporation. Very often, I too get good information about 
a company; but you must always cross-check the information. You may listen to tips, 
but understand very clearly that you need to understand the details of the company yourself.?


Vishal: ?But Vaibhav is a good friend of mine.? 


Ramesh: ?If you are to follow Vaibhav?s advice, then you need to at least check how 
much research Vaibhav himself does before recommending a stock Most tipsters are fair 
weather friends who are around whenever markets are buoyant, palming off their tips. 
However, when it is crunch time they all disappear, leaving you stuck with all the dirty stocks. 
I have had this experience before. Remember, the market thrives on two basic human 
emotions?greed and fear. Always learn to strike a balance and do your homework. If you are 
so keen to invest, I will put you on to this brokerage house that offers very sound advice...?


Vishal: ?That would be very useful.?


Ramesh: ?Vishal, I have been through very trying times investing on tips. So don?t let there 
be another such occurrence in the family. Papa invested in teak farms and you know the state of 
his finances. Kaka chased those ?time share? investments and lost out. There is nothing like ?
get rich quick?. It is usually ?get rich quick, get poorer quicker?.?


(While this story is a piece of fiction, some of the stocks mentioned in this story 
were actually bought by people in this office way back in 1994. We all get carried 
away; but to not learn from our experiences is criminal. Many of the people in this 
office who bought some of the above mentioned stocks are now much more sober, if 
not wiser, and thought they should share their experiences with you.) 
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Article 5: You've come a long way, baby   
(Today's shareholder has a far greater say in his company. And AGMs provide just the right platf...) 


The last five years may have been frustrating years for stock market participants as they 
witnessed large scale evaporation of inflated wealth. However, there?s a lot of good that has 
come out of these excruciating times. The markets have evolved to become more 
efficient, transparent and liquid. Indian corporates that took the investors for a ride have 
been forced to eat humble pie. Investors who got short changed have since woken up to reality 
and have learnt to fight for their rights.


Annual Shareholder Meetings of corporates, AGMs as they are popularly known, provide 
excellent opportunities to understand companies, management and shareholders. AGMs over 
the last five years have been a great vantage point to observe and understand the Indian 
stock markets, investors and corporates coming of age. 


 


Through the eyes of Ms. Ashalata Maheshwari. 
 
Ms. Ashalata Maheshwari is an old lady who has been a shareholder in many of India?s family 
run companies. She religiously attends all AGMs and makes it a point to be one of the first people 
to walk up to the podium to pose questions to the board of directors. So much so, that today she 
is an integral part of AGM folklore and the first thing that the Chairmen of these companies do is 
to scan the crowd to find her and give a smile of recognition.


 


July 1995  
 
(Corporate results were on the rise, FIIs had just debuted, the IPO market was booming)


Ashalataji: Chairman Saab, Hamara reserves has grown. You should declare a liberal bonus 
to please shareholders?your staff made me wait for five minutes outside. The sweets being 
served got exhausted too soon. You should get more next time?


Chairman: Ashalataji, we just declared a bonus last year. As for the rest, I will request 
the secretarial department to look at it.


 


July 1996  
 
(Corporates had just declared record profits. Equity research had gained currency on a large 
scale. Stock markets were range bound with the large number of IPOs taking its toll on small 
cap stocks)


Ashalataji: I would like to congratulate the Chairman for the superb performance. Hamara 
company ka ?eps? is very good but our P/E is lower than last year. What is the FII holding in 
our company? We should increase our FII ceiling. After such a good performance, Chairman 
Saab, you should declare a bonus?


Chairman: (A large smile on his face) Our FII holding stands at 19% compared to 5% last year. 
We have organised an analyst meet next month. We are in the midst of a major capacity 
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expansion and cannot afford equity dilution?


 


July 1997:  
 
(Inflation taming had led to a Liquidity squeeze, trapping corporates. FIIs had seen 
their investments erode. The Reliances and Telcos had fallen sharply. Investors had stopped 
looking at ?Bhav Copies?.) 


Ashalataji: Chairman Saab, Why has our share price fallen by 40%? Is our new plant 
operational? Why don?t you organise a plant visit? By the way, we did a good thing by not 
declaring a bonus. Our share price would have gone down further!


Chairman: (visibly perturbed by the tough times) We have increased market share in these 
trying times. Our plant commissioning has been delayed by few months and the project cost 
is higher than estimated. Our borrowing costs have increased while demand has not picked up 
yet (As usual, circumstances were blamed) Hopefully things should improve by the end of the 
year (Hope!)


 


July 1998:  
 
(A new BJP government had not improved the situation. Industrial Sector had barely managed 
to grow in the previous year. Post the South East Asian Crisis and post Pokhran, the FIIs 
had dumped stocks. Shareholder wealth had been eroded) Ashalataji: (A furrowed 
forehead) Chairman Saab, We have performed very badly. If our cement and sponge iron business 
is not doing well, why should we have it? Hamara ?core competency? hai textiles (?) Our 
market share has gone down. Who is our competiton? This years annual report, pg no. 38 
shows travelling expenses doubling, pg no. 36 our sundry debtors have increased by 50%.
Aur Chairman Saab, aapne tho employee salaries increase kiya hai, lekin our dividend has not 
gone up... 


Chairman: (A forlorn face and at a complete loss of words) Ashalataji, our country has been in 
a recession. We should be seeing a recovery soon. (Going on the defensive) We have done 
well against stiff local competition. We are only getting hurt by cheap imports from 
Taiwan. (Uncomfortable answering the remaining queries, the Chairman quickly turns to 
another questioner)


 


July 1999: 
 
(As 1998 turned out to be difficult, corporates paid through the nose to hire consultants. 
They recommended focus on core competency, selling off unrelated businesses (Where have 
we heard that before ?) Survival instincts forced corporates to shape up. Recession had 
halted capacity addition. Banks were flush with liquidity while NPAs grew.)


Ashalataji: (Forgiving mood) Chairman Saab, our cost cutting measures seem to have paid 
off. Aapko badhaiyan.. Thank you for the plant visit. Our plant is very impressive. I agree with 
your statement in the annual report (actually penned by the consultant) that we need to focus 
on our core competency and build a brand equity by adding value to our products. (She 
has rehearsed this!). Dear Chairman, we should disclose in our annual report our EVA and 
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the historic Return on Equity. We should also adopt GAAP. Our annual report should also 
disclose information on the company?s long-term vision and strategy. Sir, Hammne Kargil ke liye 
big donation kyon nahin kiya hai...(social responsibility of corporates!)


Chairman: (After a quick discussion with his fellow board members) Ashalataji, you are 
absolutely right. We have decided to give one day?s profits to the Army. You are also right on 
the EVA, from the current year our business performance will be benchmarked on EVA basis. 
Next year,we will also report results as per US GAAP.


The Indian Investor has arrived, the corporates are catching up? 


 


Article 6: The Key   
(Tune in to find out what an old Buddhist saying has got to do with investment philosophy) 


To every person is given the key to the gates of Heaven; the same key opens the gates 
of Hell - an old Buddhist saying  
 
You may want to rightly raise your finger at me and ask the question - what does this have to 
do with equities, with the stock market? 
 
We hear stories every day about people, flesh and blood human beings - our clients who have 
lost money in the recent crash. And I hear many questions. Is the stock market a gamblers 
den? Can one actually make money? Is it for the individual investor? Given the kind of volatility 
one has seen in the market does it really make sense to invest in the market for a long term?  
 
In a sense equities are like the key in the saying 
I need not remind you that equities as a class provide a much higher rate of return than fixed 
return instruments. It is the key to immense wealth creation. But use the key wrongly and with 
the wrong objective and you can find yourself opening the gates to an investor's version of hell. 
 
What we need to do is distinguish between the gates of Hell and the gates of Heaven. And learn 
how to use the key correctly. Because using it correctly ensures that we find ourselves in front of 
the correct gate. 
 
From a distance the gate to Hell is arguably more attractive - it promises quick returns based 
on speculative and 'Inside' information resulting in gain without pain. It is with good reason that 
this gate is more attractive, because what lies behind it is pain. The pain that comes when 
you realize that you acted on a whim and the anguish you feel when you have to square up 
your position because you cannot foot the margin. 
 
The gate to Heaven is far more unattractive- it is Grey in colour, places a premium on 
discipline and diligence and promises no short cuts. It promises happiness but does not promise 
that there will be no pain along the way. 
 
 Invariably this is where we falter. The correct use of the key in an attempt to open the gate 
leading to paradise does not mean that you will experience no pain. But that does not mean that 
you throw away the key or walk over to the gates to hell.  
 
But why should there be pain on the way to heaven? Simple - the higher rewards that the use of 
this key brings. It is the premium you earn for taking on additional risk, for deciding to accept 
and put up with pain (think volatility) in an attempt to make it to heaven. 
 
Our own portfolios have faced the heat of this meltdown with the Hammock losing 26.80% and 
the Hot Chocolate losing 43.15% since their launch in early April. But we believe we are using 
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the key correctly. We reiterate these principles regularly in our School section. Because we want 
you to understand how to use the key as well.  
 
We face the pain just as you do. But the gate to paradise never promised that there would be 
no pain along the way. As long as we use the key rightly and focus on the correct door we will 
find our heaven. 
 


Article 7: Soul-searching time   
(Time to clean up the skeletons in the cupboard... )


The stock market is governed by two forces - fear and greed. 


 
 


And it doesn't take much to figure out that fear is the dominant force these days. It's not a 
happy feeling that I experience when I pull out my portfolio every morning and calculate 
the damage. Afraid is what I feel. And with fear comes denial. I'd rather not look at my portfolio 
at all. For it hurts to even to look at it sometimes.  
 
But look you must. And you must ask yourself some hard questions too.  
 


 
 


How much of the damage is of my own doing?


 


●     Did I buy the wrong stocks (at wrong price)? 
●     Did I buy the right stocks (at right price)? 
●     Did I buy the right stocks (at wrong price)? 
●     Did I commit the mistake of not selling when the stock got dear? 


The answers will determine your future course of action. Getting rid of the wrong stocks will give 
you the cash to buy the right stocks (which you bought at the wrong price) at a reduced price. As 
for the right stocks, even if these do trade at lower prices, there is no cause for worry.  
 
And what if you realise that you should have sold some stocks at higher prices when the 
opportunity presented itself earlier? Ah, that's a tricky one! The way to solve this problem is to 
ask yourself another question - If I did not hold this stock and had some ready cash, would I 
still buy the same stock? The answer to that question will tell you what to do. 


 
 


So, go ahead and ask yourself those tough questions. Running from your portfolio won't help! 
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Article 8: Back to basics   
(Coming to terms with the simplest truth of investing) 


Investing in equities is akin to owning a business
We all know this, right ? Yet, most investors I meet seem to have forgotten this basic fact. But 
I don't blame them. 
 
After all, 80% of the daily traded volumes at both exchanges is concentrated in 10 volatile 
stocks. And actual deliveries (transactions which are settled by delivering stock or money) 
amount to less than 25 % of traded volumes.  
 
 Meanwhile, the investor is being inundated with news of how the FIIs did this and the Nasdaq 
did that. How the Big bull is ramping up xyz stock or that the No.1 Market-maker is holidaying in 
the Bahamas and that is the reason for inactivity in the market. 
 
 


 
 


Groggy from this overdose of news and rumours, it is easy to forget that Investing in equity is 
akin to owning a business. 


 
 


When you buy shares in a company, you are providing capital for the company, which is 
represented by an equity share. You are participating in the ownership of the company. Clearly 
the risks are high, because you are entrusting the company (the management) with the job 
of managing the business for you.  
 
Once you look at it this way, things fall into place. Figuring out which company to invest your 
money in is no different from the process you would adopt when getting into business yourself. 
 
 
How would you go about identifying which business you want to be in?
For starters, it should display the potential to earn you a return in excess of what the prevailing 
rate of bank interest is, right? But that is not enough, is it? 
 
You would want the business to earn a return far higher than that for it to be worth your while. 
And you would want those returns to be consistent. After all who wants to run a business in 
which one year there is a pot of gold and the next a gaping hole. Consistency counts if the 
home fires are to be kept burning. 
 
The ideal business would thus be one where profits can be sustained over a long term. There 
are many external factors that will determine the direction and growth of the business. And 
you would like to be in a business where you understand these factors, bring certain key 
strength and skills that will help you face up to the challenges peculiar to the business and not 
have to deal with too many factors which are completely out of your control. 
 
Of course, on an ongoing basis, you would definitely want to evaluate the performance of 
your business. Operations would have to be evaluated from market feedback, while the 
financial statements would give a view of the profitability of the concern.
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The same concepts apply to stocks
Now, here's the punch line. Everything we discussed above doesn't apply only to running a 
business. The same concepts apply, even if you just own shares in the company.  
 
The common question that pops up in this context is: "How do I externally control the business if 
I do not have a say in the management?".  
 
Ok, let's assume that you are now running the business you chose. Can you, a single 
individual, handle all functions of the company? For a while, maybe. But once growth sets in, 
it would be humanly impossible to manage all the functions of an economic activity, viz. 
marketing, finance, procurement, etc. That's when your business will need to morph from one-
man outfit to organization status. Wherein the various functions are distributed across 
individuals, and finally the same is translated into a unified activity.  
 
 Similarly, as a shareholder, you end up delegating authority to others to run the organisation 
you have a stake in. Imagine Mr Narayana Murthy (Infosys), Mr Manvinder Singh Banga (HLL) 
and Mr Anji Reddy (Dr Reddy's) reporting to you. That's exactly how the cookie crumbles.  
 
The company whose equity you have participated in is answerable. To you, as well as 
other shareholders of the company. Thus, while you as a joint owner have delegated the 
operations of the company to the professional managers and the employees, the management 
in turn is responsible to its shareholders. The management communicates through the balance 
sheet and the AGM, where shareholders voice their opinion on the performance of the company.  
 
Unfortunately, investors seem to forget this. I know a smart businessman from Jullundar who is 
very careful about who he does business with and doesn't like to take any credit risk. Yet, he 
doesn't think twice before investing his hard earned money in a company whose balance sheet is 
full of holes and whose payment track record leaves much to be desired.  
 
Why? Well their p/e is lower than that of the Industry leader. Hmmm. 
 
Or the honest school teacher from Ahmedabad who reads Dr Radhakrishnan by night and invests 
her savings in a company whose management, is, well, not quite straight. She bought into 
the company because her colleague's brother who happens to work with this large broker in 
Bombay tipped her off on what a certain FII is going to buy today. It was to be a quick buck. In 
and out before you know it. It has been 8 months since then. 
 
Chew on that, while I drum up some more investor anecdotes for you. 


 


Article 9: Financial Resolutions for the New Year   
(The ten resolutions a serious investor like you should be making for the New Year... )


On the stock markets, Y2K has been quite a roller coaster of a year. The wild ride up to the highs 
of February and then the plunge - that practically never stopped. I am reminded of the classic film 
- 'Never Ending Story.' (Maybe you should watch it? anything to get your mind off this 
bruising market J).  
 
In a strange way, the October - December patch of 2000 was quite reminiscent of the 
December 1999-February 2000 period. I am sure you remember that time.  
 
Every day the newspaper headlines were dominated by positive stories. Mr.Premji was getting 
richer everyday, Nasscom's projected figures for software exports from India were sounding 
rosier by the minute, Indians were making it really big in Silicon Valley and the Nasdaq was 
defying gravity.  
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It was a time when making money was very easy. You just had to be there and buy 
something, anything. It turned into gold. It was unreal.  
 
Now it's the same. Except for one big difference.  
 
Everything you own is turning into clay. The good, the bad and the ugly are being treated with 
equal disdain. It does not matter if your company has reported a 50% jump in profits or a 
300% jump. It does not matter if they exude confidence about the future. The newspaper 
headlines rule again - Dow cracks, Nasdaq falls, Industrial growth slows, S& P downgrades, 
Middle East crisis... The cup of woes is truly overflowing.  
 
Just as there was a lack of discerning judgment in the heydays, there is a similar lack of 
discerning judgment today.  
 
On the bright side, such times rarely last. And this too shall pass.  
 
What's more, trying times like these are a great opportunity for you to take stock of your 
investment strategy and portfolio philosophy.  
 
To ensure that you do not repeat the mistakes of the past, here are some principles that you 
would do well to remember and follow - through the good times and the bad times. You might 
even see them as your own list of 10 Commandments for Profitable Investing. 


 
 


 Always think Portfolio
Investing in the stock market is about owning a basket of stocks. It is not about owning just one 
hot stock. So always look at buying more than one. In that process you may end up with 5, 10 
or even 50 stocks. In the course of my practice, I have come across people who own as many 
as 500 stocks in their portfolios! What's the right number? Hold on just a while longer and I'll get 
to that point. 


 
 


 Diversification is the name of the game 
The objective of the Portfolio approach is to diversify risk. You might want to ask me at this point 
- does a portfolio consisting of only 10 (for the sake of argument) steel companies constitute a 
good portfolio (or 10 software companies for that matter)?  
 
The emphatic answer to such a question is, No. The portfolio approach calls for diversification. 
And you do not achieve that when you own a portfolio of just 10 steel (or software) companies. 
The factors that affect the steel (or software) business will take their toll on each of the steel 
(or software) companies in your portfolio.  
 
Even the market risk does not get spread out. Hence, this portfolio is as risky as the one with 
just one steel company. It fails because there is no diversification across various businesses. 
But remember that diversification is the means to an end (returns), it is not an end in itself.


 
 


 Focus, Focus, Focus? 
In the pursuit of the noble objective of diversification don't spread your net (portfolio) too 
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wide; otherwise it will become unwieldy to manage. Also remember that there is a trade-off 
between risks and returns. As the number of stocks keeps increasing, not only does the 
portfolio become unmanageable, it begins to reduce your returns! In medical terms, too many 
pills can have undesirable side effects!  
 
As a rule, I would recommend that the number of stocks in a portfolio should never be more 
than 15. It is quite difficult to keep track of a large number of companies. Sure enough, just 
when you are not looking one of them will punch a deep hole in the portfolio.  
 
Also, do the arithmetic: if a stock accounts for just 1% of your portfolio and it doubles, your 
portfolio return goes up by just 1%. Hardly anything to get excited about! 


 
 


 There's no such thing as a free lunch 
There is no such thing as low risk with high return. I hate to disappoint you, but that is the 
truth. There are no magic pills. You cannot "have your cake and eat it too". A portfolio is always 
a trade-off between risk and return. Building a Portfolio is all about balancing these two 
opposite forces. It is about optimising returns, given a risk profile and an investment horizon. 
Hence, it is important that you understand your risk profile before creating a portfolio. 


 
 


 Seasonality never pays
I know a lot of people who turned off the equity market during the period 1995-1999. After 
sitting out the best part of a 15-month rally that lasted up to Feb2000, they decided to jump in 
just at the wrong time. Look no further than Mutual fund collections in the first quarter of 
this calendar. They surged to levels not seen in the past 5 years.  
 
Just as you need to earn money every month to keep the home fires burning, you must save 
money on a regular basis. And importantly invest that money in equities on a regular basis.  
 
Most investors tend to fall victim to the volatility. Buying only when everybody is talking about 
the market and the headlines are unambiguously bullish. And selling out of equities when 
the bearish crescendo reaches a new high (or should I say low).  
 
Don't fall victim to the volatility that is part and parcel of the stock market. Instead use the 
volatility to your favour - invest consistently and steadily through all swings and seasons. 
Investing in equity is as much of a regular activity as brushing your teeth is. 


 
 


 Get in for the long haul
Investing is all about time in the market, not 'timing' the market. It is very difficult to accurately 
and consistently picks market bottoms and tops. In fact some would argue it is futile. The 
'experts' will frequently fall flat when it comes to forecasting tops and bottoms (yours truly 
included) for the stock market. But the longer the time you spend in the market the less the 
impact that timing has on your returns.  
 
The smart investors are the ones who understand this and stay in the game for the long haul. 
The method of rupee cost averaging (wherein you invest a fixed amount of money at 
regular intervals) delivers returns that are comparable to those you will earn by catching tops 
and bottoms successfully over the long term. There is a wealth of data and studies to that effect 
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and any decent financial website will tell you more about the concept of Rupee Cost Averaging. 


 
 


 Speculation? Not for everybody
Never use margin money to buy stocks. You should not invest money you don't have. There is 
a logical process to our monetary life. First you must earn money, then save some and finally 
invest it. Just as it is not a good idea to spend everything you earn, it is not a good idea to 
invest money you don't have (by borrowing).  
 
That by the way is not investing - that is called speculation. Now, speculation can be 
extremely profitable but it can also be extremely harmful to your financial health. In fact, 
profitable speculation is a full-time job. So unless you have the requisite skill sets, and are willing 
to chuck your day job, don't even think about it. 


 
 


 Here's a hot tip for you. (There is no such thing)
There is no alternative to doing the hard work that must be done before making an investment. 
You must do your own due diligence to determine what is best for you. Do not accept advice 
from anybody and everybody. And be wary of the so-called hot tips and sure-fire tips. They 
might seem cheap but they eventually turn out to be pretty expensive. 


 
 


 Equities means ownership
Oh, how often we forget this! The difference between investing money in a business of your own 
and investing in equities in the stock market is?  
 
Zilch. That's right, there is absolutely no difference. Just as you would need to hire a bunch 
of managers to help you manage your business, when you own shares in a company you 
have outsourced the management function to the incumbent management of that company.  
 
Would you hire somebody you don't trust as a manager in your company? I can't see why 
you would. So why invest in a company whose management you can't trust?  
 
Would you invest in your business if it were not growing, if it were not earning you a return of 
at least 20-21% on the capital invested? Unlikely isn't it? Don't drop the bar when you screen 
the stock market for companies to invest in. 


 
 


 There are no tricks to investing
The trick to being a successful investor is no trick at all. It is all about discipline. In fact 
successful investing is 99% discipline and 1% everything else. It not just about remembering the 
9 principles that I just laid out, it is about having the discipline to stick by them, through thick 
and thin. 
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Article 10: Vision + Strategy   
(What does Thomas Alva Edison have in common with Azim Premji? )


One of the eternal battles in the media business is over who calls the shots?the delivery medium 
or the content producer? For example in the Internet business, who will reign supreme?the ISP 
who provides you Net access or the content provider who provides the matter that makes you 
sign up for an access service?  
 
Is VSNL (access) or Rediff (content) or Sify (access+content!) going to be the winner of the 
Internet sweepstakes? But this is a debate older than the author and I have no claim to being 
able to resolve it satisfactorily. But it brings us to another question.  
 
What do you need to make money in the stock market?the ability to pick winning ideas or the 
right investment strategy (the science behind your buying, selling decisions and portfolio 
allocation, management decisions)?  
 
 Edison?s famous words?"Genius is 99% perspiration, 1% inspiration"?seem to suggest that 
strategy and implementation are more important than the throw-a-dart, one-in-a-million stock 
pick. Our own homegrown achiever, Azim Premji of Wipro, made a thought-provoking 
statement along similar lines while accepting the Businessman of the Year award. He said, 
"Ships are safe in the harbour. But that is not what they are designed for. A vision 
cannot be safe, strategies must de-risk it."  
 
If you want to enter the stock market, you must be prepared to leave the harbour. And once 
you have set sail with your vision of making a strong and loss-resistant portfolio with your 
stock picking skills, you will need your strategy and its implementation to give it direction. 
 
Strategy issues loom large. You could choose to be a trader with a buy-and-dispose philosophy or 
an investor with a buy-and-hold approach?and succeed in either role. Implementation of strategy 
is the key to success. As a trader, you need to align your actions?follow stop losses and don?
t overtrade. As an investor, you need to be tenacious?stand by your decisions in the face of 
many bear hugs to come.  
 
I don?t mean to preach, merely highlight this fact: A strategy is as important to a project 
as the vision that drives it. Don?t take it from me?ask the wealthiest man in India, 
Mr Premji.


Article 11: No green thumb   
(If watering the plants everyday is not your cup of tea then you must search for the plant that ...)


I do not have a green thumb and I make no bones about it. The efforts involved in raising a 
plant are way too onerous. I don't mind the trip to the nursery and I don't mind the time involved 
in choosing the plants I'd like to see grow in my balcony. What I hate or rather hate myself for, 
is my inability to remember to water the plants everyday.  
 
What I really need  
I do give it a shot every now and then but invariably the demands made by the plant's 
constant need for nurturing by way of water and nutrients is beyond my ability to provide. What 
I have always hoped for is that the biotech revolution will soon pave the way for a sapling that 
does not need water to grow.  
 
If science has made possible a wrinkle free shirt and pre-faded jeans then why not plants that 
do not require daily watering?  
 
 A self-sustaining plant  
If you want to introduce some jargon into the argument at this point-we could call such a plant 
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a self-sustaining plant. One shot of water the day I bring it home from the nursery and then 
no more water required. Wouldn't you pay a premium for such a plant? I for one sure would.  
 
It's the same in the stock market  
Not surprisingly my willingness to pay a premium for such a self-sustaining plant finds echo in 
the stock market. After all the stock market is the ultimate market place in which a large number 
of smart people with differing notions of value constantly seek to find the right price.  
 
A premium  
Yes, that's right. Just think company instead of plant. And think equity (financing) instead of 
water. Companies that visit the stock market to raise funds less often always appear to trade at 
a premium, as compared to their brethren who visit the market oh so frequently to raise 
money. And returns earned by owning shares of such companies typically beats that earned 
from others.  
 
Of course there is more to the premium that one company enjoys over another in the stock 
market than just its appetite for money but the correlation is sufficiently high enough to 
suggest that this is an important criterion. In fact the premium that most MNC companies 
have enjoyed as a group is in large part attributable to their non- recourse to equity funding. It is 
a different story that in recent years due to their (minority) shareholder unfriendly policies 
that premium has vastly eroded.  
 
 Reliance-a thirsty company  
Reliance Industries makes for a fascinating case study of the linkage between returns and 
self-sustaining growth. Reliance and the capital market cult in India are so closely entwined that it 
is difficult to separate the history of one from the other.  
 
As the most widely held stock in India the company has done much in terms of furthering the 
equity cult in India and perhaps this very effort is in turn responsible for their own success.  
 
The company by its own admission tapped the market innumerable times for raising equity 
between 1978 when it listed and the early 1990s. Its last equity issue was in 1994, a good 7 
years ago. But in the intervening period its equity ballooned as a result of a constant spate of 
rights issues, mergers and overseas issues. Its equity capital ballooned from Rs51cr in FY1985 
to Rs462cr in FY1997. It has since risen further to Rs1053cr as a result of a bonus issue 
and Warrant conversion.  
 
What of the investor?  
And how does an investor in Reliance fare as a result? Well over the last 23 years since 
Reliance went public-not too badly at all.  
 
An investors who invested Rs1,000 (100 sharesxRs10) in the company in 1978 and did 
not participate in any further issues now holds 512 shares in the company valued in all 
at Rs1,92,000 (@Rs375) ignoring dividends-an annualized return of 26% pa. A 
creditable performance that would warm the cockles of a Reliance shareholder and make 
envious those who do not own it.  
 
Sharp variation  
What I however find more interesting is the sharp variation in the returns earned by 
the shareholders in the dilutive era that prevailed up to FY1995 and the post dilutive era ever 
since. Reliance's last dilution was an equity issue in 1994, which is recorded in their FY1995 
balance sheet. All increases thereafter being due to conversion of previously issued 
instruments (convertible bonds/warrants). These were outstanding as of the FY1995 balance sheet.  
 
(Trivia-Reliance's last issue in 1994, was a private placement of equity with UTI and other 
domestic financial institutions, a deal which raked up quite a muck in the press and even in 
the Parliament)  
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Splitting the returns  
Let's split the return that a shareholder earned during the entire period 1978-2001 into 2 parts. 
The first part being the return between 1978 and March 1995, marking the balance sheet of the 
last year in which they diluted equity capital and the second part being the return earned thereafter.  
 
For the purpose of this analysis and for the sake of simplicity I am presuming that this 
shareholder did not participate in any further offerings by Reliance during the period 1978-2001. 
Of course he would receive any Bonus shares issued during the period.  
 
 The person who bought 100 shares of Reliance with an outlay of Rs1000 in 1978 was the 
proud owner of 256 shares of Reliance in 1995. In March 1995 Reliance closed at Rs130 and 
hence the value of the holding amounts to Rs33,280, a compounded return of 23% pa. Good, 
but note that this return for a 17-year period is lower than the return over the entire 23 year 
period in spite of accounting for over 2/3 of the period in terms of time.  
 
No more issues  
Now if some of you are as ancient as I am you will remember that after the controversy 
surrounding its equity issue in 1994 Reliance more or less promised that it did not intend to 
dilute equity in the future. The company has come good on that promise.  
 
It has been 7 years since its last issue-quite remarkable for a company that saw its equity 
balloon nearly 10x in the 10 year period between 1985-1995 through constant dilution. If you 
had been wise enough (unlike yours truly) and taken the company's word, bought shares in 
Reliance in March 1995 then you would be laughing all your way to the bank.  
 
Returns get better  
An investment of Rs13,000 in 100 shares of Reliance in March 1995 would be worth Rs75,000 
today a compounded return of nearly 34% pa in the last 6 years. In other words the returns 
earned by buying Reliance in 1995 after it became a self-sustaining company (plant) that 
required no further equity funding (watering) are nearly 50% higher than the returns earned in 
the previous 17 years.  
 
Need I say more?  
Do you need any more proof that buying self-sustaining companies is far more rewarding 
than buying companies that need constant daily doses of water and nurturing? In fact the returns 
of 23% pa in the dilutive era that prevailed up to 1995 are overstated to the extent that in 
this analysis I have ignored the various rights issues done by the company.  
 
These had a depressive effect on returns because the Reliance share price stayed in fairly 
wide range during its dilution prone years. You could have sold your 256 shares at Rs130 way 
back in 1986 if you had chosen to and the incremental investment in Reliance during that 
period really started to earn positive returns only after 1997.  
 
Buy those who don't need it!  
Biotech might not have come so far so as to produce plants that require only one single dose 
of water (did somebody say cactus?) but in the stock market there are companies that can 
grow without cash and those that need cash. In a perverse way it is the companies that don't 
need your cash that are likely to be more rewarding!  
 


 


____________________________________________________________________________________-


Chapter 3: Analyst Memoirs  
(Pro analysts share their secrets and more here..).  
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Article 1: Fear of falling   
(Find out how a professional learnt his first lessons in investing way back in time... )


Turn the clock back to 1994. 
 
I am just 24 years old. And my career graph is already looking up. I am recognised as a 
hotshot research analyst. One day, I am asked to work on two large companies from two 
diverse sectors - MTNL and SBI. 


 
 


'Wow!' I enthuse. 'What great companies! Natural monopolies, these. How can anyone ever 
compete (even if the government allowed them to) with these lovely companies? MTNL has 
India's two richest cities wired on to its phone network, Bombay and Delhi; and SBI has 
distribution even where HLL soaps may not be available - it has branches everywhere.' 
 
Which is when one of my client butts in, 'Which bank do you have your personal savings 
account with? And are you happy with your home phone?"  
 
'Uh,' I mutter. 'It doesn't matter. It doesn't matter because, dear ma'am, we are 
discussing monopolies here, monopolies with a capital 'M' you see. They are like the 
classical tollgates. Wanna enter the city? Pay up.'  
 
'I still want my answer,' the client insists.  
 
Some hmmmm, wellll, aaawwww later, I surrender. 'I bank with Citibank (read because I hate 
to wait at SBI counters and dislike being treated like a convict at a police station). And I 
would prefer if my phone line would develop faults less often, and when faulty, would get 
fixed without me having to wait a week.'  
 
'But you see,' I add, 'customers always crib. And how does it matter, they are monopolies!'  
 
Flashback over. Let us come back to the present. Circa April 2000.  
 
SBI is at Rs203 and MTNL at Rs223. Guess what the prices of these stocks were six years 
back? MTNL was ruling at Rs225 while SBI was at Rs240. Six long years have passed, and lot 
of earnings growth taken place. But their prices are where these were?ugh! HDFC Bank came 
into the world in May 1995 at Rs10, and is Rs230 today.  
 
Flashback time again (I love movies you see). This time round, turn the clock back to 1974. I am 
a kid of five learning to ride a bicycle.  
 
One day, I fall off the cycle and hurt myself in the process. And for days I avoid my bike like 
the plague. My father cannot stand it any longer. He puts me up on a chair and drills into me, "It 
is important to experience the fear of falling. Only then will you learn not to repeat mistakes."  
 
Do monopolies have this fear of falling?  
 
They know damn well that customers do not have a choice. They are the tollgates remember. 
How does it matter if the customers are unhappy?  
 
But the truth is: it matters. Maybe it does not, over the short term. But over a longer term, it does.  
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Someone out there can see that you are goofing up, that your customers are unhappy. And he 
will move in to take your lunch away. Maybe by inventing new ways of doing business 
(ATMs, Internet) or by using new technologies (mobiles, VOIP) etc. Dethrone you, he will.  
 
And the market is smart. Somehow it can see over a longer term. And much before this new 
thing comes in to punish a monopoly the market gives its verdict.  
 
Fear of falling and the will to stand up and run again is important. And all of us learnt 
this lesson when we learnt to walk for the first time. 


 


Article 2: Want to buy a stock, talk to your wife   
(A pro analyst shares his secrets on 'common sense' investing...) 


First let me introduce myself. I am an equity analyst. Been one for the last seven years. And I 
have not done too bad, if I may say so. I have been able to outperform the Sensex for all 
these seven years, starting 1993. Well, I had enough reasons to believe that I was the real 
hotshot stock picker on the street?until of course I discussed stocks with my wife. 
 
Enlightenment happened one fine day, three years back. In August 1997 to be precise. She 
has heard me often on StarTV Business News. So, that particular day, she asked me to explain 
the meaning of those fancy jargons that I employ to describe the market's shenanigans. I thought 
I would impress her (some more) with my knowledge.
After some trouble trying to explain EPS and PE, I decided to enlighten her about how I had 
beaten the fixed deposit returns and made money for our family, by investing wisely in equities. 
I also informed her of my investments in Bausch & Lomb. Boasted how I had bought the stock 
at Rs100, and how we would make oodles of money as contact lenses and Rayban sunglasses 
are growing businesses.  
 
'Well,' she said, 'Novartis makes better contacts.' Apparently, she had bought their CIBA 
vision contacts only a week back. 'Look, I don't understand your language, but you should 
sell Bausch & Lomb and buy Novartis,' she recommended. 
 
'Ha,' I said, 'go back to teaching kids (she teaches 'thinking' skills to school kids).' 
 
Want to know what happened to Bausch & Lomb and Novartis? Over the next 12 months 
B&L crashed 50% while Novartis doubled. 
 
                 The million the I missed 


 
Around the same time, trying to recover from this humiliation, and to prove that it was just a 
fluke, I asked my wife to recommend another stock just to see if her first pick was not a fluke. 
She asked me to buy Henkel Spic. Why? She had just replaced 'Ariel' with 'Henko' as her 
washing machine detergent. She said that it gave her the same results at half the price. 
 
'No way,' I said. 'It is a loss making company. And will never make profits.'  
 
No, no, don't even try to hazard a guess - the stock was Rs16 then?and I have lost a three-
bagger till date because I refused to act on my wife's advice. 
 
Well, at least I can take pride in saying that I am not stubborn or incorrigible. For few months 
later (after Henkel had already risen 100%), when she told me that our one year old son 
consumed only 'Britannia' cheese (and actually rejected 'Amul'), I bought some Britannia stock?
and I am up 100% over 26 months. 
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Now, my better half even has her own top picks. Her three best buys are: first, HLL - she says 
that you just can't get away from HLL. More than half our kitchen, bathroom and dressing 
table items come from the HLL stable. Secondly, Zee TV - no, she does not watch TV much. But 
she does crib that the few hours, which I do spend at home, are all gone watching Zee! And 
last, Infosys - she does not understand tech. She had watched Narayan Murthy's interview 
once; she is convinced that the man is sincere, visionary and yet down to earth - recipe for 
success, according to her. 
 
Takers, anybody? 


 


Article 3: This too will pass   
(In a strange way the current depressed market reminds me of February, earlier this year... )


It's been a horrific week
And that's putting it mildly. Wouldn't you give a hand as well as a leg just so that you are able to 
go to sleep and wake up a month later? Or maybe you would rather not. What if you wake up to 
find the market even lower? So while your eyes remain focused on the screen, beads of 
sweat continue to form on your brow and in the background, the only sound you continue to hear 
is that of your heart beating. 
 
What a year it's been! Remember the highs of January and February and the lows of May? And just 
when you thought it was safe to go out again -- Part II. It is almost like a conspiracy. All at 
the same time the Reserve Bank of India and CMIE and even Standard & Poor's wake up 
and downgrade their outlooks. Thank god for competition -- at least Moody's stood up for us! 
 
In a strange way all this reminds me of the period during December-February, earlier this year. I 
am sure you remember that time. Every day positive stories would dominate newspaper 
headlines. Mr Premji was getting richer and Nasscom's projected figures for software exports 
from India were doing the rounds of the market. Indians were making it big in Silicon Valley and 
the Nasdaq was defying gravity. Money-making was your birthright. Everything you touched 
turned into gold. It was so real that it was unreal. 
 
 
It's unreal again. Only this time it's painful.
The crash into the lows of May had brought you back to earth. The mistakes brought about by a 
bull market were all too apparent. Salvation could be had if you cleaned your cupboard and stuck 
to the high ground. With a portfolio of sound companies you could make it out of the trough. 
 
But the trough is beginning to resemble a deep hole in the ground and the way out is not clear. 
Even the healthy are falling by the wayside. What do you do when a company reports a 
135% growth in profits, beats analyst estimates by 9% in the process and yet slips 15% in the 
end? Sure the company (Infosys) is not cheap -- it trades at a price earnings ratio of 75x on 
FY2001 earnings. But how can you ignore the fact the company is expected to grow at 75-85% 
next year. The company is now trading at a price earnings to growth ratio (P/G) of just 1 based 
on FY2002 earnings. That is cheap. That is attractive. Period. 
 
And that's what makes the current situation unreal. The market is refusing to discern 
between good and bad anymore. Just like it was refusing to do so eight months ago. 
 
 The feel-good and the bullish headlines of earlier times have been replaced by an all-
pervading depression and stories about earnings warnings, falling global markets and poor 
economic outlook. And now the Middle East crisis. 
 
It's the same story. Only it's playing the other way round. The good news is being ignored. But 
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the market cannot stay detached from reality for long. The market cannot ignore the good for long.


 
 


This too will pass.


 


Article 4: Of course I am scared   
(Are you thinking of taking sanyas from the stock market? Change your plans, dear investor) 


When I said that to my closest 'stock-market' confidante, he retorted that I would be inhuman not 
to be so. That in this kind of a market if I did not worry or indulge in some soul-searching I would 
be abnormal. According to him I definitely need to ask myself if I am holding the right stocks, I 
am leveraged and whether I have enough cash in my bank account to pay for the holiday that I 
am planning to take next month.


 
 


I believe I am holding the right stocks, I don't need cash tomorrow, and I am not leveraged. 
So, why the hell am I hurting so much?


 
 


Switch on CNBC, and you hear about a global equity meltdown. Open the pink papers, 
and doomsday forecasts stare at your face. Resolve fiscal deficit crisis tomorrow, or India is 
dead. Privatise PSUs next month, or else you will find yourself in a debt crisis. Economy is 
slipping back into recession. World's leading rating agency S&P has downgraded India. 
 
Oh my god! Should I be shifting all my savings to fixed deposits? But are fixed deposits safe? 
With this kind of an economic crisis, won't the banks go bankrupt? Maybe my grandfather was 
right -- capital is safe only in gold and cash should be stashed under the mattress.


 
 


Wait a minute! I think I have heard this before.


 
 


At least four times in the last six years that I have spent investing in equities. And always 
around Diwali or towards the end of the year. 
 
In 1995, 1996, 1997 and 1998 to be precise. And each and every time I felt like going back to 
my father's farms and breathe the fresh village air. I thought the equity market was for 
gamblers. That India will remain a loser. 
 
Every time I had those dark thoughts the market would bounce back by at least 1500 points, or 
60-70%, from the panic levels. 
 
Imagine if I had given in to my deepest fears, swayed by market sentiments, I would have 
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missed out on the market bouncebacks.


 
 


Moral of the story: don't just follow the herd, look for what the herd is doing.


 
 


To fight a movement is foolish. But when a movement becomes herd behaviour, jump. In 
market parlance, buy the rumour and sell the news. When newspapers and magazines (and 
rating companies?) forecast doomsday, they actually mean that bad days are coming to an 
end. When you feel like boarding the next train to your village, check the booking positions. If 
you 'spot' the herd on the train, stay back. Just a while! 
 
 
Works the other way round too.


 
 


Keep a watch on whether your driver is asking for stock-tips. Or everybody on the local train 
is pouring over stock quotes. Or your old father-in-law, who knew no better way of protecting 
capital than by stashing cash in the pillows or buying jewelry for his daughter (my wifeJ), begins 
to put most of his money in stocks. 


 


Article 5: Why read newspapers?  
(News headlines can conceal more than they reveal. The devil is always in the details) 


Two pens, two colours


 


It was the start of what was looking to be a depressing day. The Nasdaq composite was down 
7% and the market looked set to open sharply lower. But the daily routine calls for a research-
sales morning meeting and we got down to business. On my way in to work I read the Times 
of India, in which there was an article suggesting that Nicholas Piramal was the frontrunner in 
the race to acquire Rhone Poulenc. Now Nicholas Piramal is one of our Apple Green stocks and 
when a company does a large acquisition, it is only natural that one take a hard relook at 
the company.  
 
So the meeting kicked off on that note: What happens to Nicholas Piramal if its bid to take 
over Rhone Poulenc is successful on the terms being bandied about by the newspaper? No 
sooner was the topic tabled, a voice popped up: "Don't you mean what happens to Wockhardt 
if they take over Rhone Poulenc?"  
 
"No, I mean Nicholas Piramal," Yours Truly assured the Voice. And then somebody thrust 
the Business Standard, which I had not read, in front of my face. It screamed 
'Wockhardt, frontrunner in race to acquire Rhone'.  
 
Uh oh! Two different news papers, two different stories. Moral of the story? Read all the 
newspapers you can. 
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Discount the grapevine
But seriously. This is the information age. And sometimes, there is more information going 
around than we need. Some of that information is based on facts, a lot of it is analysis but some 
is rumours, whispers and what have you. As an investor, you need to exercise care when acting 
on this information.  
 
 Acting on rumours, whispers and information that comes from "sources" can be injurious 
to investing health, to say the least. Rumours are all too often just that - rumours. Some of 
them may turn out to be true, but equally often (maybe more often) they will not. It is up to you 
to exercise discretion. 


 
 


The devil is in the details
But deciding not to act on rumours and hearsay is the easy part. Unfortunately, even in the case 
of factually correct information, the way facts are presented can lead to incorrect and 
misleading conclusions. Delving beyond the headlines becomes very important because of 
headlines such as these:  
 
'Bhel Q2 net falls 90.69%' - The Economic Times, 2nd November 2000  
 
'BHEL net profit at Rs11.90cr' - Business Line, 2nd November 2000  
 
The second headline is quite innocuous - so much so that you might choose to gloss over it. But 
the first one is quite an attention grabber and packs quite a punch, doesn't it? And it does make 
a world of difference, depending on which one you read.  
 
Hence it is very necessary that you delve beyond the headlines to reach your own conclusion 
and verify the source before you act on it. 


 
 


The Wipro ADS: from different perspectives
Here's another example. These are the headlines that appeared in the business dailies the day 
after the Wipro ADR was priced:  
 
'Wipro ADS priced at 14% discount to BSE closing' - Business Standard  
 
'Wipro makes NYSE debut at a premium' - Business Line  
 
'Wipro ADS opens at $44.5 on Wall Street' - Financial Express  
 
'Wipro ADS priced at $41.38, lists at $44.5' - The Economic Times  
 
It makes a world of difference which one you read. The only headline which told you the 
most materially important point was arguably the first one. And you could have carried away 
a different picture about the success of the Wipro ADS based on which headline you saw. To be 
fair, though, reading the entire story (in all the cases) would have presented the most 
meaningful fact - that the ADS was in fact placed at a discount. 
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Was that the same story?
Of course, facts can be presented with very different implications and analyses as well. Consider 
this set of headlines from two different newspapers for the same story.  
 
'Foreign investors invited to help store grain' - The Economic Times  
 
'Govt to export grains at a loss' - Business Standard  
 
Don't get me wrong. I'm not trying to critique the newspapers. It's very likely that if you 
compare the headlines of the newspapers as well as many websites about the same event you 
might reach the same conclusion - headlines can be misleading. The devil is in the details. 


 
 


Not a unique Indian phenomenon, thankfully
This is not even a situation unique to India. Check out this series of headlines about 
Coke's announcements made on the 20th of December in US papers. This was basically 
an announcement by Coke that volume growth would be lower than earlier estimates, 
although earnings would be as expected.  
 
'Coke: Volume Will Make Small Gains' - AP Financial - 6:08pm  
 
'Coke Sees Volume Growth Below Forecasts' - Reuter Business News - 4:44pm  
 
'Coke Warns of Weaker Volume Growth, Reinstates Share Repurchase Program' - The Wall 
Street Journal Online - 1:50pm  
 
'Coke Sees Q4 Volume Growth Below Some Forecasts' - Reuter Securities - 9:45am  
 
'Coca Cola Comfortable With 2000, 2001 Growth Expectations' - at TheStreet.com - 8:57am  
 
'Coke Sees Volume Growing 3 Percent' - Reuter Business News - 8:02am  
 
Imagine if you had just read the headline of this article!  
 
That is why it is necessary that one does not go by just headlines. And certainly not the headlines 
of just one source. There is no substitute to reading the entire analysis and perhaps doing 
some analysis of your own.  
 
Remember: you are the best guardian of your own interests. 
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Article 6: Of unintended consequences   
(As an investor you need to insure yourself against unintended consequences. What are these?)


The permanent contribution of a thing--movement, event, or meeting--is seldom the intended 
effect, but an unintended one. What we are emphasising here is that the announced purpose of 
a thing is seldom its ultimate contribution to history.  
 
As analysts, we are trained to focus on the consequences of every action taken by a company or 
any action taken by an external agent (such as the government) on the company that we 
track. Unfortunately, this methodology does not recognize the law of unintended consequences. 
So, this misunderstood law and oft forgotten postulation causes us much misery ever so often. 


 
 


Let's start with an example 
The law of unintended consequences manifests itself in many ways. Take the power sector 
for example. Would you believe that one reason for declining water table level in Gujarat is 
the provision of free electricity to farmers. What? Well, here is the story as heard from a 
former chairman of the Gujarat electricity board.  
 
The Gujarat SEB, like many others in the country, is in the habit of providing free power to 
farmers. However, as a result of such generosity (and power theft), the SEB is not in good 
financial shape.  
 
As a result, its plants run erratically and power supply is erratic to say the least, particularly in 
rural areas.  
 
Consequently, while the farmers are entitled to free power they are not sure when they 
would actually receive the power. SO, they choose to leave their pumps on all the time, so 
that whenever the power does come water would be pumped into the field irrespective of 
whether they are awake, asleep or not around.  
 
 As a result of this, not only do the pumps run for much longer than actually required, but 
they pump out more water than required by the farmer. This, as the chairman revealed, resulted 
in a sharp drop in the water table level in several parts of the state. 


 
 


Not convinced yet? 
Fine, you may ask, but what relevance does this have to the world of investing? A lot 
actually, because an unrelated event or change might have an impact that you do not 
foresee. Another classic example of this could be Viagra. Did you know that the Viagra is a kind 
of lucky accident? Well, its application to impotence was discovered in 1992 while 
conducting research on heart medications?  
 
Pfizer did not go looking for this blockbuster drug, it just happened to notice that the drug had a 
side effect, which was in effect a cure that many were looking for. 


 
 


A macro example would convince you better 
Let us take another hot topic of discussion-the US economy. Alan Greenspan is cutting 
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rates vigorously in order to revive the US economy. The economy has been driven by 
large investments in the tech sector in recent years. But this cutting of rates could have 
an unintended consequence and to quote from Marc Faber, author of the publisher of the 
Gloom Boom & Doom Report  
 
 


Investment booms driven by technological breakthroughs are 
deflationary. Railroads cut long-distance transportation costs. The 
tractor led to huge productivity gains and falling agricultural 
prices. The Internet has made voice communication almost free. 
The longer they last and the more capacity they bring, the more 
these capital spending booms reinforce the deflationary 
environment. The problem is not insufficient demand but 
overinvestment, which depresses prices and leads to disappointing 
profits.  
 
The solution is a painful but necessary and healthy (and, it is to be 
hoped, brief) liquidation of excessive capital projects. But 
Greenspan's aggressive rate-cutting will only allow weaker players 
to complete their projects and so prolong the capital-spending 
boom. The day of reckoning may be delayed, but it cannot be put 
off indefinitely. Regardless of central bankers' monetary policies, 
every capital-spending boom is followed, sooner or later, by 
massive corporate profit deflation and a very painful deflationary 
recession. 


 
Whew, In other words the cutting of rates might only delay the inevitable and worse still it 
might make the eventual consequences even more painful. 


 
 


Inference that you can draw 


 


Unintended consequences manifest themselves in more ways that we realize. The very fact that 
they are unintended consequences means that attempting to identify them in advance is a 
futile effort. After all, how can you predict what is an unintended consequence? Could you 
have predicted that Viagra would be the outcome of Pfizer's research effort?  
 
As an investor, therefore what this means is that you need to insure yourself against 
unintended consequences.  
 
This is not an insurance policy in the real sense but rather some steps and thought processes 
that can help prepare you for dealing with unintended consequences. 
 


●     Spend as much time thinking about what can go wrong 
The focus of any buying decision is on everything that can go right for the company and for your 
purchase. But spend an equal amount of time thinking about what can go wrong and pick holes in 
your own positive arguments. Even though this might not help you identify the unexpected 
consequences, you might still be able to pick up on the early signs if you have already thought 
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about it.  
 
 


●     A stock is a sell until proven otherwise  
A friend of mine, and a good analyst to boot, once said that the secret of his success was that he 
treated every stock as a sell until proven otherwise. This is even one step better than spending as 
much time thinking about what can go wrong.  
 
 


●     Beware of the consensus  
This is another rule of thumb that works quite well. More often than not the consensus view is not 
the right one. And questioning the consensus view can typically help you identify the not so 
evident risks.  
 
 


●     Revisit your arguments frequently  
One way to reduce the downside from unexpected consequences is to revisit your argument for 
staying invested in the stock on an ongoing basis.  
 
This is a very difficult rule to implement. One of two errors can always occur-either one could sell 
the stock for the wrong reasons or alternatively one could stay invested for longer than required 
before admitting the mistake.  
 
 Phil Fisher, the legendary investor and author of the must read investment classic-Common 
stocks, Uncommon profits once commented that you need to wait three years after buying a stock 
to reach a meaningful conclusion on whether you have committed a mistake. The significance of 
this statement is not that you have to give a stock three years to figure out if you have made a 
mistake. It is merely that if you are to arrive at a sound decision as to whether you have 
committed a mistake, you need to watch three years of performance.  
 
There is no magic formula here, but one simple way to solve this problem is to evaluate your 
purchases based on the time period you had in mind and the returns you were looking at. For eg, 
if you expect a stock to double in two years and it has not gone anywhere after one year of your 
holding it, you need to review your decision. Or if you buy a stock to make just 30% out of it in 6 
months and it loses 15% in 2months you must question whether given your risk return framework 
it makes sense to stay invested.  
 
 


●     Margin of safety 
The value investors' focus on margin of safety is perhaps the best possible insurance against the 
law of unintended consequences. 


'What the value investors are looking for is margin of safety. They are looking at buying a stock 
at as much of a discount to intrinsic value as possible. This provides them with a margin of 
safety because the future is always difficult to predict!'  
 
The margin of safety provides the value investor with some protection against a negative surprise 
he did not foresee and gives him a twice the advantage when a positive surprise comes his way. 


 
 


The better part of the story 
With all this talk about unintended consequences you might jump to the conclusion that 
such consequences are always bad. Not necessarily, remember the Viagra example? J  
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In fact, the most striking manifestation of the law of unintended consequences is our 
software industry. The unintended consequence of the Y2K bug was that it gave this industry 
a boost nobody could have predicted.  
 
If not for the Y2k bug would our software companies have managed to get their foot in the 
door? Hmmm? 


 


_________________________________________________________________________________


Chapter 4: Market Lore  
Investment wisdom in a capsule...  
 
 


Article 1: The 10 commandments of successful investing   
(Coming down the stairs of the BSE building this is what Moses found on the 10th floor landing.) 


Moses was coming down the stairs of the Bombay Stock Exchange building after a rough 
trading session one rainy day and look what he found peeking out of the false ceiling on the 
10th floor landing, written in the hand of God... 
 
God entrusted to Moses the noble task of protecting the small investor from the vagaries of 
the market and the attempts of various vested interests to waylay them on their path to 
safe investing. Safe investing, said God, was a mere matter of following these ten simple rules.


 
 


Commandment 1: Don't attempt timing the market 
Market timing is no guessing matter. To the little investor, timing the market is like taking a 
random walk. Most people only recognise the correct path after already having set foot on the 
wrong one. One exception to this is 'bottom-fishing', an approach to buying stocks that you want 
in your portfolio at prices below prevailing levels. This entails biding your time and buying into 
a market downturn before others do (the age-old philosophy of buy low, sell high), the downside 
of this approach being that the stock you want may never see the downside you expect. 


 
 


Commandment 2: Don't try to outguess the market 
Market psychology is for shrinks, not for couch potatoes like you humans are. What captures 
the imagination of the market is transient, which means that what is `in' today is `out' 
tomorrow. Most people only recognise the pattern after it has become apparent to almost 
everyone else and is too late to act upon. For example, if investment in technology appears to 
be the current flavour, you are probably already too late to cash in on the trend. In this 
instance, you should only invest in technology as part of a long-term balanced approach. 


 
 


Commandment 3: Treat investing like marriage - go for the long haul
Short term investing could go either way. Invest long term. Almost all market pundits 
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and investment studies show that stock investing should be part of a long-term strategy, lasting 
5-10, even 20 years, or longer. Beware that not every year will result in a positive return on 
your investment. However, over time, the plus will likely overwhelm the minus by a 
substantial margin. 


 
 


Commandment 4: Stay clear of broker's advice, hot tips and "multibaggers"
Every portfolio advisor is not a Sharekhan (J) who swears by sound investment principles. 
Think. Wouldn't most brokers be tempted to make their living by goading their clients to 
constantly move in and out of positions, thus garnering commissions? This is diametrically 
opposed to Commandments 1, 2 and 3. For most people, stock advice is like a game - of darts! 
Only accept advice if the person has your financial interest in mind - truly, that is - and is 
not making a living by selling your stock. And of course never buy from someone who calls you J. 


 
 


Commandment 5: Almost always invest in blue chips and blue chips-to-be
Do invest in companies considered to be `blue chips'. These not only include the BSE 100, 
but others that are slowly stepping into the big league as well. Only invest in established 
companies with good track records. Beware that not every blue chip will increase after you buy 
it, and that even these otherwise stellar performers will have their good months/years and 
bad months/years. But, over time, the fluctuations will even out and you should be left with 
a considerable net plus. Also invest in companies which have a good record of declaring 
dividends (and if you find the solitary one that increases dividends each year...you know what 
to do). 


 
 


Commandment 6: Prefer steady instalment-like buying of stock to buying in one go
Investing should never be done in a panic or treated as an emergency. Purchasing your 
favourite few is best accomplished at a steady rate over a period of time, so as to avoid the ups 
and downs of the market. This is called rupee cost averaging and is one of the safest approaches 
to investing. It works just like any other habit - you buy, regardless whether the price is up or 
down, until you reach the desired number of shares of that stock. 


 
 


Commandment 7: Diversify, diversify and diversify 
Do diversify your portfolio, both within your selected sectors and within overall industry. 
For example, don't invest only in technology because it happens to be in vogue today, but 
consider other industries as well. 


 
 


Commandment 8: No shopping with borrowed money and maintain a core reserve
Never use margin money to buy stocks. You should not invest money you don't have. A simple 
and basic rule is to not leverage yourself to an extent that when the tide turns against you, all 
you are left with is nothing. 
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You never know when a financial emergency might arise. That's why you must keep a 
comfortable cash reserve in your savings account, so you do not have to tap into your long-
term investments. A reserve equal to 6 months of salary should be just about ideal. 


 
 


Commandment 9: Set realistic financial goals
Treat a 500% return with as much derision as you would a 5% return. Decide what you need 
the money for - to retire early, to finance your kid's college education or your daughter's 
marriage? Or just in order to preserve and build wealth? Whatever the goal you set, make sure it 
is reasonable and attainable. Expecting too much will only lead to disappointment down the 
road. Aim for an expected return level that is realistic - not mediocre or overambitious.


 
 


Commandment 10: There are 10 more commandments!
For those who thought that was the last of that, I have good news. There's more where that 
came from! Ensure that your portfolio size is controllable (15 stocks is about ideal), and your 
stocks are well researched. Checkpoints: Is the management quality above board? Does 
the company have a positive cash flow? Does it have the capability to compete on a global 
scale? Most importantly, is it shareholder friendly? 
 
Finally, leave your emotions behind when you enter the world of investing. Follow the 
ten commandments. Time is on your side. Investment success won't happen overnight, so 
stay focused on long-term returns and avoid overreacting to short-term market swings. 
Remember, investment success depends on time, not timing>. 


 


Article 2: The 5 Steps to Investdom   
(They say the stock market makes fool of everyone. Well, we have different ideas... )


To share or not to share 
"The main purpose of the stock market is to make fools of as many men as possible" - 
Bernard Baruch  
 
Oh? And we thought people flocked to the stock market because they believe they are wiser 
than the next guy and would naturally bag the bigger, better deal. Fear not, for we believe 
Mr Bernard was not really referring to the well aware investor in the market who abides by 
its investing credo. We say the main purpose of the stock market is to help enrich those 
who consistently save and invest, who have a 'buy and hold' philosophy. Our paramount advice 
to the retail investor: Dispel forever and ever the notion that you can correctly predict the 
daily swings of the market. 


 
 


Why invest? 
Which brings us to the next question - in that case, why invest? To fulfil certain needs or 
desires. You may have certain personal goals, ranging from, say, an early retirement, marriage, 
and kids' education to more specific material stuff such as a swankier car, a bungalow, and 
what have you... You may invest in order to make above normal returns, or maybe just to keep 
up with inflation, which presents itself at every turn like an unwanted ingrown toenail. 
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Raring to go, but proceed with caution
You're probably itching to take the plunge and start investing right now. But hold on - we 
don't generally eat dessert before dinner do we? So how can we invest before learning how to?  
 
Investing can be relatively painless, and the rewards plentiful. Investing successfully in the 
stock market could buy you your retirement, overseas education, dream holiday or simply 
enhance your status in the family to Most Cherished Relative. The following five rules and a 
prayer on your lips should take you there. 


 
 


Steps to Take Before Investing


 
 


1. Invest your own money -- credit cards are strict no-no  
 
 The stock market and the world of investing are all about making more money than you 
would elsewhere. But before you get initiated into this system, make sure you aren't hitching 
a heavy debt-laden cart on the investing pony. Huge credit card bills, loan instalments, can be 
bad news when it comes to stock investing. And finally, don't invest on borrowed money. Playing 
the market on debt is something we won't be advising you to do.  
 
 2. Provide first for the necessities -- avoid putting that antique grandfather clock on sale  
 
God forbid, but in the rare occasion that you find yourself out of a job, you must comfortably land 
in the safety net of an ample corpus to protect you and the family from unexpected situations. 
You never know what tomorrow will bring. Unemployment, medical ailments, accidents, a 
housing need and other such contingencies should be accounted for.  
 
Set aside a liquid reserve fund that covers six months of living expenses and contingencies, 
failing which you run the risk of finding yourself at various auction sites on the web, trying to 
find buyers for that beloved antique grandfather clock.  
 
3. Plan for the future -- an outstanding housing loan instalment is a taboo 
 
Understand your current spending pattern. The idea is to know exactly how much you can afford 
to invest in stocks. If you have a big housing loan to repay in the next three months, you 
cannot afford to stay fully invested in stocks with one-year horizon without planning for 
this payment. Else on the day of reckoning you will have to sell your stocks cheap! 
 
4. Identify your objectives -- can't buy oranges if you want to eat apples  
 
 There is a general perception that apples and oranges taste different, look different and 
offer different nutrient values. The same holds true for different stocks. The most 
important groundwork in developing a portfolio is establishing and identifying your objectives. 
While everyone's needs and goals are different, it is important to sit down and know what 
you currently have, what you will need for day to day living expenses, and what future long-
term strategic goals you want to achieve.  
 
5. Invest time in market - save short-term funds for the family Caribbean cruise  
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Invest money in the stock market that you won't need for at least three years, and preferably 
five years or longer. If you'll need your cash next year for a down payment on a house or for 
the family Caribbean cruise, use one of the shorter term and safer havens for your cash, such 
as money market funds or bank deposits.  
 
 Sharekhan believes that these five points form the prologue to the investing novel. Let the 
above rules take centrestage in your head before taking that leap. If you can conjure up some 
more ground rules, post in your comments. We welcome an education too! 


 


Article 3: Five soul-searchers before selling a stock   
(What's easier - buying a new shirt or disposing of your old one?)


What's easier - buying a new shirt or disposing of your old one? 
What does a rising market do to you? You probably get complacent about your investments, just 
as you panic when the market takes a dive. Recently, when the BSE Sensex slipped some 900 
points over 10 trading sessions, the natural reaction of a lot of investors was to get out. And 
get out... faaaaastt! But just as buying a stock is the end result, or should be, of an extended 
period of research, selling is also best done only after cool deliberation, not in the heat of 
crumbling markets. Do we hear murmurs of 'easier said than done'? 
 
After all, buying 'Annapurna' atta, a 'Gillette' shaving system, a pack of 'Nescafe' or the latest 
'Color Plus' shirt we do every day, whereas most of us have much less experience selling 
these products. Believe us, even we - after years of prowling Dalal Street in a dark cloak - find 
it much easier to buy rather than sell stock. 
 
Because, while selling, we are beset by a host of questions. Do we sell winners in order to lock 
in our gains? Do we dump losers because they are, well, losers? Do we set price targets for 
each stock? Or do we follow Warren Buffet's investment style and treat stocks like marriages, 
never to be broken or betrayed? 


 
 


Making sense of stock price movements 
We carried out an off-the-cuff survey on what could be construed as dependable sell signs. Are 
there any in the first place? We came up with some very interesting feedback. One of the 
most obvious sell signals that's not dependable is a company's stock price - despite the attention 
we may lavish on its every move. Consider Hindustan Lever, which has fallen by nearly 35% 
over the past one year. You're thinking it's time to sell, right? Wrong. 
 
What good does it do to sell after the stock has fallen? Whatever the bad news, it's 
already incorporated in the stock price by now. The more rational reaction to a dropping stock 
price should be the exact opposite of selling. If we really like the company, we should 
take advantage of the lower price to buy more. 
 
In the case of Hindustan Lever, the stock has fallen because of a couple of quarters of top 
line underperformance, which we believe to be temporary. If we bought HLL because we liked 
the firm's long-term prospects and because the stock's valuation was attractive, a declining 
stock price over the short term should be little cause for concern. 
 
Likewise, just because a stock has risen is no reason to sell. It's always so easy to sell (or fail 
to buy) a great stock simply because it's already had a good run. Remember Infosys or Pfizer? 
You always thought you would buy those stocks on their way down, right? But an abundance 
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of examples show that these stocks may never find 'their way down'. The fact is most of us would 
be better off if we could block out all those graphs of past stock performance. They convey 
no information we can profitably use now. 


 
 


So what are the points to ponder before selling your stock? 
Having established that past stock price performance is no reliable indicator for buying or selling 
a stock, here are what we agreed on to be a more dependable set of sell signals...better 
represented as questions an investor could ask himself. 
 
 


1.  Have the company's fundamentals changed? 
It's often tough to distinguish the normal fluctuations of a business from long-term shifts in 
fundamentals. If Infosys, because of a change in the foreign exchange rate (the rupee becoming 
stronger against the dollar), earns a little less than analysts' expectations, we wouldn't really care, 
since the company's long-term prospects remain unhurt.  
 
But if the changes are deep enough, the reasons why we bought the stock may no longer hold. 
We might own a Silverline Technologies because it was growing rapidly and valuations were 
attractive. But if then some news comes along on the company's accounting irregularities, we'd 
much rather be donning our warnings cap.  
 
 


2.  Have I made a mistake? 
Ever bought a pair of shoes that do not fit or a music cassette that was unspooled? These bad 
purchases could happen with stocks too. Just like one would reverse the above faulty decisions, 
you could do the same with your bad investment. Closely related to changing fundamentals are 
misunderstood fundamentals.  
 
Take the case of Real Value Appliances. At first glance, the vacuumiser that it introduced in the 
market appeared to fill the gap that a housewife had long waited for. With an attractive product 
and a virgin market to exploit, many were touting this company as a tempting buy.  
 
After a little research, however, it turned out that Real Value had problems maintaining product 
quality and hitting on the correct price chords. Result: the company lost money since the year of 
the launch of the vacuumiser. The stock has lost 90% of its market valuations since then. A real 
pity. The lesson here is: rather than hang on to a mistake in the hope that it stays above water, it 
makes sense to switch the money to a more compelling stock. 
 
 


3.  Can I sell if I have a 'better investment option'? 
When a business grows rapidly, the stock price will naturally trace the same pattern. But when 
valuations rise, the stock normally tends to outpace the business. Effectively, the price in the 
numerator of the P/E ratio will rise faster than the denominator, that is earnings. If we buy a stock 
not because we love the company, but because it is cheap, a rise in valuations means it's probably 
time to move on. Simple, isn't it? 
 
 


4.  Is it time to change the menu on my stock portfolio to make it more balanced? 
You love having idlis, but can you have them everyday? Prudence counsels spreading risks 
around, and that includes rebalancing a lopsided portfolio. Should we enter a recession, cyclical 
stocks are likely to do poorly. And should the bull market come to an end, portfolios concentrated 
in high-flying, expensive stocks (read technology) could be in trouble. 
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For safety's sake, it pays to periodically check to see if a portfolio is diversified, with a good mix of 
sectors and maybe clusters too (take a peek at ShareKhan clusters) 
 
 


5.  Should I sell less attractive stocks to buy into the current fall in my favourite?  
What would you see if Infosys' price suddenly dropped down to Rs3,000 or Hindustan Lever's to 
Rs125? A great opportunity to buy some more of the same, of course! In such scenarios, where 
your dream stocks are going at basement sale prices, it may just make more sense to dump some 
of the less compelling parts of your portfolio to add more of the cheaper favourite stocks. After all, 
money is a scarce commodity. 


Money happy returns if you stick to a sell discipline...
What's most important is not so much these five soul-searchers themselves as the thinking 
behind them: that selling stock by a set of pre-established rules surely beats offloading on a 
gut feeling or because of the current dull performance of a stock in a bad market. A sell 
discipline forces us to have a good reason for getting out of a stock - a reason based on 
important considerations such as company fundamentals and portfolio composition, not on 
"noise" such as fluctuations in prices. 
 
It is logical then that a sell discipline tends to reduce selling. When markets go through one of 
their periodic hiccups, it's the people with a sell discipline who refuse to panic, who don't sell 
after stocks have already tanked, which of course is the worst possible time to dump a stock.  
 
 Plus, there are the nasty tax consequences of selling frequently. By making sure every sell 
decision is justified, we'll inevitably cut down on paying capital gains taxes. Knowing when not to 
sell may actually be the one of the best ways to improve long-term investment returns. And 
one which could lead to the fulfilment of your long-term dream of moving out from the 
ancient building to the latest high-rise at Napean Sea Road!  
 
Adios, amigos. 


 


CLICK HERE TO CONTINUE


________________________________________________________________________________
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 FUTURES 
Futures.   What is it? 


Futures are a financial derivative known as a forward contract. A futures contract obligates 
the seller to provide a commodity or other asset to the buyer at an agreed-upon date. Futures 
are widely traded for commodities such as sugar, coffee, oil and wheat, as well as for 
financial instruments such as stock market indexes, government bonds and foreign currencies. 


The earliest known futures contract is recorded by Aristotle in the story of Thales, an ancient 
Greek philosopher. Believing that the upcoming olive harvest would be especially bountiful, 
Thales entered into agreements with the owners of all the olive oil presses in the region. 
In exchange for a small deposit months ahead of the harvest, Thales obtained the right to lease 
the presses at market prices during the harvest. As it turned out, Thales was correct about 
the harvest, demand for oil presses boomed, and he made a great deal of money. 


By the 12th century, futures contracts had become a staple of European trade fairs. At the 
time, traveling with large quantities of goods was time-consuming and dangerous. Fair 
vendors instead traveled with display samples and sold futures for larger quantities to be 
delivered at a later date. By the 17th century, futures contracts were common enough 
that widespread speculation in them drove the Dutch Tulip Mania, in which prices for tulip 
bulbs became exorbitant. Most money changing hands during the mania was, in fact, for futures 
on tulips, not for tulips themselves. In Japan, the first recorded rice futures date from 17th 
century Osaka. These futures offered the rice seller some protection from bad weather or acts 
of war. In the United States, the Chicago Board of Trade opened the first futures market in 
1868, with contracts for wheat, pork bellies and copper. 


By the early 1970s, trading in futures and other derivatives had exploded in volume. The 
pricing models developed by Fischer Black and Myron Scholes allowed investors and speculators 
to rapidly price futures and options on futures. To supply the demand for new types of 
futures, major exchanges expanded or opened across the globe, principally in Chicago, New 
York and London. 


Exchanges play a vital role in futures trading. Each futures contract is characterized by a 
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number of factors, including the nature of the underlying asset, when it must be delivered, 
the currency of the transaction, at what point the contract stops trading, and the tick size, 
or minimum legal change in price. By standardizing these factors across a wide range of 
futures contracts, the exchanges create a large, predictable marketplace. 


Futures trading is not without significant risk. Because futures contracts generally entail 
high levels of leverage, they have been at the heart of many market blowups. Nick Leeson 
and Barings Bank, Enron and Metallgesellshaft are just a few of the infamous names associated 
with futures-driven financial disasters. The most famous of all may well be Long Term 
Capital Management (LTCM); despite having both Fischer Black and Myron Scholes on their 
payroll, both Nobel Laureates, LTCM managed to lose so much money so rapidly that the 
Federal Reserve Bank of the United States was forced to intervene and arrange a bailout to 
prevent a meltdown of the entire financial system. 


In the United States, futures transactions are regulated by the Commodity Futures 
Trading Commission 


Stock Futures 


  


  1.        What are Stock Futures ? 


  2.        How Stock Futures are priced ? 


  3.        How are Stock Futures different from Stock Options ? 


  4.        What are the opportunities offered by Stock Futures ? 


  5.        How are Stock Futures settled ? 


  6.        Can I square up my position ? 


  7.        When I am required to pay initial margin to my broker ? 
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  8.        Do I have to pay mark to market margin ? 


  9.        What are the profits and losses in case of a stock futures position ? 


  10.     What is the market lot for stock futures ? 


  11.     Why are the market lots different for different stocks ? 


  12.     What are the different contract months available for trading ? 


  13.     What is spread trading on BSE ? 


  14.     As an investor, how do I start trading in Stock Futures ? 


  15.     What securities can I submit to the broker as collateral ? 


  16.     How does an investor who has the underlying stock, use stock futures when he anticipates 
a short-term fall in stock price ? 


  17.     How can an investor benefit from a predicted rise or predicted fall in the price of a stock ? 


  18.     What is pair trading ?   


_________________________________________________________________ 


  


1. What are Stock Futures ? 


  Stock Futures are financial contracts where the underlying asset is an individual stock. 
Stock Future contract is an agreement to buy or sell a specified quantity of underlying equity 
share for a future date at a price agreed upon between the buyer and seller. The contracts 
have standardized specifications like market lot, expiry day, and unit of price quotation, tick size 
and method of settlement. 


  2. How Stock Futures are priced ? 
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  The theoretical price of a future contract is sum of the current spot price and cost of 
carry. However, the actual price of futures contract very much depends upon the demand 
and supply of the underlying stock. Generally, the futures prices are higher than the spot prices 
of the underlying stocks. 


  Futures Price = Spot Price + Cost of Carry 


  Cost of carry is the interest cost of a similar position in cash market and carried to maturity of 
the futures contract less any dividend expected till the expiry of the contract. 


  Example: 


  Spot Price of Stock "A" = 3000, Interest Rate = 12% p.a. 


Futures Price of 1 month contract = 3000 + 3000*0.12*30/365 


= 3000 + 30 


= 3030 


  


3. How are Stock Futures different from Stock Options ? 


  In stock options, the option buyer has the right and not the obligation, to buy or sell the 
underlying share. In case of stock futures, both the buyer and seller are obliged to buy/sell 
the underlying share. 


  Risk-return profile is symmetric in case of single stock futures whereas in case of stock 
options payoff is asymmetric. 


  Also, the price of stock futures is affected mainly by the prices of the underlying stock whereas 
in case of stock options, volatility of the underlying stock affect the price along with the prices of 
the underlying stock. 


  


4 What are the opportunities offered by Stock Futures ? 
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  Stock futures offer a variety of usage to the investors. Some of the key usages are 
mentioned below: 


Investors can take long term view on the underlying stock using stock futures. 


  Stock futures offer high leverage. This means that one can take large position with less capital. 
For example, paying 20% initial margin one can take positionfor 100 i.e. 5 times the cash outflow. 


  Futures may look overpriced or under priced compared to the spot and can offer opportunities 
to arbitrage or earn risk-less profit. Single stock futures offer arbitrage opportunity between 
stock futures and the underlying cash market. It also provides arbitrage opportunity 
between synthetic futures (created through options) and single stock futures. 


  When used efficiently, single-stock futures can be an effective risk management tool. For 
instance, an investor with position in cash segment can minimize either market risk or price risk 
of the underlying stock by taking reverse position in an appropriate futures contract. 


  


  5 How are Stock Futures settled ? 


  Presently, Stock futures are settled in cash. The final settlement price is the closing price of 
the underlying stock. 


  


6. Can I square up my position ? 


  The investor can square up his position at any time till the expiry. The investor can first buy 
and then sell stock futures to square up or can first sell and thenbuy stock futures to square up 
his position. E.g. a long (buy) position in December ACC futures, can be squared up by 
selling December ACC futures. 


    


7. When I am required to pay initial margin to my broker ? 


  The initial margin needs to be paid to the broker on an up-front basis before taking the position. 
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8. Do I have to pay mark to market margin ? 


  Yes. The outstanding positions in stock futures are marked to market daily. The closing price of 
the respective futures contract is considered for marking to market. The notional loss / profit 
arising out of mark to market is paid / received on T+1 basis. 


    


9. What are the profits and losses in case of a stock futures position ? 


  The profits and losses would depend upon the difference between the price at which the position 
is opened and the price at which it is closed.Let an investor have a long position of one 
November Stock "A" Futures @ 430. If the investor square up his position by selling November 
Stock "A" futures @ 450, the profit would be Rs. 20 per share. In case, the investor squares up 
his position by selling November Stock "A" futures @ 400, the loss would be Rs. 30 per share. 


    


10. What is the market lot for stock futures ? 


 For market lot ands other details of the various stock futures available on the exchange, please 
visit the F&O List Section 


  11 Why are the market lots different for different stocks ? 


  According to L C Gupta Committee Report on Derivatives, at the time of introduction of 
Derivatives Contracts on any underlying the value of the contract should be at least Rs. 2 lakhs. 
This value of Rs. 2 lakhs is divided by the market price of the individual stock to arrive at the 
initial 'market lot' for it. It may be mentioned here that the only exception to this rule is the 
'mini' contract on the Sensex (both futures and Options). 


  The market lots are reviewed twice a year and changes are made as per SEBI guidelines to re-
align the market lots in cases where the value has increased / decreased drastically from the 
value at the time of introduction / previous review. 
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12. What are the different contract months available for trading ? 


  1, 2 and 3 months contracts are presently available for trading. However, in case of 
Sensex Options, SEBI has allowed the introduction of Long Dated Options or options with 
maturities of up to 3 years. 


    


13 What is spread trading on BSE ? 


  One can trade in spread contracts on the Derivative Segment of BSE. Spreads are the contracts 
for differential price.This means that in case you want to buy a December contract and 
sell November contract,you can enter an order for Buy Nov Dec stating the difference you want 
to pay. This would mean that you are buying a December Contract & selling a November contract. 


  Similarly, you can enter an order for Sell Nov Dec stating the difference you want to receive. 
This would mean that you are selling a December Contract & buying a November Contract 
and receiving the difference. 


  


  14. As an investor, how do I start trading in Stock Futures ? 


  You need to first register yourself as a client with a Registered Broker by fulfilling all the KYC 
or Know Your Client rules. Then, sign up the client agreement form and risk disclosure 
document provided to you by your broker. 


  Deposit upfront the initial margin 


Now start trading!! 


    


15. What securities can I submit to the broker as collateral ? 


  You can pay initial margin in non-cash (bank guarantee, securities) form also. This is 
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an arrangement between you and your broker, as to which securities he/she is willing to 
accept. However, the mark-to-market loss incurred on a daily basis has to be settled in cash, only. 


  


  16. How does an investor who has the underlying stock, use stock futures when he anticipates 
a short-term fall in stock price ? 


  The holder of the physical stock can sell a future to avoid making a loss without having to sell 
the share. Any loss caused by the fall in the price of the stockis offset by gains made on the 
stock future position. 


  


 17. How can an investor benefit from a predicted rise or predicted fall in the price of a stock ? 


  An investor can benefit from a predicted rise in the price of a stock by buying futures. As the 
price of the futures rises, the investor will make a positive return. As the investor will have to 
pay only the margin (which forms a fraction of the notional value of contract), his return 
on investment will be higher than on an equivalent purchase of shares. 


  An investor can benefit from a predicted fall in the price of stock by selling futures. As the price 
of the future falls in line with the underlying stock, the investor will make a positive return. 


  


18. What is pair trading ? 


  This trading strategy involves taking a position on the relative performance of two stocks. It 
is achieved by buying futures on the stock expected to perform well and selling futures on the 
stock anticipated to perform poorly. The overall gain or loss depends on the relative performance 
of the two stocks. 


  Similarly it is possible to take a position in the relative performance of a stock versus a 
market index. For example traders who would like to take only company specific risk could buy/
sell the relative index future. 
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What is the difference between Stocks and Futures 


In some ways they are similar, but only minutely so. So let's consider some of the major 
differences between the two. 


Most individuals have likely traded stocks at one time or another. Usually, it is to buy in order 
to 'own' a percentage of a particular company or to liquidate such partial ownership. They pick up 
a phone to call a broker or go online to purchase or sell. The order is facilitated through 
an 'exchange', such as the New York Stock Exchange for example. 


Buying and selling Futures is similar in this respect. You can call a broker or go online to buy 
or sell Futures contracts. The order is then facilitated througha commodity exchange, such as 
the Chicago Merchatile Exchange for example. Yet while buying a stock gives you part ownership 
in a company or portfolio of companies (as in a fund), buying a Futures contract does not give 
you ownership of a commodity or product. Rather, you are simply entering into a contract 
to purchase the underlying commodity at a certain price at a future time, noted by the contract. 
For example, buying one May Wheat at 3.00 simply creates a contract between you and the 
seller (whom you need not know as this is taken care of via the exchange) that come May you 
will take delivery of 5000 bushels of Wheat at $3 per bushel, regardless of what the price of 
Wheat at market happens to be come May. As a speculator simply trading to make a profit 
from trading itself and with no interest in actually taking delivery of product, you will simply sell 
your contract prior to delivery at the going market price and the difference between your buy 
price and sell price is either your profit or loss. 


When you buy a stock, you are part owner of a company. When you buy a Futures 
contract, you simply are entering a contract. With stocks, you will pay for the stock at the 
time of your purchase plus broker commissions. When buying a futures contract, you are 
simply entering the buy side of a contract and no monies is paid other than commissions to 
your broker. 


Stock exchanges and commodity exchanges are both membership organizations established 
to act as middlemen between the buys and sells of all types of traders, from business entities to 
the individual small trader. The stock exchange act to bring capital from investors to the 
businesses that need that capital. They facilitate the transfer of property rights (ownership in 
the various companies offering stock).The commodity exchange act to bring people willing 
to assume risk for the opportunity to make a substantial amount of money for taking such risk. 
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This helps transfer the price risk associated with ownership of various commodities, such 
as Soybeans, or a service, like interest rates, from producers. 


To buy stocks, you only need enough money in your account to purchase the stock outright 
plus commissions. Once you make the purchase, the money is removed immediately to make 
the purchase. With trading futures, since you are not actually purchasing anything but 
simply entering a contract to do so at a later time (which you will exit prior to avoid delivery), 
the broker will require a certain amount of margin (good faith deposit to cover any possible 
losses) in what is called a 'margin account'. Each commodity has a different minimum 
margin requirement depending on several factors. Your broker may use the exchange 
calculated margin or require a different margin of their own. If the value of the commodity were 
to decrease and you are on the buy side of the contract, then your contract has lost value and 
your broker will notify you if your unrealized losses exceeds have gone beyond your 
minimum margin requirement. This is called a 'margin call'. Naturally you would want to have 
more capital than simply the margin amount when trading futures to avoid these broker calls. 
The broker has the right (and likely will) liquidate your position if you are getting too close to 
not having enough to cover the losses in order to protect themselves. 


With buying stocks outright, there is no potential for a margin call. You simply own the 
stock outright. So perhaps you may be wondering why anyone would bother buying 
futures contracts rather than stocks. The major answer is: LEVERAGE. 


Leverage gives the trader the ability to control a large amount of money (or commodity worth a 
lot of money) with very little money. For example, if Live Cattle futures requires a minimum 
margin of $800 to trade a single contract, and a single contract represents 40,000 lbs at the 
current market price of say 75, you would be controlling $30,000 worth for a leverage of over 
35:1. This is appealing to many traders and justifies the risk. What is that risk? Just as leverage 
can work in your favor, it can work against you at the very same ratio. Known as a 'two-
edged sword'. 


You can increase the leverage of trading stocks if you trade with a margin account. This 
usually allows you to purchase stocks on margin at the usual rate of 50%. So for every dollar 
you have you can purchase $2 worth of stock. The leverage is 2:1. How this works is that the 
broker is actually 'lending' you the other 50%. Of course by purchasing stock with margin you 
can lose more than you have due to the leverage. And in this case you can end up getting a 
'margin call' from your broker if your stock losses too much value. But trading stocks comes 
no where close to the kind of leverage you get trading Futures. 


When you look at these two trading vehicles, the bottom line comes to MARGIN and LEVERAGE. 
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Future Trading 
Trading Stocks & Index Futures in the Indian Stock Market 
  
Futures trading is a business that gives you everything you've ever wanted from a business of 
your own. Roberts (1991) calls it the world's perfect business. It offers the potential for 
unlimited earnings and real wealth. You can run it working at your own hours as well as 
continuing to do whatever you're doing now. 
 
You can operate this business entirely on your own, and can start with very little capital. You 
won't have any employees, so you wouldn't need attorneys, accountants, or bookkeepers. 
 
What's more, you'd never have collection problems because you won't have any "customers," 
and since there is no competition, you won't have to pay the high cost of advertising. You also 
won't need office space, warehousing, or a distribution system. All you need is a personal 
computer and you can conduct your business from anywhere in the world.... Interested?... read on! 
  
What does Futures Trading apply to Indian Stocks & Indices 
  
Futures Trading is a form of investment which involves speculating on the price of a security 
going up or down in the future. 
 
A security could be a stock (RIL, TISCO, etc), stock index (NSE Nifty Index), commodity 
(Gold, Silver, etc), currency, etc. 
 
Unlike other kinds of investments, such as stocks and bonds, when you trade futures, you do 
not actually buy anything or own anything. You are speculating on the future direction of the price 
in the security you are trading. This is like a bet on future price direction. The terms "buy" and 
"sell" merely indicate the direction you expect future prices will take. 
 
If, for instance, you were speculating on the NSE Nifty Index, you would buy a futures contract 
if you thought the price would be going up in the future. You would sell a futures contract if 
you thought the price would go down. For every trade, there is always a buyer and a seller. 
Neither person has to own anything to participate. He must only deposit sufficient capital with 
a brokerage firm to insure that he will be able to pay the losses if his trades lose money. 
  
What is a Futures Contract? 
  
A futures contract is a standardized contract, traded on a futures exchange, to buy or sell a 
certain underlying instrument at a certain date in the future, at a specified price. The future date 
is called the delivery date or final settlement date. The pre-set price is called the futures price. 
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The price of the underlying asset on the delivery date is called the settlement price. 
 
A futures contract gives the holder the obligation to buy or sell, which differs from an 
options contract, which gives the holder the right, but not the obligation. In other words, the 
owner of an options contract may or may not exercise the contract. Whereas in a futures 
contract, both parties of a "futures contract" must fulfill the contract on the settlement date. 
 
In a futures contract the seller delivers the shares/commodity to the buyer, or, if it is a cash-
settled future, as in the case of stock futures in India, cash is transferred from the futures 
trader who sustained a loss to the one who made a profit. To exit or close your position in 
an existing futures contract prior to the settlement date, the holder of a futures position has 
to offset his position by either selling a long position or buying back a short position, 
effectively closing out the futures position and its contract obligations. 
 
The futures contract is a standardized forward contract, which is an agreement between two 
parties to buy or sell an asset (which can be of any kind) at a pre-agreed future point in 
time specified in the futures contract. Some key features of a futures contract are: 
 
Standardization 
A futures contract is highly standardized contract with the following details specified: 


·                            The underlying asset or instrument. This could be anything from a barrel 
of crude oil, a kilo of Gold or a specific stock or share. 
  


·                            The type of settlement, either cash settlement or physical settlement. 
Currently in India most stock futures are settled in cash. 
  


·                            The amount and units of the underlying asset per contract. This can be 
the weight of a commodity like a kilo of Gold, a fixed number of barrels of oil, units of 
foreign currency, quantity of shares, etc. 
  


·                            The currency in which the futures contract is quoted. 
  


·                            The grade of the deliverable. In the case of bonds, this specifies which 
bonds can be delivered. In the case of physical commodities, this specifies not only the quality of 
the underlying goods but also the manner and location of delivery. 
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·                            The delivery month. 
  


·                            The last trading date.  


Trading in futures is regulated by the Securities & Exchange Board of India (SEBI). SEBI exists 
to guard against traders controlling the market in an illegal or unethical manner, and to 
prevent fraud in the futures market. 
  
How does Futures Trading Work? 
  
There are two basic categories of futures participants: hedgers and speculators. 
 
In general, hedgers use futures for protection against adverse future price movements in 
the underlying cash commodity. The rationale of hedging is based upon the demonstrated 
tendency of cash prices and futures values to move in tandem. 
 
Hedgers are very often businesses, or individuals, who at one point or another deal in the 
underlying cash commodity. Take, for instance, a major food processor who cans corn. If corn 
prices go up. he must pay the farmer or corn dealer more. For protection against higher corn 
prices, the processor can "hedge" his risk exposure by buying enough corn futures contracts to 
cover the amount of corn he expects to buy. Since cash and futures prices do tend to move 
in tandem, the futures position will profit if corn prices rise enough to offset cash corn losses. 
 
Speculators are the second major group of futures players. These participants include 
independent traders and investors. For speculators, futures have important advantages over 
other investments: 
If the trader's judgment is good. he can make more money in the futures market faster 
because futures prices tend, on average, to change more quickly than real estate or stock prices, 
for example. On the other hand, bad trading judgment in futures markets can cause greater 
losses than might be the case with other investments. 
Futures are highly leveraged investments. The trader puts up a small fraction of the value of 
the underlying contract (usually 10%-25% and sometimes less) as margin, yet he can ride on 
the full value of the contract as it moves up and down. The money he puts up is not a 
down payment on the underlying contract, but a performance bond. The actual value of the 
contract is only exchanged on those rare occasions when delivery takes place. (Compare this to 
the stock investor who generally has to put up 100% of the value of his stocks.) Moreover 
the futures investor is not charged interest on the difference between the margin and the 
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full contract value. 
  
Settling Futures Contracts in India 
  
Futures contracts are usually not settled with physical delivery. The purchase or sale of an 
offsetting position can be used to settle an existing position, allowing the speculator or hedger 
to realize profits or losses from the original contract. At this point the margin balance is returned 
to the holder along with any additional gains, or the margin balance plus profit as a credit 
toward the holder's loss. Cash settlement is used for contracts like stock or index futures 
that obviously cannot result in delivery. 
 
The purpose of the delivery option is to insure that the futures price and the cash price of 
good converge at the expiration date. If this were not true, the good would be available at 
two different prices at the same time. Traders could then make a risk-free profit by 
purchasing stocks in the market with the lower price and selling in the futures market with 
the higher price. That strategy is called arbitrage. It allows some traders to profit from very 
small differences in price at the time of expiration. 
  
Advantages of Futures Trading in India 
  
There are many inherent advantages of trading futures over other investment alternatives such 
as savings accounts, stocks, bonds, options, real estate and collectibles. 
 
1. High Leverage. The primary attraction, of course, is the potential for large profits in a 
short period of time. The reason that futures trading can be so profitable is the high leverage. 
To ‘own’ a futures contract an investor only has to put up a small fraction of the value of 
the contract (usually around 10-20%) as ‘margin’. In other words, the investor can trade a 
much larger amount of the security than if he bought it outright, so if he has predicted the 
market movement correctly, his profits will be multiplied (ten-fold on a 10% deposit). This is 
an excellent return compared to buying and taking physical delivery in stocks. 
 
2. Profit in both bull & bear markets. In futures trading, it is as easy to sell (also referred to 
as going short) as it is to buy (also referred to as going long). By choosing correctly, you can 
make money whether prices go up or down. Therefore, trading in the futures markets offers 
the opportunity to profit from any potential economic scenario. Regardless of whether we 
have inflation or deflation, boom or depression, hurricanes, droughts, famines or freezes, there 
is always the potential for profit making opportunities. 
 
3. Lower transaction cost. Another advantage of futures trading is much lower 
relative commissions. Your commission for trading a futures contract is one tenth of a percent 
(0.10-0.20%). Commissions on individual stocks are typically as much as one percent for 
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both buying and selling. 
 
4. High liquidity. Most futures markets are very liquid, i.e. there are huge amounts of 
contracts traded every day. This ensures that market orders can be placed very quickly as there 
are always buyers and sellers for most contracts. 


  


The Perfect Business 
 
 


Trading commodity, stock or index futures, or any market you decide, is the absolute perfect 
business. But you must you learn how to trade correctly and how to control your own fear and 
greed while preserving your capital. 
 
Futures trading is not like any other conventional business. Here are some major advantages for 
futures traders:  
 
Low Startup Costs — only your computer  
Low Overhead — work from home  
No permits or licenses — no regulators  
No set hours — trade when you want   
No employees — no payroll, no forms, no hassle  
No selling — no products or services  
No inventory — no stock, inventory, no theft  
No advertising — who needs it?  
No steep learning curves — use our newsletter services  
No worries about market direction — profit short or long anytime  
No individual stock shocks — general market sentiment  
No interest charges — you put up margin first  
Low transaction fees — 0.10% of the contract value  
No Real Estate - no tenants  
No restrictions on markets to trade  
No restrictions on time frames to trade   
Inflation and recession proof  
Total freedom to make all your own choices without someone looking over your shoulder or 
second guessing your every move  
 
Once you understand the markets you can make money in up, down and sideways markets. The 
principles are all the same. Don't make this too hard. It is not rocket science. 
 
You can generate constant cash flow today, with dedication and discipline and following our 
newsletter services. 
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Can we guarantee that you will be a successful trader?  
We can guarantee that you will have the necessary information to make successful trades. 


 


Futures Education 
 
 


  
 
Getting Started in Futures Trading 
 
By visiting TradingPicks.com Futures Education page, you've taken the first step in 
learning everything you need to know about futures trading, commodity futures 
trading and all the little things that will help you make your financial goals a 
reality. The pages on this site are specially designed to be educational and 
informative for both the beginner and the advanced trader. TradingPicks.com 
Futures Education page is your place to lean about everything futures trading. 
 
 
Trading Facts 
When getting started, it's important to know the facts. Knowing the facts about 
futures trading is crucial for people who work in one of the most adventurous 
corners of the business world. You are about to embark on a journey where the 
explorer must rely solely on his common sense and ingenuity, and face challenges 
that require intelligence, strength, and an adventuresome spirit. There are risks, 
but futures trading is a journey where the rewards justify the risks. 
 
What is the Futures Market? 
Futures markets have been described as continuous auction markets and as 
clearing houses for the latest information about supply and demand. They are the 
meeting places of buyers and sellers of an extensive list of commodities. Today, 
commodities that are sold include agricultural products (grains trading), metals 
(such as gold and silver), Energies trading (crude and petroleum), financial 
instruments, foreign currencies, stock indexes and more. 
 
Successful Trading 
For futures traders, one of the best suggestions they can take in order to be 
successful is to follow the trends. Many futures traders trade without a plan. Even 
if they have a plan, they second guess it and make the mistake of not sticking to 
it--especially if the trade is a loss. After several profitable trades, using futures 
trading facts, many speculators become fierce and radical, basing their trades on 
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hunches, and long shots rather than intelligible reasoning. 
 
Successful futures traders are good businessmen and good money managers. 
Traders risk their capital, true, but those who are successful follow conservative 
and disciplined business practices. Money management is as important as being 
correct in the market.  
 
When considering futures trading, people should not concern themselves with 
capital needed for daily sustenance. The capital recommended for futures trading 
is risk capital. Risk capital is money that, if lost, would not materially affect ones 
living standards. This is a very important concept to understand as you embark on 
your career in futures trading. 
 
Who Trades? 
Today's futures market has also become a major financial market. Participants in 
futures trading include mortgage bankers, farmers, and bond dealers, as well as 
grain merchants, food processors, savings and loan associations and individual 
spectators. Anyone buying or selling futures contracts should clearly understand 
that the risks of any given transaction may result in a futures trading loss.  
 
While there are a number of steps that can be taken in an effort to limit the 
number of losses that a futures trader has, there are no guarantees that these 
steps will prove effective. Well informed futures traders should be familiar with 
available risk management possibilities. Just as different degrees of probable risk 
and reward vary, so may different futures contracts. A serious futures trader will 
want to employ the help of an experienced commodity trading advisor or broker to 
help them make the most of their opportunities. 


Basic Rules for Futures Traders 
 
 
Follow the trends. This is probably some of the hardest advice for a trader to 
follow because the personality of the typical futures trader is not "one of the 
crowd." Futures traders (and futures brokers) are highly individualistic; the 
markets seem to attract those who are. Very simply, it takes a special kind of 
person, not "one of the crowd," to earn enough risk capital to get involved in the 
futures markets. So the typical trader and the typical broker must guard against 
their natural instincts to be highly individualistic, to buck the trend. 
 
Know why you are in the markets. To relieve boredom? To hit it big? When you 
can honestly answer this question, you may be on your way to successful futures 
trading. 
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Apply money management techniques to your trading. 
 
Do not overtrade. 
 
Take a position only when you know where your profit goal is and where you are 
going to get out if the market goes against you. 
 
Trade with the trends, rather than trying to pick tops and bottoms. 
 
Don't trade many markets with little capital. 
 
Don't just trade the volatile contracts. 
 
Calculate the risk/reward ratio before putting a trade on, then guard against the 
risk of holding it too long. 
 
Establish your trading plans before the market opening to eliminate emotional 
reactions. 
Decide on entry points, exit points, and objectives. Subject your decisions to only 
minor changes during the session. Profits are for those who act, not react. Don't 
change during the session unless you have a very good reason. 
 
Follow your plan. Once a position is established and stops are selected, do not get 
out unless the stop is reached, or the fundamental reason for taking the position 
changes. 
 
Use technical signals (charts) to maintain discipline – the vast majority of traders 
are not emotionally equipped to stay disciplined without some technical tools. Use 
discipline to eliminate impulse trading. 
 
Have a disciplined, detailed trading plan for each trade; i.e., entry, objective, exit, 
with no changes unless hard data changes. Disciplined money management 
means intelligent trading allocation and risk management. The overall objective is 
end-of-year bottom line, not each individual trade. 
 
When you have successful a trade, fight the natural tendency to give some of it 
back. 
 
Use a disciplined trade selection system...an organized, systematic process to 
eliminate impulse or emotional trading. 
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Trade with a plan – not with hope, greed, or fear. Plan where you will get in the 
market, plan how much you will risk on the trade, and plan where you will take 
your profits. 
 
Cut losses short. Most importantly, cut your losses short, let your profits run. It 
sounds simple, but it isn't. Let's look at some of the reasons many traders have a 
hard time "cuttings losses short." First, it's hard for any of us to admit we've made 
a mistake. Let's say a position starts going against you, and all your "good" 
reasons for putting the position on are still there. You say to yourself, "it's only a 
temporary set-back. After all (you reason), the more the position goes against 
me, the better chance it has to come back – the odds will catch up." Also, the 
reasons for entering the trade are still there. By now you've lost quite a bit; you 
sell yourself on giving it "one more day." It's easy to convince yourself because, 
by this time, you probably aren't thinking very clearly about the position. Besides, 
you've lost so much already, what's a little more? Panic sets in, and then comes 
the worst, the most devastating, the most fallacious reasoning of all, when you 
figure: "That contract doesn't expire for a few more months; things; are bound to 
turn around in the meantime." 
 
"So it goes; so cut those losses short. In fact, many experienced traders say if a 
position still goes against you the second day in, get out. Cut those losses fast, 
before the losing position starts to infect you, before you "fall in love" with it. The 
easiest way is to inscribe across the front of your brain, "Cut my losses fast." Use 
stop loss orders, aim for a Rs. 5000 per contract loss limit...or whatever works for 
you, but do it. 
 
Let profits run. Now to the "letting profits run" side of the equation. This is even 
harder because who knows when those profits will stop running? Well, of course, 
no one does, but there are some things to consider. First of all, be aware that 
there is an urge in all of us to want to win...even if it's only by a narrow margin. 
Most of us were raised that way. Win – even if it's only by one touchdown, one 
point, or one run. Following that philosophy almost assures you of losing in the 
futures markets because the nature of trading futures usually means that there 
are more losers than winners. The winners are often big, big, big winners, not 
"one run" winners. Here again, you have to fight human nature. Let's say you've 
had several losses (like most traders), and now one of your positions is developing 
into a pretty good winner. The temptation to close it out is universally 
overwhelming. You're sick about all those losses, and here's a chance to cash in 
on a pretty good winner. You don't want it to get away. Besides, it gives you a 
nice warm feeling to close out a winning position and tell yourself (and maybe 
even your friends) how smart you were (particularly if you're beginning to doubt 
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yourself because of all those past losers). 
 
That kind of reasoning and emotionalism have no place in futures trading; 
therefore, the next time you are about to close out a winning position, ask 
yourself why. If the cold, calculating, sound reasons you used to put on the 
position are still there, you should strongly consider staying. Of course, you can 
use trailing stops to protect your profits, but if you are exiting a winning position 
out of fear...don't; out of greed...don't; out of ego... don't; out of impatience...
don't; out of anxiety...don't; out of sound fundamental and/or technical 
reasoning...do. 
 
"You can avoid the emotionalism, the second guessing, the wondering, the 
agonizing, if you have a sound trading plan (including price objectives, entry 
points, exit points, risk-reward ratios, stops, information about historical price 
levels, seasonal influences, government reports, prices of related markets, chart 
analysis, etc.) and follow it. Most traders don't want to bother, they like to "wing 
it." Perhaps they think a plan might take the fun out of it for them. If you're like 
that and trade futures for the fun of it, fine. If you're trying to make money 
without a plan – forget it. Trading a sound, smart plan is the answer to cutting 
your losses short and letting your profits run. 
 
Do not overstay a good market. If you do, you are bound to overstay a bad one 
also. 
 
Take your lumps. Just be sure they are little lumps. Very successful traders 
generally have more losing trades than winning trades. It's just that they don't 
leave any hang-ups about admitting they're wrong, and have the ability to close 
out losing positions quickly. 
 
Trade all positions in futures on a performance basis. The position must give a 
profit by the end of the second day after the position is taken, or else get out. 
 
Program your mind to accept many small losses. Program your mind to "sit still" 
for a few large gains. 
 
Learn to trade from the short side. Most people would rather own something (go 
long) than owe something (go short). Markets can (and should) also be traded 
frown the short side. 
 
Watch for divergences in related markets – is one market making a new high and 
another not following? 
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Recognize that fear, greed, ignorance, generosity, stupidity, impatience, self-
delusion, etc., can cost you a lot more money than the market(s) going against 
you, and that there is no fundamental method to recognize these factors. 
 
Learn the basics of futures trading. It's amazing how many people simply don't 
know what they're doing. They're bound to lose, unless they have a strong broker 
to guide them and keep them out of trouble. 
 
Standing aside is a position. Patience is important. 
 
Client and broker must have rapport. Chemistry between account executive and 
client is very important; the odds of picking the right Account Executive (AE) the 
first time are remote. Pick a broker who will protect you from yourself...greed, 
ego, fear, subconscious desire to lose (actually true with some traders). Ask 
someone who trades if they know a good futures broker. If you find one who has 
room for you, give him your account. 
 
Sometimes, when things aren't going well and you're thinking about changing 
brokerage firms, think about just changing AEs instead. Phone the manager of the 
local office, let him describe some of the other AEs in the office, and see if any of 
them seem right enough to have a first meeting with. Don't worry about getting 
your account executive in trouble; the office certainly would rather have you 
switch AEs than to lose your business altogether. 
 
Broker/client psychology must be in tune, or else the broker and client should part 
company early in the program. Client and broker should be in touch repeatedly, so 
when the time comes, both parties are mentally programmed to take the 
necessary action without delay. 
 
Most people do not have the time or the experience to trade futures profitably, so 
choosing a broker is the most important step to profitable futures trading. 
 
When you go stale, get out of the markets for a while. Trading futures is 
demanding, and can be draining – especially when you're losing. Step back; get 
away from it all to recharge your batteries. 
 
Thrill seekers usually lose. If you're in futures simply for the thrill of gambling, 
you'll probably lose because, chances are, the money does not mean as much to 
you as the excitement. Just knowing this about yourself may cause you to be 
more prudent, which could improve your trading record. Have a business-like 
approach to the markets. 
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Anyone who is inclined to speculate in futures should look at speculation as a 
business, and treat it as such. Do not regard it as a pure gamble, as so many 
people do. If speculation is a business, anyone in that business should learn and 
understand it to the best of his ability. 
 
Approach the markets with a reasonable time goal. When you open an account 
with a broker, don't just decide on the amount of money, decide on the length of 
time you should trade. This approach helps you conserve your equity, and helps 
avoid the Las Vegas approach of "Well, I'll trade till my stake runs out." 
Experience shows that many who have been at it over a long period of time end 
up making money. 
 
Don't trade on rumors. If you have, ask yourself this: "Over the long run, have I 
made money or lost money trading on rumors? O.K. then, stop it. 
 
Beware of all tips and inside information. Wait for the market's action to tell you if 
the information you've obtained is accurate, then take a position with the 
developing trend. 
 
Don't trade unless you're well financed...so that market action, not financial 
condition, dictates your entry and exit from the market. If you don't start with 
enough money, you may not be able to hang in there if the market temporarily 
turns against you. 
 
Be more careful if you're extra smart. Smart people very often put on a position a 
little too early. They see the potential for a price movement before it becomes 
actual. They become worn out or "tapped out," and aren't around when a big 
move finally gets under way. They were too busy trading to make money. 
 
Never add to a losing position. Stay out of trouble, your first loss is your smallest 
loss. 
 
Analyze your losses. Learn from your losses. They're expensive lessons; you paid 
for them. Most traders don't learn from their mistakes because they don't like to 
think about them. 
 
Survive! In futures trading, the ones who stay around long enough to be there 
when those "big moves" come along are often successful. 
 
If you're just getting into the markets, be a small trader for at least a year, then 
analyze your good trades and your bad ones. You can really learn more from your 
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bad ones. 
 
Carry a notebook with you, and jot down interesting market information. Write 
down the market openings, price ranges, your fills, stop orders, and your own 
personal observations. Re-read your notes from time to time; use them to help 
analyze your performance. 
 
"Rome was not built in a day," and no real movement of importance ends in one 
day. A speculator should have enough excess margin in his account to provide 
staying power so he can participate in big moves. 
 
Take windfall profits (profits that have no sound reasons for occurring). 
 
Periodically redefine the kind of capital you have in the markets. If your personal 
financial situation changes and the risk capital becomes necessary capital, don't 
wait for "just one more day" or "one more price tick," get out right away. If you 
don't, you'll most likely start trading with your heart instead of your head, and 
then you'll surely lose. 
 
Always use stop orders, always...always... always. 


  


Open Interest 


What is Open Interest 


Open Interest is the total number of outstanding contracts that are held by market participants 
at the end of the day. 
 
It can also be defined as the total number of futures contracts or option contracts that have not 
yet been exercised (squared off), expired, or fulfilled by delivery. 
 
Open interest applies primarily to the futures market. Open interest, or the total number of 
open contracts on a security, is often used to confirm trends and trend reversals for futures 
and options contracts. 
 
Open interest measures the flow of money into the futures market. For each seller of a 
futures contract there must be a buyer of that contract. Thus a seller and a buyer combine to 
create only one contract. 
 
Therefore, to determine the total open interest for any given market we need only to know the 
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totals from one side or the other, buyers or sellers, not the sum of both. 
 
The open interest position that is reported each day represents the increase or decrease in 
the number of contracts for that day, and it is shown as a positive or negative number. 
 
How to calculate Open Interest 
 
Each trade completed on the exchange has an impact upon the level of open interest for that day. 
 
For example, if both parties to the trade are initiating a new position ( one new buyer and one 
new seller), open interest will increase by one contract. 
 
If both traders are closing an existing or old position ( one old buyer and one old seller) 
open interest will decline by one contract. 
 
The third and final possibility is one old trader passing off his position to a new trader ( one 
old buyer sells to one new buyer). In this case the open interest will not change. 
 
Benefits of monitoring open interest 
 
By monitoring the changes in the open interest figures at the end of each trading day, 
some conclusions about the day’s activity can be drawn. 
 
Increasing open interest means that new money is flowing into the marketplace. The result will 
be that the present trend ( up, down or sideways) will continue.  
 
Declining open interest means that the market is liquidating and implies that the prevailing 
price trend is coming to an end. A knowledge of open interest can prove useful toward the end 
of major market moves. 
 
A leveling off of open interest following a sustained price advance is often an early warning of 
the end to an uptrending or bull market. 
 
Open Interest - A confirming indicator 
 
An increase in open interest along with an increase in price is said to confirm an upward 
trend. Similarly, an increase in open interest along with a decrease in price confirms a 
downward trend. An increase or decrease in prices while open interest remains flat or declining 
may indicate a possible trend reversal. 
 
The relationship between the prevailing price trend and open interest can be summarized by 
the following table. 
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Price Open Interest Interpretation 
Rising Rising Market is Strong 
Rising Falling Market is Weakening 
Falling Rising Market is Weak 
Falling Falling Market is Strengthening 


 
 
 


List of Permitted Securities for Futures Trading in India 


List of securities permitted for futures and option trading in India 


Underlying Symbol Market Lot 
BANK Nifty BANKNIFTY 50 
CNX IT CNXIT 50 
CNX Nifty Junior JUNIOR 25 
CNX 100 CNX100 50 
S&P CNX Nifty NIFTY 50 
3I INFOTECH LTD.   3IINFOTECH 1350 
Aban Offshore Ltd. ABAN 200 
ABB Ltd. ABB 500 
Aditya Birla Nuvo Limited ABIRLANUVO 200 
Adlabs Films Ltd ADLABSFILM 450 
AIA Engineering Limited AIAENG 200 
Allahabad Bank ALBK 2450 
Alok Industries Ltd. ALOKTEXT 3350 
Alstom Projects India Ltd APIL 400 
Ambuja Cements Ltd. AMBUJACEM 2062 
Amtek Auto Ltd. AMTEKAUTO 600 
Andhra Bank ANDHRABANK 2300 
Ansal Prop & Infra Ltd ANSALINFRA 650 
APTECH LIMITED   APTECHT 650 
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Arvind Mills Ltd. ARVINDMILL 4300 
Ashok Leyland Ltd ASHOKLEY 4775 
Associated Cement Co. Ltd. ACC 375 
Aurobindo Pharma Ltd. AUROPHARMA 350 
AXIS Bank Ltd. AXISBANK 450 
Bajaj Auto Ltd. BAJAJAUTO 100 
Bajaj Hindustan Ltd. BAJAJHIND 1900 
Ballarpur Industries Ltd. BILT 1900 
Balrampur Chini Mills Ltd. BALRAMCHIN 4800 
Bank of Baroda BANKBARODA 1400 
Bank of India BANKINDIA 1900 
Bata India Ltd. BATAINDIA 1050 
Bharat Earth Movers Ltd. BEML 250 
Bharat Electronics Ltd. BEL 275 
Bharat Forge Co Ltd BHARATFORG 1000 
Bharat Heavy Electricals Ltd. BHEL 300 
Bharat Petroleum Corporation 
Ltd. BPCL 1100 


Bharti Airtel Ltd BHARTIARTL 500 
BHUSHAN STEEL & STRIPS 
LT   BHUSANSTL 250 


BIOCON LIMITED.   BIOCON 450 
Birla Corporation Ltd BIRLAJUTE 850 
Bombay Dyeing & Mfg. Co 
Ltd. BOMDYEING 300 


Bombay Rayon Fashions Ltd BRFL 1150 
Bongaigaon Refinery Ltd. BONGAIREFN 4500 
Cairn India Limited CAIRN 2500 
Canara Bank CANBK 1600 
Central Bank of India CENTRALBK 2000 
Century Textiles Ltd CENTURYTEX 425 
CESC Ltd. CESC 550 
Chambal Fertilizers Ltd. CHAMBLFERT 6900 
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Chennai Petroleum 
Corporation Ltd. CHENNPETRO 1800 


Cipla Ltd. CIPLA 1250 
CMC LTD. CMC 200 
Colgate Palmolive (I) Ltd. COLGATE 1050 
Corporation Bank CORPBANK 1200 
Crompton Greaves Ltd. CROMPGREAV 1000 
Cummins India Ltd CUMMINSIND 950 
Dabur India Ltd. DABUR 2700 
Deccan Aviation Limited AIRDECCAN 1700 
Dena Bank DENABANK 5250 
Divi's Laboratories Ltd. DIVISLAB 310 
DLF Limited DLF 400 
Dr. Reddy's Laboratories Ltd. DRREDDY 400 
Educomp Solutions Ltd EDUCOMP 150 
Escorts India Ltd. ESCORTS 2400 
Essar Oil Ltd. ESSAROIL 5650 
Everest Kanto Cylinder Ltd EKC 1000 
Federal Bank Ltd. FEDERALBNK 1300 
Financial Technologies (I) Ltd FINANTECH 150 
GAIL (India) Ltd. GAIL 750 
Gateway Distriparks Ltd. GDL 2500 
Glaxosmithkline Pharma Ltd. GLAXO 300 
GMR Infrastructure Ltd. GMRINFRA 1000 
Grasim Industries Ltd. GRASIM 88 
GTL Ltd. GTL 1500 
Gujarat Alkalies & Chem GUJALKALI 1400 
Gujarat Narmada Fertilizer 
Co. Ltd. GNFC 2950 


HAVELLS INDIA LIMITED   HAVELLS 400 
HCL Technologies Ltd. HCLTECH 650 
HDFC Bank Ltd. HDFCBANK 200 
Hero Honda Motors Ltd. HEROHONDA 400 
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Hindalco Industries Ltd. HINDALCO 1595 
Hinduja TMT Ltd. HINDUJATMT 250 
Hindustan Construction Co HCC 1400 
Hindustan Petroleum 
Corporation Ltd. HINDPETRO 1300 


Hindustan Unilever Ltd HINDUNILVR 1000 
Hotel Leela Ventures Ltd HOTELEELA 3750 
Housing Development and 
Infrastructure Ltd. HDIL 400 


Housing Development Finance 
Corporation Ltd. HDFC 150 


HTMT Global Solutions Ltd. HTMTGLOBAL 250 
ICICI Bank Ltd. ICICIBANK 350 
Idea Cellular Ltd. IDEA 2700 
IFCI Ltd. IFCI 7875 
I-FLEX Solutions Ltd. I-FLEX 150 
India Cements Ltd. INDIACEM 1450 
India Infoline Limited INDIAINFO 500 
Indian Bank INDIANB 2200 
Indian Hotels Co. Ltd. INDHOTEL 1750 
Indian Oil Corporation Ltd. IOC 600 
Indian Overseas Bank IOB 2950 
Indian Petrochemicals Corpn. 
Ltd. IPCL 1100 


Indusind Bank Ltd. INDUSINDBK 3850 
Industrial development bank 
of India Ltd. IDBI 2400 


Infosys Technologies Ltd. INFOSYSTCH 100 
Infrastructure Development 
Finance Company Ltd. IDFC 2950 


ITC Ltd. ITC 2250 
IVR Prime Urban Developers 
Ltd. IVRPRIME 400 
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IVRCL Infrastructure & 
Projects Ltd. IVRCLINFRA 500 


J & K Bank Ltd. J&KBANK 300 
Jaiprakash Associates Ltd. JPASSOCIAT 300 
Jaiprakash Hydro-Power Ltd. JPHYDRO 6250 
Jet Airways (India) Ltd. JETAIRWAYS 400 
Jindal Stainless Ltd. JSTAINLESS 2000 
Jindal Steel & Power Ltd JINDALSTEL 125 
JSW Steel Ltd. JSWSTEEL 550 
Kesoram Industries Ltd KESORAMIND 500 
Kotak Mahindra Bank Ltd. KOTAKBANK 550 
LAKSHMI MACHINES LTD   LAXMIMACH 100 
Lanco Infratech Ltd. LITL 850 
Larsen & Toubro Ltd. LT 200 
LIC Housing Finance Ltd LICHSGFIN 1700 
Lupin Ltd. LUPIN 350 
Mahanagar Telephone Nigam 
Ltd. MTNL 1600 


Maharashtra Seamless Ltd. MAHSEAMLES 600 
Mahindra & Mahindra Ltd. M&M 312 
Mahindra Gesco Developers GESCOCORP 350 
Mangalore Refinery and 
Petrochemicals Ltd. MRPL 8900 


Maruti Udyog Ltd. MARUTI 400 
Matrix Laboratories Ltd. MATRIXLABS 1250 
Moser-Baer (I) Ltd MOSERBAER 825 
Mphasis Ltd. MPHASIS 800 
Nagarjuna Constrn. Co. Ltd. NAGARCONST 1000 
Nagarjuna Fertiliser & 
Chemicals Ltd. NAGARFERT 14000 


National Aluminium Co. Ltd. NATIONALUM 1150 
National Thermal Power 
Corporation Ltd. NTPC 1625 
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NDTV Ltd. NDTV 1100 
Neyveli Lignite Corporation 
Ltd. NEYVELILIG 5900 


Nicolas Piramal India Ltd NICOLASPIR 1045 
NIIT TECHNOLOGIES LTD.   NIITTECH 600 
NUCLEUS SOFTWARE 
EXPORTS   NUCLEUS 550 


Oil & Natural Gas Corp. Ltd. ONGC 225 
Omaxe Ltd. OMAXE 650 
Orchid Chemicals Ltd. ORCHIDCHEM 1050 
Oriental Bank of Commerce ORIENTBANK 1200 
Oswal Chem. & Fert. Ltd. BINDALAGRO 4950 
Pantaloon Retail (I) Ltd PANTALOONR 500 
Parsvnath Developers Ltd. PARSVNATH 700 
Patel Engineering Ltd. PATELENG 500 
Patni Computer Syst Ltd PATNI 650 
Peninsula Land Limited PENINLAND 550 
Petronet LNG Limited PETRONET 4400 
Polaris Software Lab Ltd. POLARIS 1400 
Power Finance Corporation 
Ltd. PFC 2400 


Praj Industries Ltd. PRAJIND 2200 
Punj Lloyd Ltd. PUNJLLOYD 1500 
Punjab National Bank PNB 600 
Puravankara Projects Ltd. PURVA 500 
Rajesh Exports Ltd RAJESHEXPO 550 
Ranbaxy Laboratories Ltd. RANBAXY 800 
Rel. Nat. Resources Ltd. RNRL 7150 
Reliance Capital Ltd RELCAPITAL 550 
Reliance Communications Ltd. RCOM 700 
Reliance Energy Ltd. REL 550 
Reliance Industries Ltd. RELIANCE 150 
Reliance Petroleum Ltd. RPL 3350 
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Rolta India Ltd ROLTA 450 
S Kumars Nationwide Ltd SKUMARSYNF 2600 
SASKEN COMMU TECHNO 
LTD   SASKEN 550 


Satyam Computer Services 
Ltd. SATYAMCOMP 600 


Sesa Goa Ltd. SESAGOA 150 
Shipping Corporation of India 
Ltd. SCI 1600 


Shree Cements Ltd SHREECEM 200 
Shree Renuka Sugars Ltd. RENUKA 1000 
Siemens Ltd SIEMENS 188 
Sobha Developers Ltd. SOBHA 350 
SRF Ltd. SRF 1500 
State Bank of India SBIN 250 
Steel Authority of India Ltd. SAIL 2700 
Sterling Biotech Ltd STERLINBIO 1250 
Sterlite Industries (I) Ltd STER 438 
Sterlite Optical Technology STROPTICAL 1050 
Strides Arcolab Ltd. STAR 850 
Sun Pharmaceuticals India 
Ltd. SUNPHARMA 225 


Sun TV Network Ltd. SUNTV 500 
Suzlon Energy Ltd. SUZLON 200 
Syndicate Bank SYNDIBANK 3800 
Tata Chemicals Ltd TATACHEM 1350 
Tata Consultancy Services Ltd TCS 250 
Tata Motors Ltd. TATAMOTORS 412 
Tata Power Co. Ltd. TATAPOWER 400 
Tata Steel Ltd. TATASTEEL 675 
Tata Tea Ltd. TATATEA 550 
Tata Teleserv(Maharastra) TTML 10450 
TECH MAHINDRA LIMITED   TECHM 200 


file:///F|/futures.htm (31 of 57) [12/21/2009 8:21:40 PM]







FUTURES


The Great Eastern Shipping 
Co. Ltd. GESHIP 1200 


The Karnataka Bank Ltd. KTKBANK 1250 
Titan Industries Ltd. TITAN 206 
Triveni Engg. & Inds. Ltd. TRIVENI 7700 
TULIP IT SERVICES LTD   TULIP 250 
TVS Motor Company Ltd. TVSMOTOR 2950 
Ultratech Cement Ltd. ULTRACEMCO 200 
Union Bank of India UNIONBANK 2100 
Unitech Ltd UNITECH 900 
United Phosphorous Ltd UNIPHOS 700 
United Spirits Ltd. MCDOWELL-N 250 
Videsh Sanchar Nigam Ltd VSNL 525 
Vijaya Bank VIJAYABANK 6900 
Voltas Ltd. VOLTAS 3600 
WELSPUN GUJ ST. RO. LTD.   WELGUJ 800 
Wipro Ltd. WIPRO 600 
Wockhardt Ltd. WOCKPHARMA 600 
YES BANK LIMITED YESBANK 1100 
Zee Entertainment 
Enterprises Ltd. ZEEL 700 


 The above list is as on 01.04.2008 


Short Selling Indian Futures 
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Profit from Short selling the Indian Futures Markets 


What differentiates futures traders for most ordinary investors is the fact that most of them are 
as likely to sell a market as they are to buy it. Unlike many equities strategies that focus only 
on advancing markets, in futures you can just as easily make money if prices are going up or down. 
 
Have you ever been absolutely sure that a stock was going to decline and wanted to profit from 
its regrettable demise? Wouldn't it be nice to see your portfolio increase in value during a 
bear market? Both scenarios are possible. Many investors make money on a decline in an 
individual stock or during a bear market, thanks to an advanced investing technique called 
“short selling.” 
 
Short selling is neither terribly complex nor entirely simple. In other words, it's a concept that 
many investors have trouble understanding. In general, people think of investing as buying an 
asset, holding it while it appreciates in value, and then eventually selling to make a profit. 
Shorting is the opposite: an investor makes money only when a shorted security falls in value. 
 
Most investors know the adage, "buy low, sell high." But, did you know that in the futures 
markets, the adage can also be turned around so you "sell high, buy low?" When you sell before 
a purchase, you are "selling short." 
 
A short sale is made when prices are expected to drop, at which point you could offset the 
position with a buy, and claim a profit. 
 
Why Short Sell? 
 
There are two main motivations to short sell:  
 
1. To trade  
The most obvious reason to short is to profit from an overpriced or downward trending bear market. 
 
2. To hedge 
Very few investors short as an active investing strategy. The majority of investors use shorts 
to hedge. This means they are protecting other long positions with offsetting short positions. 
 
Advantages of Short Selling Stock and Index Futures? 
 
Make money in downtrends and bear markets when prices fall. 
It may seem obvious, but what goes up must come down. If you think prices are due for a fall 
you can sell short to position yourself to gain from that drop.  
 
Take a position with margin. 
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Futures positions tie up less money than stocks. Whether you're long or short, a position in 
single-stock futures requires margin equal to a certain % value of the contract's value.  
 
Sell without owning. 
In the futures markets, unlike the cash markets, you can sell stocks without actually owning 
or having them in your demat account. Shorting stock or index in futures have no such 
restrictions. Going short is just as easy as going long. 
 
Sell at a better price. 
Single-stock futures can sometimes be sold at a price higher than the actual stock itself. 
This happens because most single-stock futures trade at a premium to the stock price, called "basis." 
 
How To Sell Short With Stock and Index Futures 
 
For many investors the question is not whether to go short, but rather, how best to go about it. 
This is the easy part. When the time comes to position yourself for a downward move, simply 
place your order to sell. You can go to the market, work a limit order or enter a new position with 
a sell stop — just as you could with any buy order.  
 
With futures, you're not selling the actual stock or index. Instead, you're entering into an 
agreement to deliver or close out your position before the contracts expiry date. Most 
investors simply buy back their short positions before the contracts expire. 
 
And Finally... 
 
Some people mistakenly believe that making profits on a short sale is unpatriotic, unethical or 
mean-spirited. But remember that for every buyer there is a seller taking the other side of the 
trade. That's what makes a market — two parties with different opinions about the future 
direction of the item being sold. 
 
Unless a short sale involves fraud or manipulation, it is a routine valued aspect of liquid 
markets. After all, short-sellers will eventually be buyers — either to cover their short or to 
make delivery.  
 
Why limit your opportunities with preconceived notions of what is or is not appropriate? If you 
think the market is due to rally, then buy. If you're bearish, then sell. And if you decide to 
take action on your bearish opinion, the short sale can get the job done nicely. 


Why Trade NSifty 50 & 


file:///F|/futures.htm (34 of 57) [12/21/2009 8:21:40 PM]







FUTURES


Why Trade NSE Nifty 50 & CNX IT Stock Index Futures 


Why Trade NSE Nifty 50 & CNX IT Stock Index Futures? 
 
Because it is difficult for most investors to select and invest only in the top performing 
stocks, investing in products that track stock indices, which provide exposure to the whole market 
or a sector of the market rather a few individual stocks has become increasing popular. 
 
The advantage of indexing is available in mutual funds and exchange-traded funds. But, you 
should consider stock index futures instead for two main reasons:  
flexibility and leverage. 
 
Stock index futures have attracted many new traders, and for good reason. These innovative 
futures contracts can serve you in a number of ways, and be used with a variety of 
trading strategies and different financial objectives.  
 
As you'll read later, the reasons to trade stock index futures are numerous and compelling. You 
can use them to take action on your opinion of the market, manage risk and gain exposure 
to various market sectors efficiently and cheaply. 
 
TOP REASONS TO TRADE STOCK INDEX FUTURES 


1.                          Add flexibility to your investment portfolio. 
Stock index futures add flexibility to your portfolio as a hedging and trading instrument. 


2.                          Create the possibility of speculative gains using leverage. 
Because a relatively small amount of margin money controls a large amount of capital 
represented in a stock index contract, a small change in the index level might produce a 
profitable return on your investment if you're right about the market's direction. 


3.                          Provide hedging or insurance protection for a stock portfolio in a falling market. 
Although the stock market climbed steadily in 2003, it later became apparent that there is 
no guarantee that it will always do so. Even though you don't expect a fire in your house or 
an accident with your automobile, you buy insurance in case that should happen. You can also 
get "insurance" for your stock portfolio by using stock index futures to protect against the day 
a decline might come. And, unlike purchasing options as insurance, there is no time value erosion 
of the futures position. 


4.                          Maintain your stock portfolio during stock market corrections. 
You may not need "insurance" all of the time, but there are certain times when you would like 
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less exposure to stocks. Yet, you don't want to sell off part of a stock portfolio that has taken you 
a long time to put together and looks like a sound, long-term investment program. 


5.                          Sell as easily as you can buy. 
One of the major advantages of futures markets, in general, is that you can sell contracts as 
readily as you can buy them and the amount of margin required is the same. Mutual funds do 
not specialize in bear market approaches by short selling stocks but, and also it is not possible 
for individuals to short sell stocks in a falling market to make money. 


6.                          Transfer risk quickly and efficiently. 
Whether you are speculating, looking for insurance protection (hedging), or temporarily 
substituting futures for a later cash transaction, most stock index futures trades can 
be accomplished quickly and efficiently. 
Many mutual funds require investors to wait until the end of the day to see at what price they 
were able to purchase or sell shares. With today's volatility, once-a-day pricing may not give you 
the maneuverability to take positions at exactly the time you want. Stock index futures give you 
the opportunity to get into or out of a position whenever you want. 


How to Trade Gold Futures in India 


 
The price of gold depends on a host of factors, which makes it very difficult to predict. In a 
fashion similar to shares, gold is an asset class by itself. In fact, in many villages and small towns 
of India, gold is preferred to bank deposits as a savings and investment instrument.  
 
Till a year ago, to gain from price volatility, one would have to hoard and trade in gold 
physically. Not any more, however. With the commodity futures market operating in full swing, 
one has the option of not physically stocking gold to gain from its price movements.  
 
Let us see how trading in futures is better than the option of hoarding gold. Firstly, there are 
several costs associated with the process of physically stocking gold. The costs include the cost 
of the gold itself, the cost of carrying, cost of physical storage, finance cost and last, but not 
the least, the safety element.  
 
While futures might have some advantages, there is also a danger of losing big as your risks 
are also magnified and hence, one must tread carefully in this area.  
 
In this context, if the going cost of gold is Rs 6000 per 10 grams, with an investment of Rs 6 
lakh, one can buy 1kg of gold. Now, suppose, three months hence, when the going price of gold 
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is Rs 6,500 per 10 grams, the person decides to sell the gold. The gross profit made by the person 
is Rs 500 for every 10 grams and hence, for 1 kg, it stands at Rs 50,000. To arrive at the net 
profit, one would have to deduct the cost of financing; the cost of storage in a bank and 
transaction costs, including sales taxes.  
 
Now, let’s see what the same Rs 6 lakh can achieve in a futures market, assuming the 
same sequence of prices. In Indian exchanges, currently, futures contracts up to four months 
are available. Let’s assume that three-month gold futures are trading at a little over the spot 
price, with the market expecting gold prices to remain stable over the next three-month period. 
Let this price be Rs 6050.  
 
Since a futures contract is an obligation to buy or sell a specific quantity of the commodity, one 
does not have to pay for the entire value of the commodity. Buying futures obligates one to 
take delivery of the underlying commodity at a particular date in the future. This is also known 
as taking a long position.  
 
To trade in gold futures, one has to go to a brokerage house and open a trading account. A 
trading account involves keeping an initial deposit of Rs 50,000 to Rs 1 lakh. Part of the 
money accounts for the margin money, which is required by the exchange when one enters trading.  
 
For a high amount, however, the deposit amount is usually waived by the brokerage house. 
The whole investment is then generally treated as margin money. For commodity futures, there 
is usually a lot size or the minimum volume of the commodity of which one has to buy a 
futures contract.  
 
Let’s assume, for our case, the minimum lot size is 1 kg (lot sizes are usually 100gm or 1 kg). 
Thus, if the going futures rate is Rs 6,050 per 10 grams, the minimum value of a contract is 
Rs 6,05,000. The beauty of a futures contract is that to trade in them, one has to only invest 
the margin money. If we assume a flat 5% margin rate for the contract (margin rates vary from 
5-10%), the margin money for a single lot is Rs 30,250. Add to that, a brokerage amount, which 
is usually .1% to .25% and some start-up charges. Applying these rates, which are prevalent in 
the market currently, a single lot of gold futures contract should come at around Rs 32,000.  
 
Thus, with Rs 6 lakh, one can buy 19 lots of gold futures. One can , however, expect ‘margin 
calls’ from brokerage houses if the margin money falls short of the margin money required 
for trading in the exchange, determined at the end of the trading session each day.  
 
Now, suppose that at the end of 3 months, the spot price of gold actually reaches Rs 6,500 per 
10 grams.  
 
The novelty of the futures market is that as long as there is sufficient liquidity in the markets, 
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the futures price always converges to the price of the under lying. Such is the leverage of 
futures, that with the same investment of Rs 6 lakh, one is actually commanding 19 lots of 
gold futures or in effect, 19 kgs of gold.  
 
Thus, at the end of three months, assuming the above-mentioned course of events, on 
an investment of Rs 6 lakh, one can make a gross profit that is almost 17 times the profit made 
by physically stocking gold.  
 
At the same time, the downside risk is also multiplied. To avoid the hassles of delivery, one 
must offset the futures contract just before the maturity date is reached. Delivery would entail 
gold certification and accreditation by an exchange-appointed assayer and increased 
transaction costs in general, as various taxes come into the reckoning.  
 
The above example is about a case of taking a bullish view on the price of gold and hence, 
gaining from the price rise by buying futures. One can gain from a futures market even by having 
a bearish view on the price of gold. This aspect of gain is absent in the physical market for gold. 
If one believes that the spot price of gold is going to fall in the near future, all he needs to do is 
to sell gold futures.  
 
While all this seems pretty rosy, there are some things to be kept in mind. Firstly, any transaction 
in the futures market is possible only if a counter-party to the buy or sell order that is placed, 
exists. For unusually large investments, the exchange may find it difficult to find a counter-party 
and so it may take some time to match it. Also, with any futures, there may be a problem in 
exiting from a position by buying or selling when one would like to. 


 Trading  in Futures Derivatives (F&O) 
 
 
Idea about futures derivatives 
Future trading can be done on stocks as well as on Indices like IT index, Auto index, Pharma 
index etc 
 
Stock future trading - 
Let’s first understand what the meaning of futures trading is. In simple language one future 
contract is group of stocks (one lot) which has to be bought with certain expiry period and has to 
be sold (squared off) within that expiry period. 
Suppose if you buy futures of Wipro of one month expiry then you have to sell it within that 
one month period. 
Important - Future contract get expires at every last Thursday of every month. 
 
If you buy October month expiry future contract then you have to sell it within last Thursday 
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of October month. Likewise you can buy two months and three months expiry period future contract. 
You can buy maximum of three month expiry period. 
For example - suppose this is month of October then you have to buy till maximum month 
of December expiry and you have to sell it within last Thursday of December month. You can 
sell anytime between these periods. 
Lot size (group of stocks in one future contract) varies from future to future contract. 
For example Reliance Industries future lot size has 150 quantities of shares while a Tata 
Consultancy service has 250 shares. 
In the same manner all futures have different lot sizes decided by SEBI (Securities Exchange 
Board of India). 
The margin (in other words price of one lot size) varies on daily basis based on its stocks 
closing price. 
Future trading can be done on selected stocks listed under Nifty and Jr. Nifty and not on all stocks. 
The price of future contract is determined by its underlying stock. 
Important - You can’t buy future contract of expiry period of not more than 3 months. 
  
Indices future trading 
As you can do future trading on stocks likewise you can do trading on different indices like 
Nifty index, IT index, Auto index, Pharma index etc. 
 
Successful trading in futures 
Future or derivative trading is the process of buying or selling stock future or index future for 
a certain period of time and squaring off before the expiry date. 
Expiry period can be of one month, two month and three month and not more then of three month. 
Its not compulsion that you have to square off your positions on the expiry date or wait till 
the expiry period but in fact  you can square off at any time even, at the same day, or you can 
hold as long as you want but remember to square off before expiry date. 
Most of the times on 3rd month expiry future you may see very less trading volumes. 
Generally most of the traders/investors trade or invest on current month future or second 
month future contract and you may see very low volumes on last month means third month expiry . 
But on Nifty index contract or on other index contract you may see good trading volumes even 
on 3rd month expiry future also. 
You can also buy and sell or sell and buy future contract on the same day of any expiry month. 
This is called as day trading or intraday in futures. 
Selling future contract before buying is called short selling. Short selling is allowed in 
futures trading. 
  
Major Advantages of Futures Trading over Stock Trading 
 
1) Margin is available - 
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    In future trading you get margin to buy (but can hold only up to maximum of 3 months), while 
in stock trading you 
    must have that much of amount in your account to buy. 
    For example - If you plan to buy stock XYZ at Rs. 100 and quantity 1000 shares then you have 
to pay 1 lakh 
    rupees (RS 100 x1000 qty). But if you plan to buy XYZ future contract and that contract lot 
size has 1000 quantity 
    of shares then instead of paying 1 lakh rupees you have to pay just 20% to 30% of whole 
amount which comes to 
    20 thousand to 30 thousand rupees. 
    In short in future trading you have to pay just 20% to 30% of the whole amount what you pay 
if you buy stock of 
    that price. But limitation for this is your expiry period. Means if you bought future of one 
month expiry then you 
    have to square off within that one month likewise you can buy maximum of three months expiry. 
 
2) Possible to do short selling - 
    You can short sell futures- You can sell futures without buying them which is called short 
selling and later buy within 
    your expiry period, to cover up your positions. 
    This is not possible in stocks. You can’t sell stocks before buying them in delivery (you can do 
in intraday). You can 
    short sell futures and can cover off within your expiry period. 
    For example - If expiry period of your future contract is of 1 month then you have time frame 
of one month to cover off 
    your order like wise if your future expiry period is of two months then you have time frame of 
two months and this 
    continues till three months and not more then three months. 
    In short selling of futures also you get margin as you get in buying of futures. 
 
3) Brokerages are low - 
    Brokerages offered for future trading are less as compared to stock delivery trading. 
Disadvantages of Future Trading over Stock Trading 
 
1) Limitation on holding - 
    If you buy or sell a future contract then you have limitation of time frame to square off 
your position before expiry 
    date. 
    For example - If you buy or sell future contract of one month expiry period then you have 
to square off your position 
    before your expiry date of that month, so in this example you got one month period. So 
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likewise if you go for two 
    month expiry period then you get 2 months and if you go for three month expiry then you will 
get 3 month expiry 
    period to square off your position. 
 
2) Level of Risk -  
    Due to margin facility in future trading you may earn huge profit by investing fewer amounts 
but at the contrary side 
    if your trade goes wrong then you may have to suffer huge loss. 
 
3) Limitation on stocks - 
    You can’t do future trading on all stocks. You can only do on listed stocks on Nifty and Jr. Nifty. 
  
Important points to Remember while doing future trading 
1) First up all you have to decide whether you want to buy stock derivatives or index 
derivative. After this you have to  
    select the expiry period. Once you buy certain expiry period then you have to sell (cover off) 
your order before that 
    period. 
    Its no need to wait till the expiry period, you can even square off on the same day (if you 
are getting profit) or 
    anytime whenever you feel to book profit, no compulsion to cover off your order on the last 
day of expiry. 
2) Check out for Futures current market price. 
3) Futures Lot Size (number of shares in that particular Lot). 
4) Futures Lot price (this is the amount you must have in your account to buy one lot of future) 
also called as margin 
    amount. 
5) Selection of expiry period - you want to trade on expiry of one month, two month or last 
3rd month. 
6) No need to wait till expiry period can book profit wherever applicable. 
 
Method of Short Selling 
Short selling (selling before buying in future trading) 
In future trading you can do short selling and buy (cover) later when price comes down from 
your selling price you can short sell stock future as well as index future. But again same 
restriction will apply and that is of expiry period. 
Trading Stocks & Index Futures in the Indian Stock Market 


Futures trading is a business that gives you everything you've ever wanted from a business of 
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your own. Roberts (1991) calls it the world's perfect business. It offers the potential for 
unlimited earnings and real wealth. You can run it working at your own hours as well as 
continuing to do whatever you're doing now. 
 
You can operate this business entirely on your own, and can start with very little capital. You 
won't have any employees, so you wouldn't need attorneys, accountants, or bookkeepers. 
 
What's more, you'd never have collection problems because you won't have any "customers," 
and since there is no competition, you won't have to pay the high cost of advertising. You also 
won't need office space, warehousing, or a distribution system. All you need is a personal 
computer and you can conduct your business from anywhere in the world.... Interested?... read on! 


What does Futures Trading apply to Indian Stocks & Indices 


Futures Trading is a form of investment which involves speculating on the price of a security 
going up or down in the future. 
 
A security could be a stock (RIL, TISCO, etc), stock index (NSE Nifty Index), commodity 
(Gold, Silver, etc), currency, etc. 
 
Unlike other kinds of investments, such as stocks and bonds, when you trade futures, you do 
not actually buy anything or own anything. You are speculating on the future direction of the price 
in the security you are trading. This is like a bet on future price direction. The terms "buy" and 
"sell" merely indicate the direction you expect future prices will take. 
 
If, for instance, you were speculating on the NSE Nifty Index, you would buy a futures contract 
if you thought the price would be going up in the future. You would sell a futures contract if 
you thought the price would go down. For every trade, there is always a buyer and a seller. 
Neither person has to own anything to participate. He must only deposit sufficient capital with 
a brokerage firm to insure that he will be able to pay the losses if his trades lose money. 


What is a Futures Contract? 


A futures contract is a standardized contract, traded on a futures exchange, to buy or sell a 
certain underlying instrument at a certain date in the future, at a specified price. The future date 
is called the delivery date or final settlement date. The pre-set price is called the futures price. 
The price of the underlying asset on the delivery date is called the settlement price. 
 
A futures contract gives the holder the obligation to buy or sell, which differs from an 
options contract, which gives the holder the right, but not the obligation. In other words, the 
owner of an options contract may or may not exercise the contract. Whereas in a futures 
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contract, both parties of a "futures contract" must fulfill the contract on the settlement date. 
 
In a futures contract the seller delivers the shares/commodity to the buyer, or, if it is a cash-
settled future, as in the case of stock futures in India, cash is transferred from the futures 
trader who sustained a loss to the one who made a profit. To exit or close your position in 
an existing futures contract prior to the settlement date, the holder of a futures position has 
to offset his position by either selling a long position or buying back a short position, 
effectively closing out the futures position and its contract obligations. 
 
The futures contract is a standardized forward contract, which is an agreement between two 
parties to buy or sell an asset (which can be of any kind) at a pre-agreed future point in 
time specified in the futures contract. Some key features of a futures contract are: 
 
Standardization 
A futures contract is highly standardized contract with the following details specified: 


·                            The underlying asset or instrument. This could be anything from a barrel 
of crude oil, a kilo of Gold or a specific stock or share. 
  


·                            The type of settlement, either cash settlement or physical settlement. 
Currently in India most stock futures are settled in cash. 
  


·                            The amount and units of the underlying asset per contract. This can be 
the weight of a commodity like a kilo of Gold, a fixed number of barrels of oil, units of 
foreign currency, quantity of shares, etc. 
  


·                            The currency in which the futures contract is quoted. 
  


·                            The grade of the deliverable. In the case of bonds, this specifies which 
bonds can be delivered. In the case of physical commodities, this specifies not only the quality of 
the underlying goods but also the manner and location of delivery. 
  


·                            The delivery month. 
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·                            The last trading date.  


Trading in futures is regulated by the Securities & Exchange Board of India (SEBI). SEBI exists 
to guard against traders controlling the market in an illegal or unethical manner, and to 
prevent fraud in the futures market. 


How does Futures Trading Work? 


There are two basic categories of futures participants: hedgers and speculators. 
 
In general, hedgers use futures for protection against adverse future price movements in 
the underlying cash commodity. The rationale of hedging is based upon the demonstrated 
tendency of cash prices and futures values to move in tandem. 
 
Hedgers are very often businesses, or individuals, who at one point or another deal in the 
underlying cash commodity. Take, for instance, a major food processor who cans corn. If corn 
prices go up. he must pay the farmer or corn dealer more. For protection against higher corn 
prices, the processor can "hedge" his risk exposure by buying enough corn futures contracts to 
cover the amount of corn he expects to buy. Since cash and futures prices do tend to move 
in tandem, the futures position will profit if corn prices rise enough to offset cash corn losses. 
 
Speculators are the second major group of futures players. These participants include 
independent traders and investors. For speculators, futures have important advantages over 
other investments: 


If the trader's judgment is good. he can make more money in the futures market faster 
because futures prices tend, on average, to change more quickly than real estate or stock prices, 
for example. On the other hand, bad trading judgment in futures markets can cause greater 
losses than might be the case with other investments. 


Futures are highly leveraged investments. The trader puts up a small fraction of the value of 
the underlying contract (usually 10%-25% and sometimes less) as margin, yet he can ride on 
the full value of the contract as it moves up and down. The money he puts up is not a 
down payment on the underlying contract, but a performance bond. The actual value of the 
contract is only exchanged on those rare occasions when delivery takes place. (Compare this to 
the stock investor who generally has to put up 100% of the value of his stocks.) Moreover 
the futures investor is not charged interest on the difference between the margin and the 
full contract value. 


Settling Futures Contracts in India 
file:///F|/futures.htm (44 of 57) [12/21/2009 8:21:40 PM]







FUTURES


Futures contracts are usually not settled with physical delivery. The purchase or sale of an 
offsetting position can be used to settle an existing position, allowing the speculator or hedger 
to realize profits or losses from the original contract. At this point the margin balance is returned 
to the holder along with any additional gains, or the margin balance plus profit as a credit 
toward the holder's loss. Cash settlement is used for contracts like stock or index futures 
that obviously cannot result in delivery. 
 
The purpose of the delivery option is to insure that the futures price and the cash price of 
good converge at the expiration date. If this were not true, the good would be available at 
two different prices at the same time. Traders could then make a risk-free profit by 
purchasing stocks in the market with the lower price and selling in the futures market with 
the higher price. That strategy is called arbitrage. It allows some traders to profit from very 
small differences in price at the time of expiration. 


Advantages of Futures Trading in India 


There are many inherent advantages of trading futures over other investment alternatives such 
as savings accounts, stocks, bonds, options, real estate and collectibles. 
 
1. High Leverage. The primary attraction, of course, is the potential for large profits in a 
short period of time. The reason that futures trading can be so profitable is the high leverage. 
To ‘own’ a futures contract an investor only has to put up a small fraction of the value of 
the contract (usually around 10-20%) as ‘margin’. In other words, the investor can trade a 
much larger amount of the security than if he bought it outright, so if he has predicted the 
market movement correctly, his profits will be multiplied (ten-fold on a 10% deposit). This is 
an excellent return compared to buying and taking physical delivery in stocks. 
 
2. Profit in both bull & bear markets. In futures trading, it is as easy to sell (also referred to 
as going short) as it is to buy (also referred to as going long). By choosing correctly, you can 
make money whether prices go up or down. Therefore, trading in the futures markets offers 
the opportunity to profit from any potential economic scenario. Regardless of whether we 
have inflation or deflation, boom or depression, hurricanes, droughts, famines or freezes, there 
is always the potential for profit making opportunities. 
 
3. Lower transaction cost. Another advantage of futures trading is much lower 
relative commissions. Your commission for trading a futures contract is one tenth of a percent 
(0.10-0.20%). Commissions on individual stocks are typically as much as one percent for 
both buying and selling. 
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4. High liquidity. Most futures markets are very liquid, i.e. there are huge amounts of 
contracts traded every day. This ensures that market orders can be placed very quickly as there 
are always buyers and sellers for most contracts. 


Why trade the Futures markets? 


Why Trade in Future Markets 


The Perfect Business 
 
Trading commodity, stock or index futures, or any market you decide, is the absolute 
perfect business. But you must you learn how to trade correctly and how to control your own 
fear and greed while preserving your capital. 
 
Futures trading is not like any other conventional business. Here are some major advantages 
for futures traders:  
 
Low Startup Costs — only your computer  
Low Overhead — work from home  
No permits or licenses — no regulators  
No set hours — trade when you want   
No employees — no payroll, no forms, no hassle  
No selling — no products or services  
No inventory — no stock, inventory, no theft  
No advertising — who needs it?  
No steep learning curves — use our newsletter services  
No worries about market direction — profit short or long anytime  
No individual stock shocks — general market sentiment  
No interest charges — you put up margin first  
Low transaction fees — 0.10% of the contract value  
No Real Estate - no tenants  
No restrictions on markets to trade  
No restrictions on time frames to trade   
Inflation and recession proof  
Total freedom to make all your own choices without someone looking over your shoulder or 
second guessing your every move  
 
Once you understand the markets you can make money in up, down and sideways markets. 
The principles are all the same. Don't make this too hard. It is not rocket science. 
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You can generate constant cash flow today, with dedication and discipline and following 
our newsletter services. 
 
Can we guarantee that you will be a successful trader?  
We can guarantee that you will have the necessary information to make successful trades. 


_____________________________________________________________________________________________


Calculations 


    1.       What are the profits and losses in case of a futures position ? 


2.        What happens to the profit or loss due to daily settlement ? 


3.        How does the Initial Margin affect the above profit or loss ? 


4.        What is a spread position ? 


5.        How are spread rates calculated ? Please illustrate with an example. 


6.        How do we calculate spreads in case of two way quotations ? 


7.        Please give a simple illustration to explain the mechanics of    spread trading ?  


__________________________________________________________ 


1 What are the profits and losses in case of a futures position ? 


The profits and losses would depend upon the difference between the price at which the position 
is opened and the price at which it is closed. Let us take some examples. 
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Example 1 


●     Position - Long - Buy June Sensex Futures @ 15000 
●     Payoff - 


�❍     Profit - if the futures price goes up 
�❍     Loss - if the futures price goes down 


●     Calculation - The profit or loss would be equal to fifteen times the difference in the two rates. 
�❍     If June Sensex Futures is sold @ 15500 there would be a profit of 500 points which is equal to 


Rs. 7500 (500*15). 
�❍     However if the June Sensex However if the June Sensex Futures is sold @ 14700 , there would be 


a loss of 300 points which is equal to Rs. 4500 (300*15). 


 
Example 2 


●     Position - Short - Sell June Sensex Futures @ 15500 
●     Payoff - 


�❍     Profit - if the futures price goes down 
�❍     Loss - if the futures price goes up 


●     Calculation - The profit or loss would be equal to fifteen times the difference in the two rates. 
�❍     If June Sensex Futures is bought @ 15900 there would be a loss of 400 points which is equal to 


Rs. 6000 (400*15). 
�❍     However if the June Sensex Futures is bought @ 15200, there would be a profit of 300 points 


which is equal to Rs. (300*15). 


2 What happens to the profit or loss due to daily settlement ? 


In case the position is not closed the same day, the daily settlement would alter the cash 
flows depending on the settlement price fixed by the exchange every day. However the net total 
of all the flows every day would always be equal to the profit or loss calculated above. Profit or 
loss would only depend upon the opening and closing price of the position, irrespective of how 
the rates have moved in the intervening days. 


Let's take the illustration given in example 1 where a long position is opened at 15000 and closed 
at 15800 resulting in a profit of 800 points or Rs. 12000. Let's assume that the position was 
closed on the fifth day from the day it was taken. Let's also assume three different series of 
closing settlement prices on these days and look at the resultant cash flows. 
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Example 3 


Daily closing settlement price 


  Case 
1 


Case 
2 


Case 
3 


Day 1 14900 14800 14500 


Day 2 15350 15300 15100 


Day 3 15280 15400 14950 


Day 4 14950 14700 15200 


Position 
closed 15800 15800 15800 


  


Case 1 Settlement 
Price Calculation Profit / 


Loss 


Position 
opened 15000       


Day 1   14900 14900-15000 -100 


Day 2   15350 15350-14900 450 


Day 3   15280 15280 -15350 -70 


Day 4   14950 14950 - 
15280 -330 
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Position closed 15800   15800 - 
14950 850 


Net Profit/ Loss       800 


  


Case2 Settlement 
Price Calculation Profit / 


Loss 


Position 
opened 15000       


Day 1   14800 14800 - 
15000 -200 


Day 2   15300 15300-14800 500 


Day 3   15400 15400-15300 100 


Day 4   14700 14700 - 
15400 -700 


Position closed 15800   15800-14700 1100 


Net Profit/ Loss       800 


  


Case3 Settlement 
Price Calculation Profit / 


Loss 


Position 
opened 15000       
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Day 1   14500 14500 - 
15000 -500 


Day 2   15100 15100 -14500 600 


Day 3   14950 14950 -15100 -150 


Day 4   15200 15200 - 
14950 250 


Position closed 15800   15800 -15200 600 


Net Profit/ Loss       800 


  


In all the cases the net resultant is a profit of 800 points, which is the difference between the 
closing and opening price, irrespective of the daily settlement price and different MTM flows. 


3 How does the Initial Margin affect the above profit or loss ? 


The initial margin is only a security provided by the client through the clearing member to 
the exchange. It can be withdrawn in full after the position is closed. Therefore it does not affect 
the above calculation of profit or loss. 


However there may be a funding cost / transaction cost in providing the security. This cost must 
be added to your total transaction costs to arrive at the true picture. Other items in transaction 
costs would include brokerage, stamp duty etc. 


4 What is a spread position ? 


A calendar spread is created by taking simultaneously two positions 


1.  A long position in a futures series expiring in any calendar month 
2.  A short position in the same futures as 1 above but for a series expiring in any month otherthan 


the 1 above. 
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Examples of Calendar Spreads 


1.  Long June Sensex Futures - Short July Sensex Futures. 
2.  Short July Sensex Futures - Long August Sensex Futures 


A spread position must be closed by reversing both the legs simultaneously. The reversal of 1 
above would be a sale of June Sensex Futures while simultaneously buying the July Sensex Futures. 


5 How are spread rates calculated ? Please illustrate with an example. 


The profit or loss in case of spreads depends only upon the difference between the rates for the 
two different calendar months. The real position is only of the differential - irrespective of the 
two rates. 


Let's take an example. 


Example 4 - assuming the futures are being traded at the following rates 


  June July August 


  Bid Ask Bid Ask Bid Ask 


Rate 16200 16250 17000 17100 17500 17550 


The spread calculations are as follows 


Spread Calculation Rate 


June - July 17000 - 
16200 800 


July -August 17500 - 
17000 500 


June - 
August 


17500 - 
16200 1300 
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6 How do we calculate spreads in case of two way quotations ? 


In case the prices are quoted as bid and offer, the spreads would also have a two way 
quotation. While calculating use thumb rule that the spread rate calculated must have the 
maximum spread possible from the two given rates. 


Example 5 - Lets assume the futures are being traded at the following rates 


  June July August 


  Bid Ask Bid Ask Bid Ask 


Rate 16200 16250 17000 17100 17500 17550 


The spreads would be calculated as follows. 


Spread Calculation Rate 


June - July 17000 -16250 & 17100- 
16200 750 900 


July - August 17500 -17100 & 17590- 
17000 400 590 


June - 
August 17500 -16250 & 17590-16200 1250 1390 


Another thumb rule to check the correctness of calculation is that the bid offer difference of 
the spread must be equal to the sum of the bid-offer differences of the two futures contract. 
For example the bid-offer difference for June-August spread is 140 points which is equal to the 
sum of the bid-offer difference of June Futures 50 points and August Futures 90 points. 
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7 Please give a simple illustration to explain the mechanics of spread trading ? 


To illustrate lets assume that the market is in Contango i.e. the futures price is higher than the 
cash underlying price and the futures price of far month is higher than the futures price of the 
near month. 


  June July August 


Rates 15500 16200 17000 


The spread calculations are as follows 


Spread Calculation Rate 


June - July 16200 -
15500 700 


July - August 17000 -
16200 800 


June - 
August 


17000 -
15500 1500 


  


Example 6 


●     Position - 
�❍     Receiving the spread â€“ Buy near month futures + Sell far month futures 
�❍     Paying the spread â€“ Sell near month futures + Buy far month futures 


●     Payoff - 
�❍     Profit - Spread received > spread paid 
�❍     Loss - Spread received< spread paid 


●     June- July spread is paid at 700 points . If June -July spread can be reversed at higher than 
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700 points it would result in profit. Assuming that the spread is reversed at 800 points a profit 
of 100 points or Rs1500 would result. 


Open Spread Sell 
June 


Buy 
July 


Pay 700 15500 16200 


        


Close   Buy June Sell July 


Receive 800 15500 16300 


Profit 100 0 100 


Please note that the spread profit depends only upon the differential received or paid, irrespective 
of the futures rates. In the above example let's take three cases where reversal is done at 
900 points but with substantially different levels for June and July. 


Case 1 -17000 and 17900 


Open Spread Sell 
June 


Buy 
July 


Pay 700 15500 16200 


        


Close   Buy June Sell July 


Receive 900 16550 17450 


Profit 200 1050 1250 
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Case 2 - 16550 and 17450 


Open Spread Sell 
June 


Buy 
July 


Pay 80 4600 4680 


        


Close   Buy June Sell July 


Receive 900 16550 17450 


Profit 200 1050 1250 


  


Case 3 - 16000 and 16900 


Open Spread Sell 
June 


Buy 
July 


Pay 700 15500 16200 


        


Close   Buy June Sell July 


Receive 900 16000 16900 


Profit 200 500 700 


You would notice that the profit is always 200 points irrespective of the rates as the spread 
received is constant at 900 point 
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Some Important terms in share market and in share trading


Some Important terms in share market and in share trading 
 
Open - The first price at which the stock opens when market opens in the morning. 
High -  The stock price reached at the highest level in a day. 
Low -  The stock price reached the lowest level in a day. 
Close - The stock price at which it remains after the end of market timings or the final price of the stock  when the market 
closes for a day. 
Volume - Volume is nothing but quantity. 
Bid  - The Buying price is called as Bid price. 
Offer - The selling price is called offer price. 
Bid Quantity - The total number of shares available for buying is called Bid Quantity. 
Offer Quantity - The total number of shares available for selling is called Offer Quantity. 
Buying and selling of shares - Buy is also called as demand or bid and selling is also called as supply or offer. First 
selling and then buying (this only happens in day trading) is called as shorting of shares or short sell. 
Transaction - One complete cycle of buying and selling of shares is called One Transaction. 
Squaring off - This term is used to complete one transaction. Means if you buy then have to sell (means square off) and if 
you sell then you have to buy (means square off). 
                
Learn Share Trading and Processes 
Share Trading - 
Buying and Selling of shares is called share trading. 
Mainly there are two ways of doing share trading. 
Online Share Trading. 
Offline Share Trading. 
Online Share Trading - 
    Doing share trading with help of computer, internet connection and with trading/Demat account is called Online 
    Share Trading. 
    If you would like to do online share trading then you should have a computer, internet connection and online trading 
    account. 
    Details of Online share trading has been given in next chapter. 
Offline Share Trading - 
    Doing share trading with the help of broker or through phone is called Offline trading. 
    In other words trading will be done by another person on your behalf based on the instructions given by you, and 
    then the other person can be a broker. The broker will do buying and selling of shares on your  behalf depending on 
    the instructions given by you. 
    If you want to do offline share trading then you need to open the Demat account. (provide link for procedure to open 
    the Demat account) 
    Details of Offline share trading has been given in next chapter. 
 
Different methods of buying and selling of shares 
Following are the types of orders which are used for buying and selling of shares. 
Market Order - 
    When you put buy or sell price at market rate then the price get executes at the current rate of market. The market 
    order get immediately executed at the current available price. In market order there is no need to mention the price; the 
    shares will get executed at the best current available price. If you wish to buy or sell shares at any specific price then 
    market order is not suitable for you then you have to go for limit order. Market order is for those who want to buy or sell 
    immediately at the current available price. 
Limit Order - 
    It’s totally different to market order. In limit order the buying or selling price has to be mentioned and when the share 
    price comes to that price then your order will get executed with the mentioned price by you. But here it’s not sure that 
    the price will come to your limit order. In day trading its risk because you have to close all your transactions before 
    3:30 PM and if in case price doesn’t reach to your limit order then your order will be open and then you have to go 
    through (bare) the heavy penalties. 
    Importantly limit order and stop loss trigger price are used together. 
Stop Loss Trigger Price- 
    Stop loss and trigger price are used to reduce the losses. This is very important term especially if you are doing day 
    trading (intraday).Stop Loss as the name indicates this is used to reduce the loss. 
 
Different types of shares trading 
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Day trading and Delivery trading are the two main types of shares trading. 
Day trading - 
    Buying and selling of shares on daily basis is called day trading this is also called as Intra day trading. Whatever you 
    buy today you have to sell it today OR whatever you sell today you have to buy it today and very importantly during 
    market hours that is 9.55 am to 3.30 pm (Indian time). 
 
Delivery Trading 
    In Delivery Trading, as the name say, you have to take the delivery of shares and after getting these shares in your 
    Demat account you can sell them at anytime (or you can hold them till you want, there is no restriction). In delivery 
    trading you need to have the amount required to buy share for example, if you want to buy 100 shares of Reliance at 
    price 500 than you must have (100*500) Rs. 5000 in your account; once you purchased these shares will get deposited 
    in your Demat account (say after basically, trading day and 2 additional days). Then you can sell these shares when 
    the price of these shares goes up or else you can sell whenever you want. 
    Please Note - First you have to buy and sell. You can’t sell before buying in delivery trading while it’s possible in day 
    trading.  
  


Fundamental and Technical analysis in Indian Share Market 
The fundamental and technical analysis are widely used for share traders but use of these 
analysis differs from traders to traders. 
First of all lets see what these analysis means - 
a) Fundamental Analysis - 
The name itself indicates that this analysis is totally based on companies’ 
fundamentals.  Fundamental analysis is used for long term analysis and long term returns. 
Following are the few fundamental terms used to forecast and analyze the companies’ future 
growth and based on this analysis transaction of shares will be done. 
Companies expansion or planning in coming future. 
Management processes and planning 
Meeting of Board of directors 
Declaration of yearly financial statements 
Study of past performance of the company. 
Study of quarterly, half yearly and annual reports. 
Companies involvement in foreign investment/collaboration, political or economic involvements, etc. 
Depending on these factors and many others, fundamental analysts prepares certain share 
market and share trading related terms which will be used to forecast the company growth 
and prospects. The terms like Whether the share prices are overvalued or under valued, 
Working capital ratio, 
Return on equity ratio, 
Debt equity ratio etc. 
Based on these terms and other fundamentals, the analysts predict the movement of share 
prices that is either bullish or bearish in coming future. 
Basically fundamental analysis is meant for long term investments and not for day trading or 
short term investment. So traders planning to invest for long term in share market then they 
must go for fundamental analysis. 
Always good fundamental companies give good results and returns for share holders in long term. 
b) Technical Analysis - 
As fundamental analysis made for long term investments, likewise technical analysis is made for 
day traders and short term traders. Technical analysis is nothing but study of charts, support 
and resistance levels, technical indicators and other parameters which are useful to analyze 
the share price movements in short term or in day trading. There are several factors and terms 
in Technical analysis which will be discussed in detail in further  topics. 


_________________________________________________________________________________________________
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		Some Important terms in share market and in share trading








Industry wise Companies


Industry wise Companies


Note:  The following are the list of categories and companies under each category, 
and on clicking the category heading you get  the list of companies under this 
category and the latest share prices of the companies. However the name of the 
companies given below is only for your information.


1.Abrasives
 Carborundum


  Grindwell Norto


  Orient Abrasive


 
2.AirTransport


  Deccan Aviation


  Jagson Airlines


  Jet Airways


  SpiceJet


 
3.Air-Conditioners


 Blue Star


  Fedders Llyod


  Hitachi Home


  Lloyd Electric


4.Agro-Chemicals/Pesticides


Bhagiradh Chem


  Carol Info


  Dhanuka Pest


  Excel Crop Care


  Kilpest (I)


  Monsanto India


  Nagarjuna Agric


  Rallis India


  Syngenta
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Industry wise Companies


5.Aluminum, Aluminum Products
 Alumeco India


  Asso Profile


  Hindalco


  Madras Aluminiu


  NALCO


  PG Foils


  Parekh Aluminex


 
6.Aquaculture


Avanti Feeds
7.Auto -2/3-wheelers


Atul Auto


  Bajaj Auto


  Hero Honda


  Kinetic Eng


  Kinetic Motor


  Mah Scooters


  Majestic Auto


  Scooters India


  TVS Motor


 
8.Auto - LCVs/HCVs


 Ashok Leyland


  Eicher Motors


  Force Motors


  Swaraj Mazda


  Tata Motors


 


 


9.Auto - Passenger Car
 Hind Motors


  Maruti Udyog


  Premier
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Industry wise Companies


10.Auto - Tractors
 Eicher


  Escorts


  HMT


  Mah and Mah


  Punj Tractors


  VST Tillers


 
11.Auto Ancillaries


 ANG


  Amtek India


  Auto Corp Goa


  Auto Stampings


  Automotive Axle


  Banco Products


  Bharat Gears


  Bharat Seats


  Bosch Chassis


  Ceekay Daikin


  Clutch Auto


  Denso India


  Enkei Castalloy


  Exide Industrie


  FIEM Ind


  Fairfield Atlas


  Federal-Mogul


  Gabriel India


  Guj Setco Clutc


  Hi-Tech Gears


  Hind Composites


  IP Rings


  India Nippon


  JBM Auto Comp


  JMA Industries


  JMT Auto
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Industry wise Companies


  Jai Parabolic


  Jay BharatMarut


  Jay Ushin


  KEW Industries


  Lokesh Machines


  Lumax Auto


  Lumax Inds


  MICO


  Machino Plastic


  Mahindra Auto


  Minda Ind


  Motherson Sumi


  Munjal Auto Ind


  Munjal Showa


  Omax Autos


  Phoenix Lamps


  Pricol


  Rane Brake


  Rane Engine


  Rane Madras


  Rasandik Eng


  Raunaq Auto


  Remsons Ind


  Rico Auto


  Sai Service Sta


  Samkrg Pistons


  Schrader Duncan


  Siro Plast


  Sona Koyo Stee


  Steel Strips Wh


  Subros


  Sundaram-Clayto


  Suprajit Eng


  Talbros Auto


  Triton Valves


  Tudor India
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Industry wise Companies


  UCAL Fuel


  ZF Steering Gea


 
12.Banks - PSU


Allahabad Bank


  Andhra Bank


  Bank of Baroda


  Bank of India


  Bank of Mah


  Canara Bank


  Corporation Ban


  Dena Bank


  IOB


  Oriental Bank


  PNB


  SBI


  State B Bikaner


  State Bnk My


  State Bnk Tr


  Syndicate Bank


  UCO Bank


  Union Bank


  Vijaya Bank


 
13.Banks - Private


Bk Of Rajasthan


  Centurion BoP


  City Union Bank


  Dhanalak Bnk


  Federal Bank


  HDFC Bank


  ICICI Bank


  ING Vysya Bank


  IndusInd Bank


  JK Bank


  Karnataka Bank
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Industry wise Companies


  Karur Vysya


  Kotak Mahindra


  South Ind Bk


  UTI Bank


  Yes Bank


 
14.Bearing


 ABC Bearings


  Austin Eng


  Bimetal Bearing


  Deccan Bearings


  FAG Bearings


  NRB Bearings


  SKF India


  Timken


 
15.Breweries, Distilleries


Champagne Ind


  GM Breweries


  Jagatjit Ind


  Khoday India


  McDowell


  Mount Shivalik


  Radico Khaitan


  Shaw Wallace


  Tilaknagar Ind


  United Brewerie
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Industry wise Companies


16.Casting, Forging
Ahmednagar Forg


  Akar Tools


  Amtek Auto


  Bhagwati Auto


  Bharat Forge


  Carnation Inves


  El Forge


  Electrosteel


  Ennore Foundrie


  Gontermann


  IID Forgings Lt


  Invest and Prec


  Kajaria Iron


  Kalyani Forge


  MM Forgings


  Magna Electro


  RamkrishnaForge


  Simplex Casting


  Steelcast


  Tayo Rolls


  Titagarh Ind


  Uni Abex


  Vybra Automet


 
17.Castings & Forging


Ganesh Forgings
Cement - North
ACC        


  Amb Cem East        


  Birla Corp        


  Guj Ambuja Cem        


  Guj Sidhee Cem        


  JK Cement        


  JK LakshmiCemen        


  Mangalam Cement        
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Industry wise Companies


  Mysore Cement        


  OCL India        


  Prism Cement        


  Saurastra Cemen        


  Shree Cements        


  Shree Digvijay        


  UltraTechCement        


  Vinay Cements L


 
Cement - South
Andhra Cemen        


  Anjani Cement        


  Chetinad Cem        


  Dalmia Cement        


  Deccan Cements        


  India Cements        


  Kakatiya Cement        


  Madras Cements        


  NCL Industries        


  Rain Commoditie        


  Sagar Cement


 
Cement Products
Everest Ind        


  Hyderabad Ind        


  Indian Hume Pip        


  Ramcoind        


  Sanghi Ind        


  Visaka Ind
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Industry wise Companies


Ceramics
 Anant Raj Ind        


  Cera Sanitary        


  Hind Sanitary        


  Kajaria Ceramic        


  Murudeshwar Cer        


  Nitco Tiles        


  Orient Ceramics        


  SPL


 
Chemicals
Aarti Industrie        


  Albright Wilson        


  Alkyl Amines        


  Amines Plast        


  Arvind Chemical        


  Avon Organics        


  BASF        


  BOC India        


  Balaji Amines        


  Bayer Cropscien        


  Bhoruka Gases        


  Bombay Oxygen        


  Camphor and All        


  Chembond Chem        


  Ciba Special        


  Citurgia Bioche        


  Clariant Chem        


  Cochin Minerals        


  Crazy Infotech        


  Dai-Ichi Karkar        


  Deepak Nitrite        


  Excel        


  Ficom Organics        


  Foseco India        


  Goa Carbon        
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Industry wise Companies


  Godrej Ind        


  Grauer and Weil        


  Guj Flourochem        


  Gulf Oil Corp        


  Gulshan Poly        


  Gulshan Sugars        


  H.K. Finechem        


  Hikal        


  Himadri Chem        


  Hind Org Chem        


  IFB Agro        


  IG Petro        


  India Gelatine        


  India Glycols        


  Indo Borax        


  JK AgriGenetics        


  Jayant Agro-Org        


  Karnataka Explo        


  Kerala Chemical        


  Kilburn Chemica        


  Laffans Petro        


  Lime Chemicals        


  Mysore Petro        


  National Oxygen        


  National Perox        


  Navin Fluorine        


  Nikhil Adhesive        


  Oriental Carbon        


  Panama Petro        


  Phillips Carbon        


  Pidilite Ind        


  Premier Explo        


  Punjab Chemical        


  Rain Calcining        


  SIEL Limited        


  SRF Polymers        
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Industry wise Companies


  Savita Chemical        


  Sch-Beck        


  Schenectady        


  Solar Explosive        


  Sterling Bio        


  Sunshield Chem        


  Tanfac Ind        


  Thirumalai Chem        


  Tide Water Oil        


  Transpek        


  Trident Alco        


  United Phos   


 
Chemicals - Detergents/Intermediates


Nirma
Chemicals - Dyes, Pigments
Atul        


  Bodal Chemicals        


  Dynamic Ind        


  Gwalior Chem        


  Indian Toners        


  Metrochem        


  Sadhana Nitro        


  Shreyas Interme        


  Sudarshan Chem        


  Ultramarine


 
Chlor Alkalies/Soda Ash
Bihar Caustic        


  Chemfab Alkalie        


  Guj Alkali        


  Guj Heavy Chem        


  Jayshree Chem        


  Kanoria Chem        


  Punj Alkalies        
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Industry wise Companies


  Standard Ind


 
Cigarettes
GTC Industries        


  Godfrey Phillip        


  ITC        


  RDB Industries        


  VST


 
Computers - Education
 Aptech        


  SSI


 
Computers - Hardware
Accel Transmati        


  CMC        


  D-Link (India)        


  HCL Info        


  MRO-TEK        


  Moser Baer        


  ORG Informatics        


  PCS        


  TVS Electronics        


  Tata Elxsi        


  Tyche Periph        


  VXL Instruments        


  Zenith Computer
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Industry wise Companies


Computers - Software Converts
 ASM Tech        


  BSEL Infra        


  Danlaw Tech        


  Encore Software        


  Helios and Mat        


  ICSA        


  Infotrek Syscom        


  Spanco Tele        


  Vakrangee


 
Computers - Software Large
HCL Tech        


  I-Flex Solution        


  Infosys        


  Mphasis BFL        


  Patni Computer        


  Polaris        


  Satyam        


  TCS        


  Wipro


 
Computers - Software Medium/Small


 3i Infotech        


  ALLSEC Tech        


  APW President        


  Aftek Infosys        


  Arun Agro        


  Asian CERC Info        


  Aventel Softech        


  Axon Infotech        


  Aztecsoft        


  Blue Star Info        


  California Soft        


  Cambridge Sol        
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Industry wise Companies


  Compucom Soft        


  Compulink        


  Core Projects &        


  Cranes Software        


  Datamatics Tech        


  Educomp Sol        


  FCS Software        


  Financial Tech        


  Fortune Info        


  Four Soft        


  GTL        


  Geodesic        


  Geometric Soft        


  Goldstone Tech        


  HOV Services        


  Hexaware Tech        


  Hinduja TMT        


  IOL Broadband        


  Infotech Enter        


  Jetking Elec        


  KLG Systel        


  KPIT Cummins        


  Kale Consult        


  Lanco Global        


  Logix Micro        


  Mastek        


  Megasoft        


  Micro Tech        


  Mindteck        


  Moschip Semi        


  NIIT        


  NIIT Tech        


  Nucleus Softwar        


  Onward Tech        


  PSI Data System        


  Panoramic Uni        
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Industry wise Companies


  Paradyne Info        


  Prithvi Info        


  R Systems Intl        


  RS Software        


  Ramco System        


  Rolta        


  SQL Star        


  Saksoft        


  Sasken Comm        


  Softpro Sys        


  Softsol India        


  Sonata        


  Subex Azure        


  Supan Syntech        


  Tech Mahindra        


  Technica Valves        


  Tera Software        


  Transworld Info        


  Tulip IT        


  Tyche Industrie        


  Vama Ind        


  Virinchi Cons        


  Visesh Infotech        


  Visualsoft        


  Zen Tech        


  Zenith Infotech        


  Zensar Tech        


  aurionPro Sol        


  iGATE Solutions        
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Industry wise Companies


Construction
Acrow India        


  Ansal Buildwell        


  Ansal Housing        


  Ansal Propertie        


  Arihant Found        


  Ashiana Housing        


  Atlanta        


  BL Kashyap        


  CCAP        


  Conart Engineer        


  DBS Properties        


  DCM        


  DS Kulkarni        


  Eldeco Housing        


  Elnet Tech        


  Era Constructio        


  GMR Infra        


  Gammon India        


  Garnet Construc        


  Gayatri Project        


  HB Estate Dev        


  Hind Constr        


  ITD Cementation        


  IVRCL Infras        


  JMC Projects        


  Jaiprakash Asso        


  Kamanwala Ind        


  Linkhouse Ind        


  Lok Housing        


  MSK Projects        


  Madhucon Projec        


  Mahindra Gesco        


  Marg Construct        


  Nagarjuna Const        


  Narendra Prop        
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Industry wise Companies


  Noida Toll        


  PBA Infra        


  Patel Eng        


  Peninsula Land        


  Prajay Engineer        


  Pratibha Ind        


  Prime Property        


  Rainbow Foundat        


  SAAG RR Infra        


  Simplex Infra        


  Sriniwas Ship        


  Subhash Project        


  Tantia Const        


  UB Holdings        


  Unitech        


  Unity Infraproj        


  Valecha Engg        


  Vijay Shanthi        


 
Consumer Electronics
 BPL        


  Mirc Electronic        


  Network        


  Salora Inter        


  Sharp India        


  Videocon Comm


 
Couriers
Blue Dart        


  Gati Corp


 
Cycles
Atlas Cycles        


  Tube Investment
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Industry wise Companies


Detergents/Intermediates


Henkel India
Diamond/Jewellery
Asian Star        


  CG Impex        


  Classic Diamond        


  Flawless Diamon        


  Gitanjali Gems        


  Goldiam Inter        


  Rajesh Exports        


  SBandT Int        


  Shrenuj and Co        


  Su-Raj Diamonds        


  Suashish Diamon        


  Vaibhav Gems        


  Zodiac JRD-MKJ


 
Diversified - Large/Medium
3M India        


  Alps Industries        


  Andrew Yule        


  Camlin        


  ICI India        


  Max India        


  Nava Bharat Ven        


  Prakash Ind        


  Rohit Ferro Tec        


  Sintex India
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Industry wise Companies


Diversified - Mega
Century        


  DCM Shriram Con        


  Grasim        


  Kesoram        


  Voltas


 
Domestic Appliances
Bajaj Electric        


  Hawkins Cooker        


  IFB Industries        


  Kanchan Int        


  Khaitan Electri        


  Panasonic Home        


  Sujana Ind        


  TTK Prestige        


  Videocon Appl        


  Whirlpool


 
Dry Cells
Eveready Ind        


  Geep Industrial        


  HBL Nife Power        


  Nippo Batteries        


  Panasonic Batt


 
Electric Equipment
ABB        


  Alfa Transforme        


  Alstom Projects        


  Amara Raja Batt        


  Areva T&D        


  Asian Electroni        


  BHEL        


  Best and Crompt        


  Bharat Bijlee        
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Industry wise Companies


  Birla Power Sol        


  Crompton Greave        


  ECE Industries        


  Elpro Int        


  Emco        


  Havells India        


  Honda Siel        


  IMP Powers        


  Igarashi Motors        


  Indo Asian Fuse        


  Integra Hind        


  Jyoti        


  Kirl Electric        


  Lakshmi Elec        


  Pace Electronic        


  RTS Power Corp        


  Salzer Elec        


  Siemens        


  Stone India        


  Sunil HitechEng        


  Suzlon Energy        


  Switching Tech        


  Techno Electric        


  Titanor Comp        


  WS Industries


 
Electrodes
 Ador Welding        


  Esab India        


  GEE        


  Graphite India        


  HEG        


  PanasonicCarbon        


  Rasi Electrodes
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Industry wise Companies


Electronic Components
Aplab        


  Bharat Elec        


  Genus Overseas        


  Hind Rectifiers        


  Honeywell Autom        


  Kernex Micro        


  Media Video        


  Numeric Powe        


  Opto Circuits        


  Samtel Color        


  Solectron Centu        


  Toyama Electric        


  Yokogawa India        


  Zicom Security


 
Engg - Compressers/Drilling Equipment
Atlas Copco        


  Elgi Equipments        


  Ingersoll Rand        


  Kirloskar Pneum        


  Revathi CP


 
Engineering


 AIA Engineering        


  Action Const        


  Alfa Laval        


  Alfred Herbert        


  Avery India        


  BEML        


  Batliboi        


  Birla Kennameta        


  Brady and Morri        


  Dagger-Forst        


  Disa India        
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Industry wise Companies


  Easun Reyrl        


  Eimco Elecon        


  Elecon Eng        


  Electrotherm        


  Envair Electro        


  Flat Products        


  Flex Engineerin        


  GEI Hamon        


  GG Dandekar        


  GMM Pfaudler        


  Guj Apollo        


  Hercules Hoists        


  Hind Everest        


  ITL Industries        


  Int Combustion        


  Int Conveyor        


  Ion Exchange        


  Josts Engineers        


  Kabra Extrusion        


  Kalindee Rail        


  Kilburn Eng        


  Kulkarni Power        


  LG Balakrishnan        


  Manugraph Ind        


  Mather Pumps        


  Mather and Plat        


  Millars India        


  Multi-Arc India        


  Nile        


  Patels Airtemp        


  Pitti Laminatio        


  Praj Industries        


  Rajoo Engineers        


  Rapicut Carbide        


  Rishi Laser        


  Sadbhav Eng        


file:///F|/industry-wise%20cos..htm (22 of 54) [12/21/2009 8:22:08 PM]



javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);

javascript:void(0);





Industry wise Companies


  Shanthi Gears        


  Shilp Gravures        


  Sika Interplant        


  Stewarts and Ll        


  Sulzer        


  TIL        


  TRF        


  Texmaco        


  Thermax        


  UB Engineering        


  UT        


  Vulcan Engineer        


  WH Brady        


  Walchandnagar        


  Widia        


  Wires and Fabri        


 
Engineering - Turnkey Services
ABG Heavy Ind        


  Artson Eng        


  EngineersInd        


  Hind Dorr-Olive        


  Jaihind Project        


  Larsen        


  Mcnally Bh Engg        


  Mukund Engg        


  Petron Eng Cons        


  Punj Lloyd        


  Reliance Infra        


  Sanghvi Movers
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Industry wise Companies


Engines
Cummins        


  Greaves Cotton        


  Kirloskar Oil        


  Swaraj Engines        


  Wartsila NSD


 
Fastners
 Lakshmi Prec        


  Simmonds-Marsha        


  Sterling Tools        


  Sundram


 
Fertilisers
Basant Agro Tec        


  Bharat Ferti        


  Chambal Fert        


  Coromandel Fert        


  Deepak Fert        


  Fert and Chem        


  GNFC        


  GSFC        


  Godavari Fert        


  Khaitan Chem        


  Liberty Phos        


  Nat Fert        


  Rashtriya Chem        


  SPIC        


  Tata Chemicals        


  Zuari Inds
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Industry wise Companies


Finance & Investments
 IL&FS Investsma        


  India Infoline        


  JSW Holdings


 
Finance - Housing
 Avon Proper        


  Can Fin Homes        


  Dewan Housing        


  GIC Housing Fin        


  GRUH Finance        


  Ganesh Housing        


  HDFC        


  LIC Housing Fin        


  Livewell HomeFi        


  Sharyans Res


 
Finance - Term Lending Institutions
 IDBI        


  IDFC


 
Finance, Investments


A.K.Capital Ser        


  Aeonian Pub        


  Allianz Sec        


  Anjani Finance        


  Aravali Sec        


  Arihant Capital        


  Aroni Chemical        


  Artefact Soft        


  BNK Capital        


  Bajaj Auto Fin        


  Balmer Invest        


  Brescon Finance        


  Cholamandalam        
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Industry wise Companies


  Consol Finvest        


  Consolidated Se        


  DB (Int) Stock        


  Dollex Ind        


  Emkay Shares        


  Era Financial        


  Express Leasing        


  Fact Enterprise        


  Financial Eyes        


  First Leasing        


  Fortis Financia        


  Fortune Fin Ser        


  G E Capital Tra        


  Geefcee Fin        


  Geojit Financia        


  HBPortfolio        


  ILandFS        


  Ind Inv Trust        


  Indiabulls        


  Indo Green        


  Integ Fin Ser        


  JK Investo        


  JM Financial        


  JRG Securities        


  Khandwala Se        


  Kiduja Ind        


  Kojam Fininvest        


  Kotawala Sec        


  LKP Merchant Fi        


  M&M Financial        


  Magma Leasing        


  Mah Ind Leasing        


  Manappuram        


  Morgan Stanley        


  Morgan Ventures        


  Motor and Gen F        
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Industry wise Companies


  NPR Finance        


  Networth Financ        


  Nucleus Sec        


  Parsoli CapandF        


  Pioneer Invest        


  Prime Securitie        


  Raghav Ind        


  Rane Holdings        


  Rap Media        


  Ratnabali Cap        


  Rel Capital        


  SKP Securities        


  SREI Infra        


  Sahil Finance        


  Securities Cap        


  Shrachi Sec        


  Shriram City        


  Shriram TransFi        


  Shriyam Sec        


  Simplex Trading        


  Stanrose Financ        


  StewartandMacke        


  Surana Fin Corp        


  TCI Finance        


  Tata Inv Corp        


  Tricom India        


  US 64 Bonds        


  Vas Animations        


  Videocon Indust        


  Vora Construct        


  Vyapar Holding        


  Walchand People        


  Wallfort Fin        


  Williamson Fin        


  Williamson Mago        


  Yashraj Sec        
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Industry wise Companies


  Zyden Gentec        


 
Food Products - Indian
 Agro Dutch Ind        


  American Dry        


  Anik Industries        


  Chaman Lal Seti        


  Champagne Vine        


  Chordia Food        


  Flex Foods        


  Foods and Inns        


  Freshtrop Fruit        


  Hatsun Agro        


  Heritage Foods        


  Hind Industries        


  KRBL        


  Kovilpatti Flou        


  Lakshmi Oversea        


  Lotte India        


  Milkfood        


  Modern Dairies        


  Mount Everest        


  Ravalgaon Sugar        


  Rei Agro        


  SKM Egg Product        


  Satnam Overseas        


  Tai Industries        


  Vadilal Enter        


  Vadilal Ind        


 
Food Products - MNC
 Britannia        


  GlaxoSmith Con        


  Nestle
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Industry wise Companies


Glass, Glass Products
 Alembic Glass        


  Asahi India        


  Binani Ind        


  Borosil Glass        


  Empire Ind        


  Haldyn Glass        


  Hind Nat Glass        


  La Opala RG        


  Saint-Gobain        


  Triveni Glass


 
Healthcare


 Advanced Micron        


  Apollo Hospital        


  Bayer Diagnosti        


  Dr Agarwals Eye        


  Indraprastha        


  Kovai Medi        


  Poly Medicure        


  Span Diagnostic        


  Transgene Biote        


 
Hotels
Advani Hotels        


  Asian Hotels        


  Benares Hotels        


  Best Eastern Ho        


  Blue Coast        


  Cindrella Hotel        


  Country Club (I        


  EIH        


  EIH Assoc Hotel        


  Fomento Resorts        


  GL Hotels        
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Industry wise Companies


  Guj Hotels        


  Hotel Leela        


  Indian Hotels        


  Indian Resort        


  Jaypee Hotels        


  Jindal Hotels        


  Kamat Hotels        


  Lakeland Hotels        


  Oriental Hotels        


  Royal Orchid        


  Royale Manor        


  Savera Hotels        


  Sayaji Hotels        


  Sinclair Hotels        


  Sterling Holida        


  Taj GVK Hotels        


  Tulip StarHotel        


  UP Hotels        


  Viceroy Hotels        


 
Leather Products
Bata India        


  Bhartiya Inter        


  Crew B.O.S.        


  Liberty Shoes        


  Mirza Intl        


  Sarup Tanneries        


  Super Tannery        


  Superhouse Leat        


  Worldwide Leath
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Industry wise Companies


Media & Entertainment
 Adlabs Films        


  Balaji Telefilm        


  Cinevista Comm        


  Crest Animation        


  Cyber Media        


  DeccanChronicle        


  ETC Networks        


  Ent Network Ind        


  Galaxy Ent        


  Galaxy Multimed        


  Garnet Intl        


  HT Media        


  Hazoor Hotel        


  INOX Leisure        


  JagranPrakashan        


  K Sera Sera        


  Mukta Arts        


  NDTV        


  PVR        


  Prime Focus        


  Pritish Nandy        


  Sahara One        


  Saregama India        


  Shringar Cinema        


  Sun TV        


  TV 18        


  TV TodayNetwork        


  Telephoto Ent        


  Tips Industries        


  UTV Software        


  Zee        
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Industry wise Companies


Mining, Minerals, Metals
Ashapura Mine        


  Cubex Tubings        


  GMR Industries        


  Guj Intrux        


  Guj Mineral        


  Hind Copper        


  Hind Zinc        


  Indsil Electro        


  Monnet Ind        


  Precision Wires        


  Ram Ratna Wires        


  Sesa Goa        


  Sterlite Ind        


  Tinplate        


  VBC Ferro


 
Miscellaneous
ABC India        


  Aegis Logistics        


  Alchemist        


  Allcargo Global        


  Amrit Banaspati        


  Ankur Drugs        


  Apar Ind        


  Apcotex Lattice        


  Aro Granite        


  Ashco Ind        


  Bartronics        


  Bliss Chemicals        


  Blow Plast        


  CRISIL        


  Central Prov Rl        


  Container Corp        


  Cosco India        


  Divyashakti Gra        
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Industry wise Companies


  Dredging Cor        


  Elegant Marble        


  Everest Kanto        


  GAIL        


  Gateway Distri        


  Greenply Ind        


  Guj Gas        


  Guj NRE Coke        


  Guj Reclaim        


  Guj State Petro        


  Hanung Toys        


  Hariyana Ship        


  IST Ltd        


  IVP        


  Inani Marbles        


  Indag Rubber        


  IndraprasthaGas        


  Jhunjhunwala Va        


  Jolly Boards        


  Kamla Dials        


  Karuturi N        


  Kothari Product        


  Linc PenandPlas        


  MCS        


  Madhav Marbles        


  Mahalaxmi Rub        


  Maxwell Ind        


  Mcleod Rus        


  Medi-Caps        


  Modi GBC        


  Natural Capsule        


  Novopan        


  Patel Roadways        


  Petronet LNG        


  Piramyd Retail        


  Pix Transmissio        
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Industry wise Companies


  Pokarna Limited        


  Rasoi        


  Ricoh India        


  Riddhi Siddhi S        


  SPICE        


  SPL Industries        


  Sanco Trans        


  Sanguine Media        


  Sarda Plywood        


  Shoppers Stop        


  Sical Logistics        


  Srinivasa Hatch        


  Stresscrete        


  Sukhjit Starch        


  Taneja Aerospac        


  Techtran Polyle        


  Timex Watches        


  Tirupati Foam        


  Titan Industrie        


  Todays Writi        


  Transport Corp        


  Trent        


  Uniply Ind        


  Universal Lug        


  Universal Starc        


  VIP Industries        


  Vardhman Ind        


  Venkys        


  Vimta Labs        
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Industry wise Companies


Oil Drilling
Aban Offshore        


  Alphageo        


  Asian Oilfield        


  Deep Industries        


  Dolphin Offshor        


  Hind Oil Explor        


  ONGC        


  Selan Explore        


  Shiv Vani Oil


 
Packaging
Bajaj Steel        


  Balmer L Vanlee        


  Balmer Lawrie        


  Cosmo Films        


  Ecoplast        


  Essel Propack        


  FCL Tech        


  Flex Industries        


  Flexo Film Wrap        


  Garware Poly        


  Hind Tin Works        


  Hitech Plast        


  Jindal PolyFilm        


  Kaira Can Co        


  Mold-Tek Plasti        


  Organic Coating        


  Orient Press        


  Oriental Contai        


  Pan Packaging        


  Paper Products        


  Polyplex Corp        


  Radha Madhav        


  Shetron        


  Tainwala Polyco        
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Industry wise Companies


  TwentyFirst Cen        


  Vasparr Fischer        


  Yashraj Contain        


 
Paints, Varnishes
 Asian Paints        


  Berger Paints        


  Bombay Paints        


  Hardcastle        


  Kansai Nerolac        


  Shalimar Paints


 
Paper
AP Paper Mills        


  Balkrishna Ind        


  Ballarpur Ind        


  Bilcare        


  JK Paper        


  Kalptaru Papers        


  Karur KC P        


  NR Agarwal        


  Orient Paper        


  Pudumjee Agro        


  Pudumjee Pulp        


  Rainbow Papers        


  Rama Newsprint        


  Rama Paper Mill        


  Seshasayee Pape        


  Shree Kr Paper        


  Shreyans Ind        


  Simplex Realty        


  Sipaper        


  Sirpur Paper        


  Special Papers        


  Star Paper        


  Tamil Newsprint        
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Industry wise Companies


  West Coast Pape        


 
Personal Care - Indian
Dabur India        


  Emami        


  Fem Care Pharma        


  Godrej Consumer        


  JHS Svendgaard        


  JL Morison        


  Marico        


  Muller and Phip


 
Personal Care - MNC
 Colgate        


  Gillette India        


  HLL        


  P and G        


  Rayban Sun


 
Pesticides/Agrochemicals
Bhagiradh Chem        


  Carol Info        


  Dhanuka Pest        


  Excel Crop Care        


  Kilpest (I)        


  Monsanto India        


  Nagarjuna Agric        


  Rallis India        


  Syngenta
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Industry wise Companies


Petrochemicals
  Bhansali Eng        


  Castrol        


  Diamines and Ch        


  Finolex Ind        


  IPCL        


  Jubilant Org        


  Lanxess ABS        


  Narmada Chematu        


  Nocil        


  Polychem        


  Reliance Petro        


  Supreme Petro


 
Pharma - Bulk Drugs
 Aarti Drugs        


  Ajanta Pharma        


  Amar Remedies        


  Anuh Pharma        


  DIL        


  Dabur Pharma        


  Dishman Pharma        


  Divis Labs        


  Elder Pharma        


  Granules India        


  Hiran Orgochem        


  Indoco Remedies        


  Krebs Biochem        


  Lupin        


  Mangalam Drugs        


  Marksans Pharma        


  Neuland Lab        


  Orchid Chemical        


  PI Drugs & Phar        


  Sharon Bio Medi        


  Shasun Chemical        
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Industry wise Companies


  Shilpa        


  Suven Life Scie        


  Vinati Organics        


  Vivimed Labs        


  Wanbury


 
Pharma - Bulk Drugs & Formulations
Alembic        


  Aurobindo Pharm        


  Bal Pharma        


  Biocon        


  Cadila Health        


  Cipla        


  Dr Reddys Labs        


  FDC        


  Glenmark        


  Ind-Swift Labs        


  Ipca Labs        


  JB Chemicals        


  Jagson Pharma        


  Jupiter Bio        


  Kopran        


  Lyka Labs        


  Matrix Lab        


  Natco Pharma        


  Nectar Life        


  Nicholas Pirama        


  Plethico Pharma        


  RPG Life Sci        


  Ranbaxy Labs        


  Stride Arcolab        


  Sun Pharma        


  Surya Pharma        


  TTK Healthcare        


  Themis Medicare        


  Tonira Pharma        
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Industry wise Companies


  Torrent Pharma        


  Unichem Labs        


  Vikram Thermo        


  Wockhardt        


  Zandu Pharma


 
Pharma - Formulations
ABL Biotech        


  Ahlcon Parent        


  Albert David        


  Amrutanjan        


  Coral Labs        


  Elder Healthcar        


  Hester Pharma        


  Ind-Swift        


  Jenburkt Pharma        


  Kerala Ayurveda        


  Kilitch Drugs        


  Panacea Biotech        


  Parenteral Drug        


  Sanjivani Paren        


  Syncom Formula        


  Twilight Litaka        


  Venus Remedies        


  Zenotech Labs


 
Pharma - MNC
 Abbott India        


  AstraZeneca        


  Aventis Pharma        


  Fulford        


  GlaxoSmithKline        


  Merck        


  Novartis India        


  Pfizer        


  Solvay Pharma        
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Industry wise Companies


  Wyeth


 
Photo, Allied Products


Jindal Photo
Pig Iron
 Kirloskar Ferro        


  Lanco Industrie        


  Satvahana Ispat        


  Tata Metaliks


 
Plastic Products


Amco Vinyl        


  Arrow Coated        


  Bright Brothers        


  Caprihans        


  CenturyPlyboard        


  Fenoplast        


  Hydro SandS Ind        


  Jain Irrigation        


  Kalpan Ind        


  Kemrock Indus        


  Kisan Mouldings        


  Mayur Uniquoter        


  Nilkamal Plasti        


  Plastiblends        


  Supreme Ind        


  Synergy Multi        


  Wim Plast        


  Xpro India        
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Industry wise Companies


Power Cables
 Delton Cables        


  Diamond Cables        


  KEI Industries        


  Torrent Cables        


  Uniflex Cables        


  Universal Cable


 
Power Generation
 BF Utilities        


  CESC        


  Energy Dev        


  GVK Power        


  Guj Ind Power        


  JaiprakashHydro        


  NTPC        


  Neyveli Lignite        


  Reliance Energy        


  Reliance Natura        


  Tata Power        


  Webel SL Energy
Printing, Stationery
Archies Greetin        


  DIC India        


  Infomedia India        


  Macmillan        


  Micro Inks        


  Midday Multi        


  Navneet        


  Rajeshwari Grap        


  Repro India        


  Sandesh
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Industry wise Companies


Pumps
 Dynamatic Tech        


  KSB Pumps        


  Kirloskar Bros        


  Roto Pumps        


  Shakti Pumps        


  WPIL        


  Yuken India


 
Recreation


Nicco Parks
Refineries
 BPCL        


  Bongaigaon Ref        


  Chennai Petro        


  Essar Oil        


  HPCL        


  IOC        


  MRPL        


  Reliance


 
Refractories
 IFGL Refractory        


  Vesuvius India


 
Shipping
 ABG Shipyard        


  BharatiShipyard        


  Chowgule Steam        


  Essar Shipping        


  GE Shipping        


  Garware Offshor        


  Mercator Lines        


  SE Asia Marine        


  SKS (Ship)        
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Industry wise Companies


  Shipping Corp        


  Shreyas Shippin        


  Varun Shipping


 
Solvent Extraction
AV Thomas        


  Agro Tech Foods        


  Columbia Leasin        


  Guj Amb Exports        


  KS Oils        


  KSE        


  Kriti Industrie        


  Murli Agro        


  Rasoya Protein        


  Ruchi Soya        


  Sam Industri        


  Sanwaria Agro        


  Suryaoday Agro        


  Vimal Oils


 
Sponge Iron
Jindal Steel        


  Lloyds Metals        


  Monnet Ispat        


  Orissa Sponge        


  Tata Sponge Iro


 
Steel - Large
 Bhushan Steel        


  Essar Steel        


  JSW Steel        


  JindalStainless        


  SAIL        


  Tata Steel        


  Usha Martin
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Industry wise Companies


 
Steel - Medium/Small


 Adhunik Metalik        


  Bhuwalka Steel        


  Bihar Tubes        


  Bilpower        


  Gandhi Spl Tube        


  Garg Furnace        


  Godawari Power        


  Hisar Metal        


  ISMT        


  Jai Corporation        


  Jindal Saw        


  Kalyani Steels        


  Kamdhenu Ispat        


  Kanishk Steel        


  Mah Seamless        


  Mahalaxmi Sm        


  Mahindra Ugine        


  Man Industries        


  Modern Steels        


  Mukand        


  National Steel        


  Oil Country        


  Om Metals        


  PSL        


  Panchmahal Stee        


  Raipur Alloys        


  Rajendra Mech        


  Rajratan Wires        


  Ramsarup Ind        


  Rathi Udyog        


  Ratnamani Metal        


  Real Strips        


  Reliable Financ        


  Shah Alloys        
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Industry wise Companies


  Shree Precoated        


  Shri Baj Alloys        


  Sujana Metal        


  Surana Ind        


  Surya Roshni        


  Tulsyan NEC        


  Uttam Galva        


  Vallabh Steels        


  Vertex Spinning        


  Welcast Steels        


  Welspun Guj        


  Zenith Birla        


 
Steel-Large


Visa Steel
Sugar
Bajaj Hindustan        


  Bajaj Hindustha        


  Balrampur Chini        


  Bannariamman        


  DCM Shriram Ind        


  DSM Agro Produc        


  Dhampur Sugar        


  Dharani Sugars        


  Dwarikesh Sugar        


  EID Parry        


  India Sucrose        


  JK Sugars        


  KM Sugar Mills        


  Kesar Enterpris        


  Mawana Sugar        


  Monnet        


  Oudh Sugar Mill        


  Ponni Sugars(E)        


  Rajshree Sugars        
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Industry wise Companies


  Rana Sugars        


  Riga Sugar        


  SBEC Sugars        


  Sakthi Sugars        


  Shree Renuka        


  Simbhaoli Sugar        


  Thiru Arooran        


  Triveni Engg        


  Upper Ganges Su        


  Uttam Sugar        


 
Tea
Apeejay Tea        


  Asian Tea Expo        


  Assam Company        


  B and A        


  Bombay Burmah        


  CCL Products        


  Dhunseri Tea        


  Gillanders Arbu        


  Goodricke Group        


  Harrisons Malay        


  Jayshree Tea        


  Ledo Tea        


  Parry Agro Ind        


  Tata Coffee        


  Tata Tea        


  Tezpore Tea        


  Warren Tea        
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Industry wise Companies


Telecom Equipment
Astra Microwave        


  Avaya GlobalCon        


  FCI OEN        


  Gemini Comm        


  HFCL        


  ITI        


  Kavveri Telecom        


  Krone Comm        


  NELCO        


  Precision Elec        


  Punj Comm        


  Valiant Comm


 
Telecom Services
 Bharti Airtel        


  MTNL        


  Reliance Comm        


  VSNL


 
Telephone Cables
Aksh Optifibre        


  Bhagyanagar Ind        


  Birla Ericsson        


  Finolex Cables        


  Paramount Comm        


  RPG Cables        


  Sterlite Optic        


  Surana Telecom        


  Vindhya Telelin
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Industry wise Companies


Textile Machinery
 Indian Card        


  Lakshmi Machine        


  NESCO        


  Stovec Ind        


  Veejay Lakshmi


 
Textiles - Composite
Bengal Fabrics        


  Bombay Dyeing        


  Hindoostan Spg        


  Laxmi Mills        


  Loyal Textiles        


  Mafatlal Ind        


  Maha ShreeUmaid        


  MarathonNextgen        


  Raisaheb Mills        


  Ruby Mills        


  Soma Textile        


  Swan Mills        


  Victoria Mills


 
Textiles - Cotton Blended


Aarvee Denim        


  Abhishek Ind        


  Amarjothi Spin        


  Ambika Cotton        


  Arvind Mills        


  Bannari A Spg        


  Dawn Mills        


  Dhanlaxmi Roto        


  Eurotex        


  Forbes Gokak        


  GTN Industries        


  Gangotri Textil        
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Industry wise Companies


  Indo Count        


  KG Denim        


  Kallam Spinning        


  Kandagiri Spin        


  Malwa Cotton        


  Maral Overseas        


  Modern Mills        


  Morarjee Text        


  Nagreeka Export        


  Nahar Exports        


  Nahar Industria        


  PBM Polytex        


  Phoenix Mills        


  Prime Textiles        


  Rajapalayam        


  Sambandam Spin        


  Shiva Texyarn        


  Spentex Ind        


  Sri Ganapathy        


  Sri Lakshmi Tex        


  Sri Nachammai        


  Sri Ramakrishna        


  Super Sales        


  Super Spinning        


  Supreme Yarns        


  Suryajyoti Spg        


  Suryalakshmi Co        


  Suryavanshi Spg        


  Sutlej Ind        


  Vardhman Poly        


  Vardhman Text        


 
Textiles - Jute/Yarn


Cheviot Company
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Industry wise Companies


Textiles - Manmade Fibres
Bombay Rayon        


  Century Enka        


  JBF Industries        


  Modipon        


  NRC        


  Nirlon        


  SRF        


  Zenith Fibres


 
Textiles - Processing
 Alok Industries        


  BSL        


  Damodar Threads        


  Dhanlaxmi Fabri        


  Donear Ind        


  Fairdeal Fila        


  Garden Silk Mil        


  Gupta Synthetic        


  Indo Rama Text        


  Jaybharat Texti        


  Khaitan Weaving        


  Konark Synth        


  Mohit Indust        


  Pantaloon Ind        


  Raj Rayon        


  S Kumars Nation        


  Sangam India        


  Sarla Polyester        


  Shree Ram Mills        


  Shrivasta Int        


  Siyaram Silk        


  Valson Syntheti        
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Industry wise Companies


Textiles - Products
Acknit Knitting        


  AdityaBirlaNuvo        


  Arrow Webtex        


  Birla VXL        


  Celebrity Fash        


  Garware Wall        


  Gokaldas Export        


  Grabal Alok Exp        


  Ins Elec(P)        


  KSL & Ind        


  Kewal Kiran        


  Nahar Spinning        


  Pantaloon Ret        


  Pearl Global        


  Pioneer Embroi        


  Porrits andSpen        


  Provogue        


  Raymond        


  Richa Knits        


  Sakuma Exports        


  Samtex Fashions        


  Shivalik Global        


  Shri Dinesh Mil        


  Sky Industries        


  TT        


  Uniproducts        


  Welspun India        


  Zodiac Clothing        
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Industry wise Companies


Textiles - Silk


Eastern Silk        


  Himatsingka Sei        


  JJ Exporters        


  Silktex        


  Zenithexpo        


 
Textiles - Spinning - Synthetic/
Blending
 APM Industries        


  Banswara Syntex        


  Deepak Spinners        


  Hanil Era Tex        


  Indo Rama Synth        


  Priyadarshini        


  Rajasthan Spin        


  Suryalata Spg        


  Winsome Textile


 
Trading
Adani Enterpris        


  Aditya Int        


  Ador Fontech        


  Competent Auto        


  Control Print        


  Emmsons Interna        


  IBP Company        


  Jindal Worldwid        


  K Dhandapani        


  MMTC Ltd        


  Minal Engg        


  Nidhi Granites        


  PTC India        


  STC India        


  TCI Industries        
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Industry wise Companies


  Tripex Overseas        


  Uniphos Enterpr        


  Usha Int        


  Ushdev Int


 
Transmission Tower/Equipment
 Indo Tech Trans        


  Jyoti Structure        


  KEC Infrastruct        


  Kalpataru Power        


  RPG Transmissio        


  Voltamp Trans


 
Travel Agencies
 Int Travel Hous        


  Thomas Cook        


 
Tyres
 Apollo Tyres        


  Ceat        


  Elgi Tread        


  Falcon Tyres        


  Goodyear        


  Govind Rubber        


  JK Industries        


  Krypton        


  MRF        


  Premier Tyres        


  TVS Srichakra
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INTIAL PUBLIC OFFER


INTIAL PUBLIC OFFER (IPO) 
 


When private companies i.e. companies that are wholly owned by their promoters, 
invite the public to subscribe to their shares, this issue of shares is called an Initial 
Public Offering (IPO). The shares issued could be in the form of fresh equity and/or 
the promoters sell a portion of their equity to the public. Public issues can be 
classified into Initial Public offerings and further public offerings. In a public offering, 
the issuer makes an offer for new investors to enter its shareholding family. The 
issuer company makes detailed disclosures as per the DIP guidelines in its offer 
document and offers it for subscription. Initial Public Offering (IPO ) is when an 
unlisted company makes either a fresh issue of securities or an offer for sale of 
its existing securities or both for the first time to the public. This paves way for listing 
and trading of the issuer’s securities. 


IPO is New shares Offered to the public in the Primary Market .The first time the company is 
traded on the stock exchange. A prospectus is issued to read about its risk before investing. IPO 
is A company's first sale of stock to the public. Securities offered in an IPO are often, but 
not always, those of young, small companies seeking outside equity capital and a public market 
for their stock. Investors purchasing stock in IPOs generally must be prepared to accept very 
large risks for the possibility of large gains. Sometimes, Just before the IPO is launched, 
Existing share Holders get a very liberal bonus issues as a reward for their faith in risking 
money when the project was new   


 
WHAT IS A PREMIUM ISSUE ?
Generally, most shares have a face value (i.e. the value as in a balance sheet) of Rs.10 though 
not always offered to the public at this price. Companies can offer a share with a face value 
of Rs.10 to the public at a higher price. 


The difference between the offer price and the face value is called the premium. As per 
the SEBI guidelines, new companies can offer shares to the public at a premium provided : 


1.The promoter company has a 3 years consistent record of profitable working. 


2.The promoter takes up at least 50 per cent of the shares in the issue. 


3.All parties applying to the issue should be offered the same instrument at the same 
terms, especially regarding the premium. 


4.The propectus should provide justification for the propose premium. On the other hand, 
exisiting companies can make a premium issue without the above restrictions. 
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A company’s aim is to raise money and simultaneously serve the equity capital. As far 
as accounting is concerned, premium is credited to reserves and surplus and it does not 
increase the equity. Therefore, a company which raises Rs.100 crores by way of shares at say 
Rs.90 premium per share increases its equity by only Rs.10 crores, which is easier to service 
with an investment of Rs.100 crores. 


Thus the companies seek to make premium issues. As well shall see later, a premium issue 
can increase the book value without decreasing the EPS. In a buoyant stock market when 
good shares trade at very high prices, companies realize that it’s easy to command a 
high premium. 


  


How to apply to a public issue ?


When a company floats a public issue or IPO, it prints forms for application to be filled by 
the investors. Public issues are open for a few days only. As per law, any public issue should be 
kept open for a minimum of 3days and a maximum of 21 days. For issues, which are 
underwritten by financial institutions, the offer should be kept open for a minimum of 3 days and 
a maximum of 21 days. For issues, which are underwritten by all India financial institutions, 
the offer should be kept open for a maximum of 10 days. Generally, issues are kept open for only 
3 to 4 days. The duly complete application from, accompanied by cash, cheque, DD or stock 
invest should be deposited before the closing date as per the instruction on the from. IPO's 
by investment companies (closed end funds) usually contain underwriting fees which represent 
a load to buyers. 


  


Before applying for any IPO , analyse the following factors: 


1. Who are the Promoters ? What is their credibility and track record ? 


2. What is the company manufacturing or providing services - Product, its potential 


3. Does the Company have any Technology tie-up ? if yes , What is the reputation of 
the collaborators 


4. What has been the past performance of the Company offering the IPO ? 
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5. What is the Project cost, What are the means of financing and profitability projections ? 


6. What are the Risk factors involved ? 


7. Who has appraised the Project ? In India Projects apprised by IDBI and ICICI have 
more credibility than small Merchant Bankers 


  


How to make payments for IPOs:


The payment terms of any IPO or Public issue is fixed by the company keeping in view its 
fund requirements and the statutory regulations. In general, companies stipulate that either 
the entire money should be paid along with the application or 50 percent of the entire amount 
be paid along with the application and rest on allotment. However, if the funds requirements 
is staggered, the company may ask for the money in calls, that is, the company demands for 
the money after allotment as and when the cash flow demands. As per the statutory 
requirements, for public issue large than Rs. 250 crore, the money is to be collected as under: 


25 per cent on application 


25 per cent on allotment 


50 per cent in two or more calls 


Understanding IPO Grading 
  
IPO grading is a unique concept involving an independent agency that is free from bias and 
with the available tools for assessing the investment attractiveness of an equity security.  
IPO grading is a service aimed at facilitating the assessment of equity issues offered to the 
public, says SEBI.  IPO grading can act as an additional decision-making tool for them.  The idea 
is that IPO grading will help the investor better appreciate the meaning of the disclosures in 
the issue documents, collapsing all of the above information into a single digit.  Thus, IPO 
grading could be seen as an added investment guidance tool seeking to hide the ignorance of 
the above factors and still help the investors make an informed decision.  Grading of IPOs in 
terms of their fundamental quality will enable investors steer clear of unsound offers.  IPO grading 
in general would be a relative assessment of the fundamentals of the equity security by credit 
rating agencies registered with SEBI.  


But IPO grading is totally unheard of anywhere else and is a First-From-India initiative.  The 
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grading, to be done by the SEBI-registered credit rating agencies, would be applicable to all IPOs 
for which offer documents are filed after April 30, SEBI said in a circular.  SEBI does not play 
any role in the assessment made by the grading agency.  The grading is intended to be 
an independent and unbiased opinion of that agency.  The company needs to first contact one of 
the grading agencies and mandate it for the grading exercise.  Though this process will 
ideally require 2-3 weeks for completion, it may be a good idea for companies to initiate the 
grading process about 6-8 weeks before the targeted IPO date to provide sufficient time for 
any contingencies.  IPO grading is a service aimed at facilitating the assessment of equity 
issues offered to the public, says SEBI. 
 
 
IPO grading is the grade assigned by a Credit Rating Agency registered with SEBI, to 
the initial public offering (IPO) of equity shares or any other security which may 
be converted into or exchanged with equity shares at a later date.


The grade represents a relative assessment of the fundamentals of that issue in relation to the 
other listed equity securities in India. Such grading is generally assigned on a five-point point 
scale with a higher score indicating stronger fundamentals and vice versa as below.


IPO grade 1: Poor fundamentals 
IPO grade 2: Below-average fundamentals 
IPO grade 3: Average fundamentals 
IPO grade 4: Above-average fundamentals 
IPO grade 5: Strong fundamentals


 
IPO grading has been introduced as an endeavor to make additional information available for 
the investors in order to facilitate their assessment of equity issues offered through an IPO.


IPO Grading is not a recommendation to invest 
Even if a Company is Graded 5 (i.e. with strong fundamentals), IPO grading is not 
a recommendation to invest in the graded instrument. It does not a comment on the price of 
the graded security or its suitability for a particular investor. It does not comment on issue 
price, likely price on listing or movement in price post listing.


  
When an unlisted company makes either a fresh issue of securities or an offer for sale of its 
existing securities or both for the first time to the public. This paves way for listing and trading 
of the issuer’s securities. 


  What is an FPO? 
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When an already listed company makes either an offer for sale to the public or a fresh issue 
of shares, this issue of shares is called Follow on Public Offer (FPO). 


Who all are the intermediaries in an IPO? 
 
Merchant Banker or Book Running Lead Managers (BRLM) to the issue, Syndicate 
Members, Underwriters to issue, Registrars to issue, Bankers to issue, Auditors etc. are 
the intermediaries to an issue. Contact details of all intermediaries like, contact person, 
Telephone number, address, email address etc are disclosed by the issuer. 


Who is a Merchant Banker or BRLM to an issue? 
 
Book Running Lead Manager (BRLM) is the Merchant Banker having valid SEBI registration as 
per SEBI (Merchant Bankers) Regulations. 


What is the role of BRLM? 
 
Book Running Lead Manager (BRLM) or Lead Manager performs all the pre and post issue 
activities. Pre-issue activities involves due diligence of company’s Operations/ Legal / 
Management / Business plans etc., designing & drafting Offer Document, Prospectus, 
memorandum for salient features of Prospectus and statutory advertisements. BRLM should 
ensure to comply with stipulated requirement and formalities in prescribed formats with SEBI, 
Stock Exchanges, Registrar of Companies (ROC). They also have market the issue and appoint 
other intermediaries like Advertising Agency, Registrar, Bankers and Printers. Activities 
like managing escrow accounts, allocation to non-institutional, intimation of allocation and 
dispatch of refunds to bidders forms the part of Post-issue process. The post offer activities 
also involve necessary follow-ups, which includes finalization of trading, dealing of 
instruments, dispatch certificates, demat of delivery of shares with different agencies 
associated with the work like Registrar to issue, Banker to issue and Bank handling 
refund operations. BRLM coordinates with Registrar and Escrow Bankers to ensure follow up 
for proper flow of applications from bank branches to registrar and processing of these 
applications and other works till the Basis of Allotment is finalized. The Lead Manager is 
responsible to arrange necessary agreements and documents between these agencies and 
the Company. They should ensure that these agencies fulfill their functions and 
discharge responsibilities according to the agreements. 


What is the role of a Registrar? 
 
Registrar finalizes the list of eligible bidders after rejecting invalid applications. They ensure credit 
of allotted shares to demat accounts of respective bidder by taking the corporate action and 
dispatch refund orders & Confirmatory Allotment Note to those applicable. 
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What does Banker to the issue do? 
 
Bankers carry out activities of collecting funds in the escrow accounts and inform Issuers, 
Registrar and Lead Manager about the figures collected. 


 
Why do companies come out with IPOs? 
 
When a private company requires funds, in order to expand its existing facilities, undertake a 
new project, repay a high cost loan or simply augment its working capital (i.e. funds required 
for day-to-day business activities) it may resort to an IPO. 


IPO PRICING 


There are two ways in which the price of an IPO can be determined 


How is the issue price decided on? 
 
A company that is planning an IPO appoints lead managers (SEBI-registered merchant bankers 
who are responsible for helping the company execute the IPO) to help it decide on an 
appropriate price at which the shares should be issued. There are two ways in which the price of 
an IPO can be determined – either the company, with the help of its lead managers, fixes a price 
or the price is arrived at through the process of book building. 


 
Fixed price IPOs 
 
In this case, the company, together with the lead managers, decides at what price they would like 
to issue the shares. To arrive at a suitable price, the company’s past performance is assessed 
using financial ratios. The share prices of competitor companies’ equities and others in the 
same league are also taken into consideration when the IPO price is fixed. 


Book-built IPOs 
 
  


In the book building approach to price setting, the price of an IPO is demand driven. The 
issuing company sets a floor or base price and a band within which an investor is allowed to bid 
for shares. The spread between the floor and the cap of the price band cannot be more than 20 
per cent of the floor price. Then the company, through its lead managers, invites price bids 
from investors along with the quantum of securities that they would be willing to purchase at 
that price. 
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While the issue is open, all investors must submit their bids along with payment for the quantity 
of shares they have bid for. The payment due is calculated at their respective bid prices. 


One of the lead managers, who is called the ‘book runner’, maintains an order book in which 
the investors demand and price bids are registered. Once the issue period is over, the book 
runner demarcates a cut off price, i.e., a price at which the issue will be fully subscribed on the 
basis of the quantity and price bids received. All bids that are below the cut off price are ignored 
and investors who have bid at the cut off price or above can purchase shares that have been 
allotted to them at the cut-off price. SEBI guidelines permit only retail individual investors to 
apply at the cut off price. 


IPO QUOTAS 


A company that is coming out with an IPO can reserve a part of its issue as “allotment on firm basis 


Firm allotment 
 
A company that is coming out with an IPO can reserve a part of its issue as “allotment on 
firm basis”, i.e. some extent of definite allotment, for certain categories such as Indian 
mutual funds, FIIs, permanent/regular employees of the company, scheduled banks, 
merchant bankers, etc. There are guidelines that indicate the maximum percentage of shares 
that can be reserved for firm allotment for each category. For instance, the total of reservations 
and firm allotment for employees cannot exceed 10 per cent of the issue size. 
  


Quotas for specific investors 
  


For allotment purposes, investors in a book building issue are divided into three categories - 
Retail Individual Investors (RIIs), Non Institutional Investors (NIIs) and Qualified 
Institutional Buyers (QIBs). A retail investor is one whose application for shares does not exceed 
Rs 1 lakh in value. NIIs are investors whose bid values amount to over Rs 1 lakh each and 
QIBs consist of mutual funds, financial institutions, scheduled commercial banks, 
insurance companies, provident funds, state industrial development corporations, etc. According 
to SEBI guidelines, each of these categories must be allocated a certain percentage of the 
total issue. The total amount allotted to RII must be at least 35 per cent of the total issue and 
at least 15 per cent must be given to NIIs. QIB must be allotted no more than 50 per cent of 
the issue. 


In case an issue is over-subscribed, the company could decide to use the green shoe option 
(an option to retain a portion of the oversubscription amount by allotting more shares than 


file:///F|/ipo.htm (7 of 11) [12/21/2009 8:20:31 PM]







INTIAL PUBLIC OFFER


initially offered). The excess shares are allotted on a pro-rata basis across different categories 
of investors. If, on the other hand, there is any under-subscription in any of the categories, any 
over-subscription in another category can be allotted shares from the under-subscribed 
category. The method of allotment is at the discretion of the company and its lead managers. 


Lastly, the company must get a minimum subscription of 90 per cent of the issue amount in order 
to be eligible to list its shares. If it does not, the company will have to return all the moneys 
and cancel the IPO. 


  


IPO FUNDING 


If you wish to take a loan in order to buy shares in an IPO, you can do so from banks and 
finance companies 


About IPO funding 
  


If you wish to take a loan in order to buy shares in an IPO, you can do so from banks and 
finance companies. They provide finance for subscribing to shares in the public / rights issues 
of reputed companies that are/will be listed as per the listing requirements of NSE / BSE. 


In order to avail of this loan you will be charged interest for the period for which you utilize 
the funds, i.e. from the date of closure of the issue till the date of the refund of money (in case of 
no shares being issued) or the repayment of the loan. You will also be charged a processing fee 
that is either a small fixed amount or a percentage of the amount funded. Lastly, the loan 
amount offered is usually about 50 per cent of the total value of your application bid and you will 
be required to put up the balance (your contribution is called margin money) of the 
application money. 


Benefits and pitfalls of IPO funding 
 
When you fund your IPO purchase through a loan, you have access to a higher amount 
for subscription. Since IPO shares are allotted on the basis of proportionate allotment, this 
improves your chances of being allotted a larger number of shares. However, since the rate 
of interest on such loans is steeper than most other loans in the market, you may feel pressured 
to sell off at least a part of the shares on listing, in order to repay your loan and spare yourself 
from further interest burden. Further, unless the stock lists at a sufficient premium to the 
issue price, you could end up with losses over and above the interest payable. 
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IPO funding procedure 
 
Now here’s how you actually take a loan to purchase shares in an IPO. You must first choose 
your financer (the lending bank) according to your loan requirements. You will then be asked 
to open a savings and a demat account with the bank that is financing you as your loan amount 
will be routed through this bank account and your shares will be deposited in the demat account 
that you open, until your loan is repaid. Along with the duly filled in loan document, you will have 
to submit your IPO application form and a cheque for the margin money, the interest amount due 
on the loan until the issue closes and processing charges. Then the bank will apply for shares in 
the IPO on your behalf. 


IPO PROCEDURAL ASPECTS 


You can find out about IPOs that are in the offing or underway from SEBI’s weekly press releases 


Finding out about IPOs that are available 
 
You can find out about IPOs that are in the offing or underway from SEBI’s weekly press 
releases and monthly bulletins. Draft and final offer documents are put up on SEBI’s website 
under the ‘Reports/Documents’ section. Hard copies of the draft offer documents can be 
obtained from SEBI’s office by paying a small fee or from the lead managers. Some lead 
managers also post these documents on their websites. You can read about companies’ 
IPOs through their advertisements in popular English, Hindi and regional daily newspapers. 


Number of days for which IPOs are open 
 
Public issues are kept open for at least 3 and not more than 10 working days. In the case of 
book built issues, the minimum and maximum period for which bidding is open is 3–7 working 
days and this can be extended by 3 days, in case the price band is revised. Public issue of 
some infrastructure companies can be kept open for a maximum period of 21 working days. 


Obtaining and submitting your form 
 
The form for applying/bidding for IPO shares is available with all the issue managers, 
specified collection centers and brokers and bankers to the issue. This form elicits 
personal information like your name and address, your demat and bank account details, income 
tax PAN (in case your application is above a certain value), the number of shares that you 
are applying for and your bid price, in the case of book built issues. You are also required to sign 
the form. You can submit your form to the agency from which you acquired it. 
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Revising bids in case of book built IPOs 
 
If you wish to change or revise your bid, you can. To do this, you must enter the revised quantity 
or price (in the case of book built issues) on a special form that is available along with 
the application form. However, you must make sure that you complete the entire process of 
revising your bid within the date of closure of the issue. 


Receiving allotment and refund 
 
All public issues with a value in excess of Rs 10 crore are compulsorily in the demat mode. So, if 
you choose to apply for such issues, you must have a demat account and mention your 
depository participant’s name and ID number and your client ID details in the bid/application 
form. In the case of fixed price issues, you are intimated through a Confirmatory Allotment 
Note (CAN) or a refund order, within 30 days of the closure of the issue. 


In the case of book built issues, the registrar ensures that investors receive a CAN in case they 
have been allotted shares and the demat credit or a refund, as applicable, within 15 days of 
the closure of the issue. Then the stock is listed on the stock exchange within 7 days from 
the finalization of the issue. 


IPO listing 
 
The equity shares allotted in the IPO are listed on the stock exchanges within 7 days from 
the finalization of the IPO. Generally, the total processing time between the closure of a book 
built issue and listing is around 3 weeks. In case of fixed price issue, it would be around 37 
days after closure of the issue. 


Applying for an IPO online 
 
You can also apply for shares in an IPO online, from the comforts of your home or office 
or anywhere else. For this, you must be registered with an online broking house, which offers 
the facility to apply for IPOs online. You must log on to the broking houses’ website page which 
lists the IPOs that are currently available and fill in the application form online. In the form, you 
will have to mention the number of shares that you wish to apply for and the bid price. The 
broking house will, in turn, fill in and sign the physical IPO application form (since you will 
have given them a power of attorney at the time of registration) and draw a cheque on your 
behalf (as you have to maintain a cash balance with your online broking house). The application 
will be submitted to the registrar along with a copy of the power of attorney that you have 
signed and your bank account/brokerage account will stand debited to the extent of the 
application amount, plus any additional fees, if applicable. Lastly, you will receive an email from 
the broking house regarding your application status. 
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Limit Order
 


 
Ever overheard a typical conversation between a broker and his 
client? Here is an excerpt of what it is usually like?  
 
Client: What is the market rate of Infosys?  
Broker: Quoting Rs7,500/505?  
Client: OK, buy 100 shares of Infosys?  
 
What will the broker do now? He will buy Infosys shares in the market 
at any (the best) available price till he has a 100 of them.  
 
By buying shares for his client in this manner, the broker just 
executed a 'Market Order'. 
 
What is a Market Order?
A 'Market Order' is an order to buy or sell a stock immediately at the 
best available price in the market. Sometimes it is referred to as an 
'Unrestricted Order', since it comes with no conditions attached from 
the client. 
 
Hence, it is the simplest order that can be placed in the market. The 
client just informs his broker to execute the trade and the broker 
executes the trade at the best price available in the market.  
 
Interestingly, it is the only order that guarantees execution unless of 
course the 'circuit breakers' set by the exchanges come into play! 
 
Hmm! Could anything go wrong here?
Imagine a situation where just as our client is placing his market 
order, a big fund places a 'market order' to buy 20,000 shares of 
Infosys! 
 
The price is soaring through the skies and in the melee our client 
manages to buy his 100 shares of Infosys at Rs7,700! Our client is 
caught completely unawares. 
 
Since the client thought that he was buying just 100 shares, he would 
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have assumed that his trade would get executed very close to the 
market price of Rs7,550. In the end, he bought 100 shares a good 
Rs150 higher than expected. What if the client was playing it tight 
and cannot fork out the extra Rs15,000 that his 'market order' 
resulted in...?  
 
Is there any way of avoiding these hazards while placing an order? 
 
Hallelujah! Thank God for small mercies like the 'Limit Order'. 
 
What is a Limit Order?
An order placed with a broker to buy or sell at a predetermined 
amount of shares at a specified price or better than the specified 
price.  
 
So how would the conversation of our client with his broker have gone 
if our client knew about 'Limit Orders'? 
 
Client: What is the market rate of Infosys? 
Broker: Quoting Rs7,500/505?. 
Client: OK, buy 100 shares of Infosys at Rs7,550. 
 
What will the broker do this time around? He will buy 100 shares for 
our client at a price of Rs7,550. 
 
In case a fund places a big 'market order' to buy 20,000 shares of 
Infosys on the same day and in the process takes the price to 
Rs7,700, our broker will wait for the price to come back to Rs7,550 
before buying shares for our client. 
 
Know the limits of a Limit Order
A good question may crop up at this stage: What if the price does not 
drop below Rs7,700 at all? Well, what can we say? Our client missed 
an opportunity to probably make a decent profit on Infosys? ! Too bad. 
 
In other words, there is a flip side to using a 'Limit Order' vis-?is a 
'Market Order'. 
 
Which one, when? That depends on your timeframe 
This depends on your time horizon. In case of our client, it depends 
on what he is buying the 100 shares of Infosys for. If he is buying 
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these 100 shares with the intention of selling them within a month at 
Rs8,500, then it makes a lot of difference whether he buys it at 
Rs7,550 or Rs7,700. 
 
On the other hand, if he is buying these 100 shares with the intention 
of holding it for the next five years during which time he hopes to sell 
it at Rs15,000, then the difference of Rs150 a share he sacrifices now 
pales in comparison to the profit of Rs7,450-7,300 per share he hopes 
to make over this long period.  
 
In case the price never drops below Rs7,700, our client would have 
missed out on a Rs7,300 profit in 5 years because of insisting on 
saving Rs150! Reminds us of the proverb " Penny wise, pound foolish." 
 
Of course, the knowledgeable amongst you would have figured out 
that 'Limit Orders' are more useful for the traders whereas the 
'Market Orders' are more useful for the investors. 
 
The tricky question is how do you set the limit for a 'limit order'?
The limit can be set based on your perception of what is the right 
value. After all, we have our own perception of value when we buy 
shirts or vegetables. This goes for stocks as well! 
 
For traders, the limit price depends on the potential profits they see 
from that level, and their risk-reward playoff. 
 
By the way, limit orders allow an investor to limit the length of time 
an order can be outstanding before cancelled. A quick look at the 
various limit orders that can be placed:  
 
End of Day: Any order to buy or sell a stock that automatically 
expires if not executed on the day the order is placed. 
 
Good till Date: Any order to buy or sell a stock that automatically 
expires if not executed on the date specified when the order is placed 
or the end of the particular settlement on the exchange, whichever 
comes first. 
 
End of Settlement or Good Till Cancelled: Any order to buy or sell 
a stock that automatically expires if not executed by the end of the 
settlement on the exchange unless the order is cancelled during that 
period. 
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Now that we have understood the basics of 'Limit Order', it is time to 
move on. Next, we will understand the 'Stop Loss' order better. 
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Introduction  


Pursuant to their commitment towards enhancing investor protection  
and  providing  greater  transparency,  NSE  and  BSE  have  jointly  
endeavored  to  bring  out  this  information  brochure  regarding  the  
margins.  


The information which is provided in this brochure is in the format of  
FAQ’s so that the same is easily understandable by the investors.  


However, investors may kindly note that the said publication is not a  
substitute for the relevant regulations and requirements which are  
specified by the Exchanges from time to time. Therefore investors  
are advised to refer to the relevant provisions of the stock exchanges  
regarding the margins before transacting business with the trading  
members.  


Frequently Asked Questions on Risk Management  
 
1.  Why should there be margins?  


Just as we are faced with day to day uncertainties pertaining to 
weather,  health,  traffic  etc  and  take  steps  to  minimize  the 
uncertainties, so also in the stock markets, there is uncertainty in 
the movement of share prices.  


This uncertainty leading to risk is sought to be addressed by 
margining systems by stock markets.  


Suppose an investor, purchases  1000 shares of  ‘xyz’ company at 
Rs.100/- on January 1, 2008. Investor has to give the purchase 
amount of Rs.1,00,000/- (1000 x 100) to his broker on or before 
January 2, 2008. Broker, in turn, has to give this money to stock 
exchange on January 3, 2008.  


There is always a small chance that the investor may not be able to 
bring the required money by required date. As an advance for 
buying the shares, investor is required to pay a portion of the 
total amount of Rs.1,00,000/- to the broker at the time of placing 
the buy order. Stock exchange in turn collects similar amount 
from the broker upon execution of the order. This initial token 
payment is called margin.  


Remember, for every buyer there is a seller and if the buyer  
does not bring the money, seller may not get his / her money.  


Margin is levied on the seller also to ensure that he / she gives 
the  100 shares sold to the broker who in turn gives it to the 
stock exchange.  
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Margin  payments  ensure  that  each  investor  is  serious  about 
buying or selling shares.  


In the above example, assume that margin was  15%. That is  
investor has to give Rs.15,000/-(15% of Rs.1,00,000/) to the  
broker  before  buying.  Now  suppose  that  investor  bought  the  
shares at 11 am on January 1, 2008. Assume that by the end of  
the day price of the share falls by Rs.25/-. That is total value of  
the shares has come down to Rs.75,000/-. That is buyer has  
suffered a notional loss of Rs.25,000/-. In our example buyer  
has paid Rs.15,000/- as margin but the notional loss, because  
of fall in price, is Rs.25,000/-. That is notional loss is more than  
the margin given.  


In such a situation, the buyer may not want to pay Rs.1,00,000/  
- for the shares whose value has come down to Rs.75,000/-.  
Similarly, if the price has gone up by Rs.25/-, the seller may not  
want to give the shares at Rs.1,00,000/-. To ensure that both  
buyers and sellers fulfill their obligations irrespective of prices  
movements, notional losses are also need to be collected.  


Prices of shares may keep on moving every day. Margins ensure  
that buyers bring money and sellers bring shares to complete  
their obligations even though the prices have moved down or  
up.  


 
2. What is volatility? 


Different people have different definitions for volatility. For our  
purpose, we can say that volatility essentially refers to uncertainty  
arising  out  of  price  changes  of  shares.  It  is  important  to  
understand the meaning of volatility a little more closely because  
it has a major bearing on how margins are computed.  


 


3.  How is volatility computed? Can you give an example?  


As  mentioned  earlier,  volatility  has  different  definitions  and 
therefore  different  people  compute  it  differently.  For  our 
understanding purpose, let us compute volatility based on close 
prices of a share over last 6 months. Since it is based on historical 
data let us call it ‘historical volatility’.  


You can easily calculate historical volatility using an excel sheet.  
All you need to do is to put down close prices of a share for the  
last six months in a column of the excel sheet. Calculate the  
daily returns, that is, use ‘LN’ (natural log) function in excel. Use  
the formula LN(today’s close price / yesterday’s close price) in  
the next column for calculating daily returns for all the days. Go  
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to the end of the second column (after the last value) and use 
the excel function ‘STDEV’ (available under statistical formulas) to 
calculate the Standard Deviation of returns computed as above. The 
calculated standard deviation expressed as percentage is the 
‘historical volatility’ of the share for the six months period. For 
those interested in the statistical formulae of volatility, the same 
is illustrated at Annexure 1.  


Example: Volatility of Company ABC Ltd. calculated on a 
spreadsheet  


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


4.    What  is  the  difference  between  price  movements  and  
 volatility?  


Prices of shares fluctuate depending on the future prospects of  
the company. We hear of stock prices going up or down in the  
markets every day. Popularly, a share is said to be volatile if the  
prices move by large percentages up and/or down. A stock with  
very little movement in its price would have lower volatility.  


Let us compute volatility of four companies W, X, Y and Z to see 
how  daily  price  movements  of  these  companies  affect  the 
computed historical volatility.  
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Date Closing   Daily Closing   Daily Closing   Daily Closing   Daily 


price of LN price of LN price of LN price of LN 
shares returns shares returns shares returns shares returns 
of W of X of Y of Z 


1-Jan-08 2800 2420 2825 2510 


2-Jan-08 2850 1.77% 2480 2.45% 2758 -2.40% 2515 0.20% 


3-Jan-08 2700 -5.41% 2515 1.40% 2742 -0.58% 2520 0.20% 


4-Jan-08 2750 1.83% 2550 1.38% 2725 -0.62% 2512 -0.32% 


7-Jan-08 2900 5.31% 2565 0.59% 2708 -0.63% 2508 -0.16% 


8-Jan-08 2800 -3.51% 2592 1.05% 2686 -0.82% 2514 0.24% 


9-Jan-08 2650 -5.51% 2614 0.85% 2667 -0.71% 2523 0.36% 


10-Jan-08 2700 1.87% 2635 0.80% 2635 -1.21% 2510 -0.52% 


11-Jan-08 2750 1.83% 2667 1.21% 2614 -0.80% 2505 -0.20% 


14-Jan-08 2650 -3.70% 2686 0.71% 2592 -0.85% 2515 0.40% 


15-Jan-08 2640 -0.38% 2708 0.82% 2565 -1.05% 2502 -0.52% 


16-Jan-08 2520 -4.65% 2725 0.63% 2550 -0.59% 2510 0.32% 


17-Jan-08 2670 5.78% 2742 0.62% 2515 -1.38% 2515 0.20% 


21-Jan-08 2720 1.86% 2758 0.58% 2480 -1.40% 2511 -0.16% 


22-Jan-08 2790 2.54% 2825 2.40% 2420 -2.45% 2514 0.12% 


Volatility 3.85% 0.62% 0.62% 0.32% 
 


As you can see from the above, prices of shares of ‘W’ company 
moved up and down through out the period and the price changes 
were ranging from  -5.51% to  5.78%. The calculated historical 
volatility is 3.85% for the period.  


Shares of company  ‘X’ moved steadily upwards and the price 
changes were between  0.58% and  2.45%. Here the historical 
volatility is 0.62%  


Shares of company ‘Y’ moved steadily downwards and the price 
changes were between -2.45% and 0.58%. Here the historical 
volatility is once again 0.62%.  


Shares of company  ‘Z’ moved up and down but with smaller 
percentage  variations  ranging  from  -0.52%  to  0.40%.  Here 
historical volatility is 0.32% and is the least volatile share of the 
four shares.  
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Higher volatility means the price of the security may change 
dramatically over a short time period in either direction. Lower 
volatility  means  that  a  security’s  value  may  not  change  as 
dramatically.  


 
5.  Is volatility linked to the direction of price movements?  


No. Stock prices may move up or may move down. Volatility will  
capture the extent of the fluctuations in the stock, irrespective  
of whether the prices are going up or going down. In the above  
example shares of ‘X’ have moved up steadily whereas shares  
of ‘Y’ moved down steadily. However, both have same historical  
volatility.  


 
6.  How does change in volatility affect margins?  


Share price movements vary from share to share. Some see 
larger up or down variations on daily basis and some see lower 
one way or both way movements.  


In our example under question  4, we considered share price 
movements of  4 companies W, X, Y and Z during the period 
January 1, 2008 to January 22, 2008.  


On the morning of January 23, 2008, no one knows what would be 
the closing price of these 4 shares.  


However, historical volatility number would tell you that shares of 
‘W’ may move up or down by large percentage whereas shares of ‘Z’ 
may see a small percentage variation compared to close price on 
January  22,  2008. This is only an estimate based on past price 
movements.  


Since the uncertainty of price movements is very high for ‘W’ its  
shares would attract higher initial margin whereas shares of ‘Z’  
should attract lower initial margin since its volatility is low.  


Let us deal with this aspect in more detail while exploring different 
types of margins.  


 
7.  Are margins same across cash and derivatives markets?  


Stock  market  is  a  complex  place  with  variety  of  instruments 
traded on it. As shown above, one single margin for all shares 
may not be able to handle price uncertainty / risk. In our simple 
example under question  1, even within cash market, we have 
seen two types of margins, one at the time of placing the order 
and another to cover the notional loss.  
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Shares traded on cash market are settled in two days whereas  
derivative contracts may have longer time to expiry. Derivative  
market margins have to address the uncertainty over a longer  
period.  


Therefore,  SEBI  has  prescribed  different  way  to  margin  cash 
and derivatives trades taking into consideration unique features of 
instruments traded on these segments.  


 
8. What are the types of margins levied in the cash market 


segment? 


Margins in the cash market segment comprise of the following 
three types:  


1)    Value at Risk (VaR) margin  


2)    Extreme loss margin  


3)    Mark to market Margin  
 
9.  What is Value at Risk (VaR) margin?  


VaR Margin is at the heart of margining system for the cash 
market segment.  


Let us try and understand briefly what we mean by ‘VaR’. The  
most popular and traditional measure of uncertainty  / risk is  
Volatility,  which  we  have  understood  earlier.  While  historical  
volatility tells us how the security price moved in the past, VaR  
answers the question, “How much is it likely to move over next  
one day?”  


Technically, VaR is a technique used to estimate the probability of 
loss of value of an asset or group of assets  (for example a 
share or a portfolio of a few shares), based on the statistical 
analysis of historical price trends and volatilities.  


A VaR statistic has three components: a time period, a confidence 
level and a loss amount (or loss percentage). Keep these three 
parts in mind as we give some examples of variations of the 
question that VaR answers:  


•  With 99% confidence, what is the maximum value that an  
asset or portfolio may loose over the next day?  


You  can  see  how  the  “VaR  question”  has  three  elements:  a  
relatively high level of confidence (99%), a time period (a day)  
and an estimate of loss (expressed either in rupees or percentage  
terms).  
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The actual calculation of VaR is beyond the scope of this booklet.  
However,  those  who  are  interested  in  understanding  the  
calculation  methodology  may  refer  any  statistical  reference  
material.  


 
Example  


Consider shares of a company bought by an investor. Its market  
value today is Rs.50 lakhs but its market value tomorrow is obviously  
not known. An investor holding these shares may, based on VaR  
methodology, say that 1-day VaR is Rs.4 lakhs at 99% confidence  
level. This implies that under normal trading conditions the investor  
can, with 99% confidence, say that the value of the shares would  
not go down by more than Rs.4 lakhs within next 1-day.  


In the stock exchange scenario, a VaR Margin is a margin intended to 
cover the largest loss (in %) that may be faced by an investor for 
his / her shares (both purchases and sales) on a single day with a 
99% confidence level. The VaR margin is collected on an upfront 
basis (at the time of trade).  


 
10.  How is VaR margin calculated?  


VaR is computed using exponentially weighted moving average 
(EWMA) methodology. Based on statistical analysis, 94% weight is 
given to volatility on ‘T-1’ day and 6% weight is given to ‘T’ day 
returns.  


To  compute,  volatility  for  January  1,  2008,  first  we  need  to 
compute day’s return for Jan 1, 2008 by using LN (close price on 
Jan 1, 2008 / close price on Dec 31, 2007).  


Take volatility computed as on December 31, 2007.  


Use the following formula to calculate volatility for January  1, 
2008:  


Square root of  [0.94*(Dec  31,  2007 volatility)*(Dec  31,  2007 
volatility)+ 0.06*(January 1, 2008 LN return)*(January 1, 2008 
LN return)]  
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Example: Share of ABC Ltd  


Volatility on December 31, 2007 = 0.0314  
Closing price on December 31, 2007 = Rs. 360 
Closing price on January 1, 2008 = Rs. 330 
January 1, 2008 volatility =  


Square  root  of  [(0.94*(0.0314)*(0.0314)  +  0.06  (0.08701)* 
(0.08701)] = 0.037 or 3.7%  


Now to arrive at VaR margin rate, companies are divided into 3  
categories based on how regularly their shares trade and on the  
basis of liquidity (that is, by how much a large buy or sell order  
changes the price of the scrip, what is technically called ‘impact  
cost’. Detailed note on impact cost is available in annexure B).  


Group I consists of shares that are regularly traded (that is, on 
more than 80% of the trading days in the previous six months) 
and have high liquidity (that is, impact cost less than 1%). Group II 
consists of shares that are regularly traded (again, more than 80% 
of the trading days in the previous six months) but with higher 
impact cost (that is, more than 1 %). All other shares are classified 
under Group III.  


For Group I shares, the VaR margin rate would be higher of  


• 3.5 times volatility or 
• 7.5% of value 


For Group II shares, the VaR margin rate would be higher of 


• 3.5 times volatility or 
• 3.0 times volatility of index 


The volatility of index is taken as the higher of the daily Index  
volatility based on S&P CNX NIFTY or BSE SENSEX. At any point  
in time, minimum value of volatility of index is taken as 5%.  


For Group II shares, the number arrived at as above, is multiplied by 
1.732051 (that is, square root of 3). The number so obtained is the 
VaR margin rate.  


For Group III securities VaR margin rate would be  5.0 times 
volatility of the Index multiplied by  1.732051  (that is, square 
root of 3).  
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In the above example, if the shares belong to Group I, then VaR 
margin rate would be 3.5 * 3.7, which is about 13%.  


Actual VaR margin collected at the time of buy or sell would be 
13% of the value of the trade. For example, if the value of the 
position (buy or sell) is Rs.10 lakhs, then the VaR margin would be 
Rs.1,30,000/- 


 
11.  How is the Extreme Loss Margin computed?  


The extreme loss margin aims at covering the losses that could 
occur outside the coverage of VaR margins.  


The Extreme loss margin for any stock is higher of 1.5 times the 
standard deviation of daily LN returns of the stock price in the 
last six months or 5% of the value of the position.  


This margin rate is fixed at the beginning of every month, by  
taking the price data on a rolling basis for the past six months.  


 
Example  


In the Example given at question 10, the VaR margin rate for shares of 
ABC Ltd. was 13%. Suppose the 1.5 times standard deviation of daily 
LN returns is 3.1%. Then 5% (which is higher than 3.1%) will be 
taken as the Extreme Loss margin rate.  


Therefore, the total margin on the security would be  18%  (13% 
VaR Margin  +  5% Extreme Loss Margin). As such, total margin 
payable (VaR margin + extreme loss margin) on a trade of Rs.10 
lakhs would be 1,80,000/- 


 
12.  How is Mark-to-Market (MTM) margin computed?  


MTM is calculated at the end of the day on all open positions by  
comparing transaction price with the closing price of the share  
for the day. In our example in question number 1, we have seen  
that a buyer purchased  1000 shares  @ Rs.100/- at  11 am on  
January 1, 2008. If close price of the shares on that day happens  
to be Rs.75/-, then the buyer faces a notional loss of Rs.25,000/  
- on his buy position. In technical terms this loss is called as  
MTM loss and is payable by January 2, 2008 (that is next day of  
the trade).  
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In case price of the share falls further by the end of January 2, 
2008 to Rs. 70/-, then buy position would show a further loss of 
Rs.5,000/-. This MTM loss is payable.  


In case, on a given day, buy and sell quantity in a share are 
equal, that is net quantity position is zero, but there could still be 
a notional loss / gain (due to difference between the buy and sell 
values), such notional loss also is considered for calculating the 
MTM payable.  


MTM Profit/Loss  =  [(Total Buy Qty X Close price)  - Total Buy  
Value] - [Total Sale Value - (Total Sale Qty X Close price)]  


 
13.  Where can I find information of applicable VaR margins?  


NSE : www.nseindia.com>NSCCL>Notifications>Var Margin Rates  


BSE : www.bseindia.com>equity>var/EL margin 


 
 
14. What are the types of margins levied in the Futures & 


Options (F&O) Segment? 


Margins  on  Futures  and  Options  segment  comprise  of  the 
following:  


1)    Initial Margin  
2)    Exposure margin  


In addition to these margins, in respect of options contracts the 
following additional margins are collected  


1)    Premium Margin  
2)    Assignment Margin  


 
15.  How is Initial Margin Computed?  


Initial margin for F&O segment is calculated on the basis of a  
portfolio  (a  collection  of  futures  and  option  positions)  based  
approach. The margin calculation is carried out using a software  
called  -  SPAN®  (Standard  Portfolio  Analysis  of  Risk).  It  is  a  
product developed by Chicago Mercantile Exchange (CME) and  
is extensively used by leading stock exchanges of the world.  


SPAN® uses scenario based approach to arrive at margins. It 
generates a range of scenarios and highest loss scenario is used to  
calculate  the  initial  margin.  The  margin  is  monitored  and 
collected at the time of placing the buy / sell order.  


The SPAN® margins are revised 6 times in a day - once at the 
beginning of the day, 4 times during market hours and finally at 
the end of the day.  
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Obviously, higher the volatility, higher the margins.  


 
16.  How is exposure margin computed?  


In addition to initial / SPAN® margin, exposure margin is also 
collected.  


Exposure margins in respect of index futures and index option  
sell positions have been currently specified as 3% of the notional  
value.  


For futures on individual securities and sell positions in options  
on individual securities, the exposure margin is higher of 5% or  
1.5 standard deviation of the LN returns of the security (in the 
underlying cash market) over the last  6 months period and is 
applied on the notional value of position.  


 
17.  How is Premium and Assignment margins computed?  


In addition to Initial Margin, a Premium Margin is charged to 
trading members trading in Option contracts.  


The  premium  margin  is  paid  by  the  buyers  of  the  Options 
contracts  and  is  equal  to  the  value  of  the  options  premium 
multiplied by the quantity of Options purchased.  


For example, if 1000 call options on ABC Ltd are purchased at 
Rs.  20/-,  and  the  investor  has  no  other  positions,  then  the 
premium margin is Rs. 20,000.  


The margin is to be paid at the time trade.  


Assignment Margin is collected on assignment from the sellers of 
the contracts.  


 
18. Do I get margin benefit if I have a positions in different 


underlyings? 


No. Margin benefit is not provided for positions with different 
underlyings in F&O segment.  


 
19.  Do I get margin benefit if I have position in both futures  


and options in same underlying?  


Yes. Margin benefit is provided with position in futures and options in 
the same underlying.  
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20.  Do  I  get  margin  benefit  if  I  have  counter  positions  in  
 different months in same underlying?  


Yes.  In  case  of  calendar  spread  positions  margin  benefit  is 
provided. However, the benefit is removed three days prior to 
expiry of the near month contract.  


 
 
Annexure 1  


Volatility  


Volatility is calculated as the annualized standard deviation of daily 
change in price.  


The statistical formulae for volatility is :  
 
 
 
 
 
 
 
 
 
 
 
Standard deviation is a measure of the spread of data; the degree to 
which observations differ from the mean.  


If the price of a stock moves up and down rapidly over short time 
periods, it has high volatility. If the price almost never changes, it has 
low  volatility.  A  volatile  market  experiences  unpredictable  price 
fluctuations.  


Let us take an example to understand volatility or standard deviation. 
The stock returns of the company A for past five years are  10%, 
20%, 5%, 30% and 35%. What is the standard deviation of the returns of 
company A?  
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Annexure 2  


Impact Cost  


Introduction  


Liquidity in the context of stock markets means a market where large  
orders can be executed without incurring a high transaction cost. The  
transaction cost referred here is not the fixed costs typically incurred  
like brokerage, transaction charges, depository charges etc. but is  
the  cost  attributable  to  lack  of  market  liquidity  as  explained  
subsequently.  Liquidity  comes  from  the  buyers  and  sellers  in  the  
market, who are constantly on the look out for buying and selling  
opportunities. Lack of liquidity translates into a high cost for buyers  
and sellers.  


The electronic limit order book (ELOB) as available on NSE/BSE is an 
ideal provider of market liquidity. This style of market dispenses with 
market makers, and allows anyone in the market to execute orders 
against the best available counter orders. The market may thus be 
thought of as possessing liquidity in terms of outstanding orders lying 
on the buy and sell side of the order book, which represent the 
intention to buy or sell.  


When a buyer or seller approaches the market with an intention to 
buy a particular stock, he can execute his buy order in the stock 
against such sell orders, which are already lying in the order book, 
and vice versa.  
 


An example of an order book for a stock at a point in time is detailed 
below:  


Buy Sell 


Sr.No.    Quantity    Price Quantity    Price Sr. No. 


1 1000 3.50 2000 4.00 5 


2 1000 3.40 1000 4.05 6 


3 2000 3.40 500 4.20 7 


4 1000 3.30 100 4.25 8 


There are four buy and four sell orders lying in the order book. The  
difference between the best buy and the best sell orders (in this 
case,  
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Rs.0.50) is the bid-ask spread. If a person places an order to buy  
100 shares, it would be matched against the best available sell order  
at Rs.  4 i.e. he would buy  100 shares for Rs.  4. If he places a sell  
order for 100 shares, it would be matched against the best available  
buy order at Rs. 3.50 i.e. the shares would be sold at Rs.3.5.  


Hence if a person buys 100 shares and sells them immediately, he is 
poorer by the bid-ask spread. This spread may be regarded as the 
transaction cost which the market charges for the privilege of trading 
(for a transaction size of 100 shares).  


Progressing further, it may be observed that the bid-ask spread as 
specified above is valid for an order size of  100 shares upto  1000 
shares. However for a larger order size the transaction cost would be 
quite different from the bid-ask spread.  


Suppose a person wants to buy and then sell 3000 shares. The sell 
order will hit the following buy orders:  
 


Sr. Quantity Price 


1 1000 3.50 


2 1000 3.40 


3 1000 3.40 
 
while the buy order will hit the following sell orders : 
 


Quantity Price Sr. 


2000 4.00 5 


1000 4.05 6 


This implies an increased transaction cost for an order size of 3000  
shares in comparison to the impact cost for order for 100 shares. The  
“bid-ask spread” therefore conveys transaction cost for a small trade.  


This brings us to the concept of impact cost. We start by defining  
the ideal price as the average of the best bid and offer price, in the  
above example it is (3.5+4)/2, i.e. 3.75. In an infinitely liquid market,  
it would be possible to execute large transactions on both buy and  
sell at prices which are very close to the ideal price of Rs.3.75. In  
reality, more than Rs.3.75 per share may be paid while buying and  
less  than  Rs.3.75  per  share  may  be  received  while  selling.  
Such  
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percentage degradation that is experienced vis-à-vis the ideal price, 
when shares are bought or sold, is called impact cost. Impact cost 
varies with transaction size.  


For example, in the above order book, a sell order for 4000 shares 
will be executed as follows:  


 
Sr. Quantity Price Value 


1 1000 3.50 3500 


2 1000 3.40 3400 


3 2000 3.40 6800 


Total value 13700 


Wt. average price 3.43 
 


The sale price for 4000 shares is Rs.3.43, which is 8.53% worse than the 
ideal price of Rs.3.75. Hence we say  “The impact cost faced in 
buying 4000 shares is 8.53%”.  


Definition  


Impact cost represents the cost of executing a transaction in a given  
stock, for a specific predefined order size, at any given point of time.  


Impact cost is a practical and realistic measure of market liquidity; it is 
closer to the true cost of execution faced by a trader in comparison to 
the bid-ask spread.  


It should however be emphasised that :  


(a)   impact cost is separately computed for buy and sell  


(b)   impact cost may vary for different transaction sizes  


(c)   impact cost is dynamic and depends on the outstanding orders  
(d)   where a stock is not sufficiently liquid, a penal impact cost is  
 applied  


In mathematical terms it is the percentage mark up observed 
while  buying  /  selling  the  desired  quantity  of  a  stock  with 
reference to its ideal price (best buy + best sell) / 2.  
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Example A :  
 
ORDER BOOK SNAPSHOT  


 
Buy Quantity Buy Price Sell Quantity Sell Price 


1000 98 1000 99 


2000 97 1500 100 


1000 96 1000 101 
 
 
TO BUY 1500 SHARES :  
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URGENT: You hold in your hands one 
of the most important special reports 
I’ve ever written since I began teaching 
individuals to trade back in 2001. 
 
The world as we know it has been 
changing dramatically in recent years, 
and this massive change is causing 
confusion and grave concern for many 
traders. 
 
Conflicting, contradictory, and flat out 
bad advice from so‐called Financial 
Media “Stars” is not helping the 
situation, either. 
 
Traders from all around the world have 
been feeding me a steady diet of 
questions over the years, and they 
seem to be getting more and more concerned about what the future holds. Many 
people just like you are just trying to survive in today’s markets, and they don’t 
know what to do. 
 
That’s what drove me to write this report. In it, I reveal 5 “profit plans” I believe 
every trader should immediately implement as the foundation for whatever 
trading method they decide to use. If more people traded in line with these 
plans, not only do I think more traders would be surviving today’s markets, I think 
they’d be prospering. 
 
What you are about to read is more valuable to you than what you will find in 
many trading courses that you’d have to pay for. This is a HUGE report. Take your 
time to read it all. 
 
Good Trading, 


 
Bill Poulos 
 
p.s. Make sure you watch all the supporting videos that go with this report. I tell 
you how to access them later in the report. 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PLEASE PRINT THIS REPORT NOW! 
Please take a few seconds and print this entire report 
right now.  Here’s why: 
 
 When you print this report out, the chances that 
you’ll actually read it and learn something new 
about trading the stock market will increase 
dramatically.  I have a collection of digital reports 
on my computer, and the only ones I’ve read all 
the way through are the ones I’ve printed out. 
 


 When you print this report out, you can read it 
anywhere in your house (or on the road, for that 
matter).  I love my family, but my office is smack 
dab in the middle of the house, so it’s a high traffic 
area.  Sometimes the only way I can get a solid 
chunk of time to read something I find online is if I 
print it out and take it somewhere else in the 
house. 
 


 There is an activity in this report that requires you 
to answer some questions.  The impact of this 
activity will be much greater if you actually get out 
a pencil or pen and actually write on this report.  I 
highly recommend you spend a few moments 
completing this activity.  Your future could depend 
on it. 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DISCLAIMER: Stock, forex, futures, and options trading is not appropriate for everyone. There is 
a  substantial  risk of  loss  associated with  trading  these markets.  Losses  can and will  occur. No 
system or methodology has ever been developed that can guarantee profits or ensure freedom 
from  losses. No representation or  implication  is being made that using  the  information  in  this 
special report will generate profits or ensure freedom from losses. Risks also include, but are not 
limited to, the potential for changing political and/or economic conditions that may substantially 
affect  the price and/or  liquidity of a market. The  impact of seasonal and geopolitical events  is 
already  factored  into  market  prices.  Under  certain  conditions  you  may  find  it  impossible  to 
liquidate  a  position.  This  can  occur,  for  example,  when  a  market  becomes  illiquid.  The 
placement  of  contingent  orders  by  you,  such  as  “stop‐loss”  or  “stop‐limit”  orders  will  not 
necessarily limit or prevent losses because market conditions may make it impossible to execute 
such orders. In no event should the content of this correspondence be construed as an express 
or implied promise or guarantee that you will profit or that losses can or will be limited in any 
manner  whatsoever.  Past  results  are  no  indication  of  future  performance.  Information 
contained in this correspondence is intended for informational purposes only and was obtained 
from sources believed to be reliable. Information is in no way guaranteed. No guarantee of any 
kind  is  implied or possible where projections of future conditions are attempted.   Revision 02‐
20080915. 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Stock Market “Insiders” & Their 
Uncommon Approach To Profits 


 
Dear Trader, 
 
The information you are about 
to read has the potential to 
dramatically change the way 
you trade the stock market 
forever. And it even has the 
potential to change your life. 
That might sound like an 
exaggeration, but the potential 
is real. But I can’t do it for you. 
The best I can hope to do is give 
you as much guidance and 
direction as possible to inspire 
you to take action on making 
positive changes in how you 
trade the markets that help you 
get closer to your own goals. 
 
This report should also 
dramatically accelerate your 
learning curve. What will take 
you minutes and hours to learn, 
took me years and decades to 
discover. The ideas presented in 
this report come from the 
culmination of my life’s work in the markets. 
 
If you’re not familiar with me, or my company, Profits Run, let me give you a 
quick background so you know who you’re dealing with. I’ve been trading the 
markets since 1974, and I’ve been teaching thousands of students around the 
world what it takes to succeed in the markets since 2001. So some people think 
of me as a “grizzled” trading veteran because I’ve seen so much over the past 3 
decades. Sure, I’ve scraped my knees and have been through a few bumps and 
bruises over the years, but I see myself as a filter for you, or someone who has 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the ability to sift through all the junk and noise that’s out there and tell it to you 
like it is. 


So, I may come across a little harsh in this report, but I don’t believe in sugar‐
coating anything or giving you false hopes of success. I want to give you the facts, 
like ‘em or not, so you’re empowered to take action and make positive decisions 
on how to succeed in the stock market. 


You can thank my current 
students and readers for this 
report, because they’re the ones 
who really push me and inspire 
me to continue to create new 
training material. Every day I 
spend a few hours answering 
email questions, and I have a 
special file where I keep the 
most common questions and 
concerns I receive. When I start 
to see a pattern emerge, then I 
know it’s time to create new 
material to address whatever 
the growing concern happens to 
be. 
 
In this case, it’s the current state 
of the economy and the world, 
for that matter. There’s a lot of 
scary stuff going on right now, 
and if you make it a habit to 
listen to the media and read the 
newspaper, you might have a 
hard time justifying even getting 


out bed in the morning. 
 
So recently, the kinds of questions I’ve been receiving have been around: 
 


 Should I wait to make any trading decisions until after the U.S. Presidential 
election? 


 How should I be trading in light of the current state of the U.S. Dollar? 
 What about the deficit? How will that impact my portfolio? 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 A well‐known Financial Media Star is telling me to buy here and sell there, 
but every time I do that, he’s wrong! What should I do? 


 Etc. etc. etc. 
 
I think you get the picture. There’s a lot of concern around how to not only 
survive in the markets in today’s economy, but how to PROSPER.  
 
So what I did was take a look at 
all the different approaches to 
trading that I’ve been exposed 
to, and then I made a sort of 
“survival guide” of “profit 
plans” that anyone can use to 
craft their own trading “toolkit” 
that they can use to pull as 
much profit potential as 
possible out of the stock 
market. 
 
After a lot of thought and 
reflection, I came up with five 
such “profit plans”. When used 
collectively, I believe these five 
plans form one of the best 
foundations you’ll ever find for 
creating lasting success in the 
markets. And I designed this 
report specifically as a sort of 
road map that you can use to 
tailor your trading routine to 
how you like to trade. 
 
You see, not all traders should trade exactly the same way. Everybody’s different. 
That’s why I like to educate my students as much as possible to think for 
themselves. One of my ultimate goals for my students, and for you, is to NOT 
need my guidance any more. When that happens, then I know I’ve done my job 
and given you all the tools you need to create your own success stories in the 
markets. 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Now, I’ve been told that that kind of mindset is a bad business decision, and that 
what I should be doing is creating mysterious, proprietary “black box” systems 
that require you to come crawling back to me every day for your next “dose” of 
“stock picks”. Well, as you’ll soon find out, I just don’t believe in that kind of stuff. 
 
If you have an open mind and are willing to create some positive changes in your 
overall approach to trading, let’s get started. If you haven’t printed this report 
out yet, please do so. I also encourage you to take notes and to highlight portions 
that you find especially interesting. 
 
So while the bad news is that, indeed, there are many economic problems in the 
world, the good news is that ultimately, that doesn’t matter as far as your profit 
potential in the markets is concerned… IF you know how to take advantage of 
certain factors in the markets that you’re about to discover. 
 
 


Profit Plan #1: Become an Independent Trader 
 


When it comes to trading the 
markets, I find there are two types of 
traders. And the type of trader you 
are could drastically impact the 
amount of money you make in the 
markets… it could even forever 
determine, in part, what the rest of 
your life looks like, how much longer 
you work a regular job, where you go 
on vacation (and how often), where 
you live, and even your overall 
health. 
 
That may sound like an exaggeration, 
but if you plan on supplementing or 
replacing your current income with 
stock trading, then I think you’ll find 
those statements above are quite 
accurate. Here’s why… 
 
You’re probably well aware at this 
stage in your life that anything that 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requires almost little or no effort produces limited, temporary, or nonexistent 
results. And that anything that requires you to think for yourself produces lasting, 
ongoing, and perhaps even permanent results. 
 
This is especially true when it comes to trading the stock market. 
 
Over the years, I’ve observed that there are two types of “traders”. Now, I realize 
these are generalizations, but they illustrate two very common mindsets. Which 
one are you? 
 
The Dependent Trader: This type of person is usually looking for the easy way 
out, looking to make a quick buck, or wants to strike it rich. They think it’s 
possible to “follow the crowd”, blindly place trades pumped out by a system that 
“can’t lose”, and quit their job. The bottom line is that this type of trader is 
dependent on someone else for their financial success – forever, for life. Yes, The 
Dependent Trader can be successful with this attitude, but I believe the odds of 
success are low (probably around 5%). 
 
The Independent Trader: This type of person wants to have as much control of 
their financial destiny as possible. They understand that when they know how the 
markets work, they’re empowered to place informed trades without having to 
rely on someone else. Someone who is an Independent Trader knows they are 
maximizing their odds of success in the markets, which can make their financial 
and lifelong dreams come true that much more quickly. The bottom line is that 
this type of trader holds the keys to the kingdom, and has control of their 
financial future for their entire life, no matter what happens. 
 
If you think you might have a little of the Dependent Trader mentality in you, 
that’s OK. I understand, because you are not alone. It’s only natural. But when 
you learn to break out of that mindset and move toward becoming an 
Independent Trader, everything can begin to change. 
 
That’s why one of my goals with this report is to help make you an Independent 
Trader.  Will this report alone do it? No, of course not. However, it should give 
you a “fast track” toward discovering the right way to trade the stock market for 
you. 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OK, so you can tell that I believe 
it is far better to be an 
Independent Trader than a 
Dependent Trader.  This is 
primarily because the 
Independent Trader armed with 
good trading methods, risk 
management, and discipline has 
a much greater likelihood of 
achieving consistent profitability 
than does the Dependent Trader 
who is always at the mercy of 
someone else’s 
recommendations.   Let’s look at 
some real world stock charts to 
help support this point. 
 
Here is a typical scenario that 
plays out in the markets over 
and over again that is 
particularly harmful to the 
Dependent Trader. 
 


The prevailing view of the Financial Media Stars, back in April, 2008 might have 
been that the financial‐related stocks (including the bank stocks) have bottomed 
out and are on their way up and that the worst is over for these companies.  And 
so blasting over the airwaves are almost emotional appeals to “Buy, Buy, Buy!” 
the bank stocks including Citicorp (See Figure 1). 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Figure 1 ‐ Citicorp 


And you can see on the chart of Citicorp, a bottom had been made in March, 
2008 and the market was indeed turning up from that bottom after having fallen 
by more than 65% since the June, 2007 highs.  After a drop like that, it seemed 
like a good place to buy, indeed, particularly as the market began to trade higher 
for the next several weeks. 
 
But even if this was a good place to buy, there are a number of problems with 
trading this way.  For example: 
 


 How much should I put into this trade? 
 What is my initial risk? 
 How do I know when I should get out if the trade goes against me?    
 If it goes in my favor, how long should I hold my position? 
 When do I take profits?  


 
Also, the Financial Media Star who is recommending the buy might be generally 
correct on the probability that at some point the bank stocks will stop going 
down, will stabilize, and then start going up.  But his timing could be off by a few 
weeks to a few months, which can do great damage to the Dependent Trader’s 
account during that time.  And even if the Financial Media Star is correct on his 
timing, he still does not tell you how much to risk, how to protect against loss and 
how and when to exit the trade (except oftentimes after the damage has been 
done). 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Now on this recommendation, Citicorp initially moved up a few dollars but then 
abruptly stopped in its tracks and began a long slide down, dropping another 50% 
from the April, 2008 highs to the July, 2008 lows.  At that point, it was obvious to 
one and all that buying in April was not a good thing to do.  And right about at 
that time, in the midst of the July lows, what did the Financial Media Star do?  He 
through in the towel on the financial stocks including Citicorp and said, “Sell, Sell, 
Sell!” 
 
But it was too late ‐ the damage 
had been done.  Furthermore, 
as of this writing, the July lows 
have held and Citicorp is now 
up over 30% since the “Sell, 
Sell, Sell!” cry. So the cry by the 
media to “Buy, Buy, Buy” 
Citicorp was too early, and the 
cry to “Sell, Sell, Sell” came only 
after a drop of 50% from the 
April 2008 highs; of course, 
much too late. 
 
And how do you think the 
Dependent Trader who 
followed that advice now feels 
about trading?  Not too good.  
And what impact will that 
experience have on future 
trading and the ability to 
maintain an objective view of 
the markets to take advantage 
of the great opportunities that 
are always present in the 
markets?  Certainly not a positive impact. 
 
Now, the story is not complete.  That same Financial Media Star who threw in the 
towel on the financials at the July, 2008 lows also recommended shifting money 
into the silver mining companies, as those stocks had fallen over 25% since the 
March, 2008 highs and were on the way back up in July (See Figure 2, GDX , 
Market Vectors Gold and Silver Miners Exchange Traded Fund). 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Well again, the cry was to “Buy, Buy, Buy” with no guidance on how much to buy, 
how to protect the position against loss, how and when to exit at a profit.  But 
simply to buy! 
 
If you refer to Figure 2, the chart of GDX, you will readily see that the market not 
only did not go up from the July, 2008 buy recommendation; instead, it collapsed 
and is still headed lower as of this writing ‐ falling over 40% from the July, 2008 
highs. 
 


 
Figure 2 ‐ GDX 


Will the silver and gold mining stocks be a buy at some point?  Yes.  But I believe 
a good trading method is needed to make that determination.  And a good 
trading method may well have set up for a long position in the silver mining 
stocks back in July, 2008 as well, but such a method would also prescribe how 
much to risk, and how to protect the position to limit loss. It also would have 
exited the trade with a probable loss, but a small loss, and consequently have 
avoided the precipitous drop that ensued and is still going on. 
 
Right about, now, the Financial Media Star is almost speechless.  But I believe 
that is only temporary.  The media will press on with new and never ending 
recommendations that the Dependent Trader, who has not learned from this 
painful experience, will be prone to follow, thereby repeating this unhappy 
scenario over and over again. 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Now, I am not faulting the Financial Media Star for being wrong on these 
recommendations ‐ no one can get it right all of the time.  But I am faulting the 
Dependent Trader for following these recommendations with little forethought 
of the risk‐reward implications of following these recommendations and how the 
trades once entered into will be managed. 
 


Enter the Independent Trader, 
who is not influenced at all by 
what the Financial Media Star is 
saying, for one thing, because 
the Independent Trader doesn’t 
even listen to or know or even 
want to know what the Financial 
Media Star is saying.  Instead 
the Independent Trader is 
guided by good trading methods 
that he has mastered, that 
screen for good high‐probability, 
low‐risk trading opportunities, 
with precise setup conditions, 
entry rules, stop loss protection 
to limit risk, position size rules, 
and an exit strategy to exit 
trades profitably. 
 
The likelihood is that the good 
trading methods mastered by 
the Independent Trader would 


have identified the numerous high‐probability, low‐risk points to sell short 
Citicorp all of the way down for a tidy profit.  Or would have exited any long 
positions in the silver mining stocks prior to the collapse in prices from the July 
highs, protecting precious trading capital. 
 
Neither the Dependent Trader nor the Independent Trader can expect to be right 
all of the time on every trade, but unlike the Dependent Trader, the Independent 
Trader addresses risk first and foremost, does not listen to nor is influenced by 
the financial media talking heads, and only makes trading decisions based on his 
own analysis. 
 
I hope this all makes sense. It’s critical to your trading future. 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I want you to understand and feel the power, peace of mind, and excitement that 
come with placing a trade independently. Everything makes sense. Everything is 
done for a reason. You know what to do, no matter what the market does. Every 
single time. 
 
It’s awesome… 
 
 


Profit Plan #2: Trade Short‐Term Trends 
 
Is it still sensible as a stock market investor to employ a “100% always invested in 
stocks, buy and hold” strategy, counting on the market to rise on average 8% a 
year in the long run as it has since World War II (WWII)? 
 


I don’t believe so.  In fact, I 
believe that the post‐WWII era 
of fairly predictable financial 
markets is over with, at least for 
the next several years, if not for 
a long time to come. 
 
And because of that, if you want 
to have any hope of making a 
potentially significant return on 
your portfolio, you need to 
trade short‐term trends. 
 
Here are some of the reasons 
why.   
 
We now live in an ever‐
expanding global economy with 
the emergence of China and 
India and others as rapidly 
growing economies vie for 
limited resources.  These 
growing economies drive 
pressures and unexpected cross 
currents in the commodities 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markets as well as exchange rates causing equities markets as well as other 
markets to abruptly change direction.  Furthermore, with increasing global 
competition, while the consumer is the winner, the companies that the investor 
relies upon based on past track records often times not only do not benefit from 
these competitive forces, they cease to exist altogether. 
 
The United States Dollar is 
under assault by its own 
government as the US 
continues to run ever‐higher 
annual budget deficits that 
have compounded now to 
multi‐trillions of dollars on a 
cumulative basis.  There seems 
to be no political will to reign in 
this geometrically increasing 
spending, but only to raise 
taxes, which has the effect of 
actually weakening the 
economy and reducing tax 
revenues, aggravating the 
budget deficits even more.  
These policies continue to 
weaken the US Dollar and I 
believe put its role as the 
reserve currency of the world in 
peril. 
 
However, it is not only the 
value of the dollar that is being undermined. All of the major currencies of the 
world are undergoing a similar fate; it is just a matter of degree as to which 
currency is the weakest at any point in time.  Increasing inflation among the 
major currencies of the world is not good for orderly equities markets. 
 
The rapid pace of developing technologies has the effect of obsolescing current 
technologies and the companies that are based on these current technologies.  
The bottom line here is that product lifecycles are shorter than ever, and so are 
the life spans of individual companies.  While new companies spring up out of 
nowhere, other major corporations that have been successful for several decades 
are now struggling to stay afloat. 







Market Mastery Profit Plans 


Copyright © Profits Run, Inc.    Page 16 of 80 


 
We now live in a world of near instant communication where all investors on the 
planet essentially have the same information available to them simultaneously.  
This has the effect, I believe, of making the markets more efficient than ever, and 
thus more volatile than ever, as the markets react abruptly to the fast‐changing 
financial landscape on a global basis. 
 


All of these events suggest that 
we are in the midst of another 
major foundational change, in 
not only the US economy but 
also the economies of the 
developed nations around the 
world.  The last such change I 
am referring to occurred in the 
early part the of the 20th 
Century, as the Industrial 
Revolution took hold, 
transforming the economy from 
an agricultural based economy 
to an industrial based economy.  
The result was more and better 
crops than ever from the farms 
and a whole new array of 
products produced by the new 
industrial factories never before 
available to the consumer 
accompanied by a dramatic 
increase in the standard of 
living.  This was an era of great 
uncertainty and upheaval, but 


also great opportunity for those that had eyes to see. 
 
This time around, we are moving from an industrial based economy to one based 
on information, new technologies that have yet to play out, and who knows what 
else.  It is too early to put a name on the change this time around, but I think 
most can agree that we are in the midst of another major foundational change.   
 
These are just some of the reasons why I believe that the post‐WWII era of buy 
and hold investing is over and that forecasting the long term direction of equities 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markets is more difficult than ever.  I think it is fair to say that just because the 
equities market driven by major long time corporations has averaged gains of 8% 
per year since WWII, does not mean nor should it lead one to expect that same 
level of performance in the next several years.  While that could certainly 
happen, it just means that in the midst of this foundational change there is more 
uncertainty and that the old buy and hold investor should revisit that strategy. 
 
So what should today’s investor 
do as well as all you traders out 
there? 
 
I believe the key to taking 
advantage of the foundational 
change that we are undergoing 
in the economies of the world is 
to: 
 


1. Wait for a new trend to 
develop 


2. Get on board AFTER the 
new trend becomes 
apparent 


3. Stay on board as long as 
possible 


4. Get off at the right time 
5. Go on to the NEXT trend 


 
I am talking about swing trading 
trends that occur in the equities 
markets over and over again 
with a relatively short duration from start to finish.  I am talking about trends that 
last from weeks to months as opposed to years. 
 
Identify the trend, get on board, ride it, and get off before the trend changes. 
 
Now, of course, this is easier said than done, but before I discuss some simple but 
powerful techniques to identify trends, let’s look at some examples of what I am 
talking about. 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Figure 3 ‐ AAPL 


In Figure 3, I have applied a 20‐day simple moving average in blue to a daily bar 
chart of AAPL.  I have also highlighted the sustained short‐term trends in red that 
the 20‐day moving average uncovered.  In each case, the trend highlighted lasted 
from days to weeks, perfect for short term swing trading.  Now, the point I want 
to make here is that with nothing more than a simple moving average you can 
identify the prevailing short‐term trend of any stock.  This is not the only way to 
identify trends by any means and this does not constitute a trading system, but it 
does show how this simple tool can aid in identifying short‐term trends. 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Figure 4 ‐ CMA 


Here’s another example, Figure 4.  You can see that from late ’06 to mid ’07, the 
market was a sideways choppy affair as the 20 day moving average oscillated up 
and down in a tight range, but then when the down move began in ’07, the 20‐
day moving average was down most of the time throughout the entire sustained 
move down. 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Figure 5 ‐ AAPL 


Going back to the AAPL chart (Figure 5), another technique you can use is to look 
for higher highs and higher lows to identify an uptrend or lower highs and lower 
lows to identify a downtrend.  Again, this technique does not constitute a trading 
method or system but illustrates yet another simple technique to identify short‐
term trends.  Of course, once you identify the prevailing short‐term trend, you 
would consider entering a trade in the direction of that trend only if your trading 
method setup for an entry in the same direction as the trend. 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Figure 6 ‐ CMA 


Let’s look at the chart of CMA again (Figure 6). Here again you can see how the 
lower highs and lower lows were able to identify the sustained downtrend. 
 
You can apply these techniques and others to identify short‐term trends in any 
equity market, in all sectors of the economy, including commodity and currency 
based trades using Exchange Traded Funds that trade like stocks.  You just go 
where the trends are emerging, not by guessing but by letting the trend first 
show itself and only then consider a trade opportunity in the direction of the 
trend. 
 
The point here is that identifying the short‐term trend in any sector of the stock 
market can be accomplished with simple as well as more sophisticated 
techniques.  In fact, powerful trading methods include trend identification as a 
key aspect of the trading method.   
 
And so I believe it is indeed possible to identify these short term trends, and 
again with a good trading method get on board at high‐probability, low‐risk entry 
points, ride that trend and then get off before it ends. 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This is how the buy and hold investor as well as current traders can take 
advantage of these volatile times ‐ by swing trading these short term trends. 
 
 


Profit Plan #3: Use a Good Trading Method 
 
Since there have been markets to trade, traders around the world have been 
looking for the holy grail of trading – a system or method that tells them exactly 
what and when to buy and sell to take maximum profits.  If that is not enough, 
these traders want such a system or method to be automatic requiring no 
thought whatsoever on the part of the trader, so that all the trader has to do is 
follow the buy and sell signals that emanate from the system. 
 


Now, if you think about it 
logically, if such a system or 
method existed, all traders 
would soon discover this and all 
would trade its signals in lock 
step, and, of course the markets 
would then cease to function, 
because when all were buying, 
there would be no sellers; and 
when all wanted to sell, there 
would be no buyers.    
 
The truth is and always has been 
that the holy grail of trading 
simply does not exist ‐ never has 
and never will.  That’s the bad 
news.  The good news is that the 
holy grail of trading is not 
required to trade successfully in 
the markets. 
 
What is required are good 
trading methods that point you 
in the right direction to take 


advantage of higher‐probability, lower‐risk trading opportunities that set up in all 
markets over and over again.  Now, this does not mean that every trading 
opportunity will be profitable or that losses will not be taken.  But it does mean 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that with good trading methods you will have an edge when trading the markets 
that should put the odds in your favor. 
 
So by definition, there will be losing trades; in fact, losing trades are quite 
common when trading.  Just because a trading method puts the odds in your 
favor does not mean you will not experience losses.  And that fact leads to one of 
the keys to trading success.  That is, you must control losses.   
 
The whole idea around trading 
is to win more than you lose 
and to stay in the game, so to 
speak, so you have the 
opportunity to come out a 
winner.  If you risk too much on 
each trade, then you can easily 
deplete your account size down 
to a level from which there is 
no recovery.  A series of losses 
could wipe out your account 
altogether which, of course, 
would knock you out of the 
game with no chance of 
recovery from the profitable 
trade potential that followed.  
So you must control losses first 
and foremost. 
 
Controlling losses is referred to 
by different names such as risk 
management, money 
management, account risk 
management, stop loss orders, 
portfolio risk management, limit position size, etc.  But they are referring to the 
same thing ‐ keep your losses relatively small in relation to your account size so 
you have the opportunity to trade over a series of trades that has a positive 
expected outcome where any losses are more than covered by the profitable 
trades. 
 
Once you understand how to control losses, you still need good trading methods 
that will guide you in scanning the universe of stocks to find the very best trading 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opportunities at any given time.  A good trading method, using primarily 
technical analysis, will define fairly objective setup conditions, entry rules, stop 
loss rules, and exit strategies as well as the scanning criteria necessary to find 
those stocks that are likely to meet the method’s setup conditions.  
 
Here are some general 
attributes that a good trading 
should have. Does your current 
method exhibit all these 
properties? 
 


 A good method is one 
that is fairly easy to 
understand or else you 
will not follow the 
method even if it 
produces favorable 
results.   


 A good method will use 
no more than a handful 
of technical indicators 
from the hundreds 
available, but use them 
in an uncommon way to 
give the trader an edge 
over other traders.  


 A good method will 
provide you with an edge 
(that is put the odds in 
your favor) when trading 
the markets, but it is not a black box mechanical system that spits out buy 
and sell signals with no forethought. This is a common misconception on 
the part of beginners and is driven by the erroneous belief in the Holy 
Grail.   


 A good trading method requires some discretion on your part to know 
when to stand aside even when your method tells you to enter into a 
trade.  In fact a good method will highlight those instances when you 
should be well advised to stand aside and not take the trade, but it is still 
up to you to recognize when these instances occur and take the 
appropriate action. 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 A good trading method should complement other trading methods so that 
a suite of trading methods work synergistically together in order to mine 
the maximum profit opportunity that the markets have to offer.  Market 
price action sets up in different ways in advance of higher probability, 
lower risk trades and in order to capture these opportunities ideally a 
complementary set of trading methods should be available in your 
“toolbox” to be able to take advantage of these opportunities when they 
occur.  One method alone would only have the ability to capture some of 
these opportunities.  


 A good trading method, once it is mastered, should require very little time 
to apply to the markets.  After the markets close each day, a good trading 
method should be the basis for your trading routine each day.  The 
markets close, you update your charting software data feed, all indicators 
and price data are updated in seconds.  At the same time your charting 
software automatically scans the universe of stocks in seconds to find 
those few that meet your method’s setup conditions.  You then review the 
charts for those stocks selected confirming that the setup conditions are in 
place, determine your entry point and place your orders online in a matter 
of a few minutes.   


 A good method also allows you to easily manage your trades once you 
have entered the market requiring minor adjustments to your trailing stop 
orders each night.  


 Smart traders are nodding their heads right about now, and they also 
know that all of this can be accomplished in a matter of 20 minutes a 
night, once this routine is firmly established. 


 
Now let’s take a closer look at each 
one of the key attributes of a good 
trading method. 
 


Setup Conditions 
 
These are the specific technical 
conditions that must be in place in 
order for a trade to be considered.  
And these must be programmable into 
your charting software’s stock 
scanning routine.  This is necessary in 
order to automatically apply these 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conditions by your charting software each night after the markets close when you 
update your price data.   
 
Setup conditions can be based solely upon price action, patterns, volume or 
technical indicators or a combination of these.  And the setup conditions should 
also include filters to select only those stocks that not only meet the setup 
conditions but also have a high likelihood of being triggered into a position the 
following day in accordance with the entry rules. 
 


 
Figure 7 ‐ Setup Conditions 


Here is an example, using Telechart charting software, Figure 7.  Here you can see 
the results from applying the setup conditions of a good trading method to the 
nightly scanning feature of Telechart.  The scan is applied to 7,044 US stocks (of 
course you can apply this same approach to any major market around the world).  
Each line represents a unique setup condition that must be met in order for a 
stock to merit further consideration for selection.   
 
After applying the first condition, the list is narrowed down to 4,478 stocks that 
met the first condition.  After applying the second condition, the list is further 
narrowed down to 1,565 stocks and so on until the entire list of setup conditions 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is applied narrowing the original list of 7,044 stocks down to just 8 stocks that 
meet all of the setup conditions.   
 
A common misconception among beginners is that all 8 stocks must therefore be 
traded.  That is not the case at all. In fact, you only want to put one or at the 
most two new trades on per day.  Remember, these are not so‐called “stock 
picks”, but rather a group of stocks that meet the method’s setup conditions on 
that particular night.  So the proper course of action is to: 
 


 Review the price chart for 
each stock selected to 
confirm that the setup 
conditions have indeed 
been met 


 Select the one that looks 
to offer the best 
opportunity (based on 
what I call “stand aside 
criteria”) 


 Place an entry order 
based on the method’s 
entry rules good for the 
following day’s trading 


 
This may seem rather 
complicated at first brush, but 
it’s like anything else ‐ once you 
get the hang of it, it all happens 
very quickly with little effort. 
 
A quick note about my comment 
above about “stock picks”… It is 
not uncommon for someone 


who’s trying to become an Independent Trader to lose focus when they see this 
short list of stocks. Their old “Holy Grail chasing habits” may cause them to think 
all of these stocks should be blindly traded. That’s the Dependent Trader rearing 
its ugly head. BE CAREFUL if you notice this happening to you, and stick to your 
trading method! 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Entry Rules 
 
Once the setup conditions have been applied via the scanning process and a 
stock selected for trading, the method’s entry rules must be applied to ensure 
that the proper order type is used to enter the market.   
 
For example, some methods require price confirmation in the expected direction 
of the trade before entering the trade.  In this case you would use a stop entry 
order.   
 


 
Figure 8 ‐ CPWR 


Let’s look at CPWR, Figure 8, for example.  Let’s say your method’s entry rule was 
to only buy this setup if the market trades at or above $11 per share.  In this case 
then, you would enter an order to buy X shares at $11.00 Stop.  This means that 
the order will only be filled if the market trades at or above $11.00.  Otherwise, it 
will not be filled.   
 
When this happens, the order to buy is said to have not triggered into a position.  
Now, there is a very important point to be made here.  And that is, not all setups 
are triggered into positions.  In fact, it is possible that several setups in a row may 
not be triggered until one finally is.  But this is exactly what successful traders 
want, to only enter the market when conditions are just right.   







Market Mastery Profit Plans 


Copyright © Profits Run, Inc.    Page 29 of 80 


 
Many beginners become frustrated when setups are not triggered because they 
are so anxious to trade, no matter what.  Of course, seasoned traders have 
learned to be patient and wait for the market to come to them and not try to 
force the market into something it is not ready to do. 
 
Another type of setup might only want to enter the market if it first trades 
against the expected move.  In this case a Limit order could be used to enter the 
trade.   
 


 
Figure 9 ‐ CPWR 


Let’s look at Figure 9, CPWR.  Let’s say our method says only buy if the price first 
falls to at or below $10.25.  You would then enter an order to buy X shares at 
$10.25 Limit.  This means that the order will only be filled if the market trades at 
or below $10.25.  Otherwise, it will not be filled and the order will not have been 
triggered.  And as stated above, that is OK.  Wait for the market to come to you. 
 


Initial Stop 
 
When a new trade is initiated, it is very important to know beforehand how you 
will exit the trade should it go against your position.  Or another way to say that 
is, don’t ever initiate a new trade without first knowing how to exit the position 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at a loss, should that occur.  The initial stop is a key component to controlling and 
minimizing risk in your trading.  The difference between your entry price and 
your stop loss price represents your planned risk in the trade on a dollars per 
share basis.   
 
The exact placement of the stop depends on the nature of the setup conditions 
and entry rules of the trading method that you are using.  But in all cases, the 
initial stop should be set at where you don’t expect the market to go, and if it 
does, you want to be out of the trade because the market did not act as expected 
and the premise of the trade is over with.  You simply get out at that point with a 
relatively small loss and move on to the next opportunity 
 
Another key component, and what I believe is the most important component, is 
the percent of your account size that you will be risking on the trade.  A good 
general rule is to never risk more than 2% of your account size per trade.  That 
doesn’t mean you must risk 2% of your account size, just no more than 2% of 
your account size. 
 


 
Figure 10 ‐ CMA 


Let’s look at an example. Here is a chart of CMA, Figure 10.  Let’s say your 
method had you buying CMA at $27 with a stop loss of $25. Your per share risk in 
the trade would be $2.  Let’s also assume that your account size was $10,000.  
Multiplying $10,000 by 2% would give you a maximum allowable planned risk of 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$200.  Dividing $200 by $2 gives you a maximum of 100 shares that you could buy 
on this trade. 
 
So you can readily see how easy it is to determine the maximum number of 
shares that you should consider on any one trade in order to adhere to the 2% 
rule. 
 


Exit Strategy 
 
With the initial stop in place, it is now 
time to manage the trade as it unfolds.  
A good method will define the precise 
exit strategy to follow each and every 
day that the trade is still open no 
matter what the market does.  In 
other words, you should never have to 
wonder what to do once you are in a 
trade, whether or not to take profits, 
where to take profits, when to tighten 
the initial stop to further reduce the 
risk in the trade and so on. 
 
The principal dilemma faced by traders 
once in a trade is how to exit.  When 
the trade is showing open profits, how 
far do you let the market go before you begin to lock in some of those profits?  If 
you use a trailing stop strategy and your stop is moved up too rapidly because 
you are afraid to lose those open profits, you run the risk of being stopped out 
prematurely before the swing move is over with.  And if you move the trailing 
stop up too slowly, you run the risk of giving back too much of your open profit.  
So what should you do? 
 
Well, I believe one of the best exit strategies is to scale out of the trade in two 
steps.  Exit the first half position at a predetermined profit target.  This can be as 
simple as 10% profit or at some level of resistance of support, or at a pivot point, 
or any number of ways.  But when the profit target is hit, you do two things: 
 


1. You put money safely in your account  
2. You reduce the risk in the trade by at least one half 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Now the remaining half position can be the one where you “let your profits run,” 
protected by a trailing stop.  And there are numerous ways to set a trailing stop.  
But the idea is to give the market enough room to move around without getting 
stopped out, but at the same time moving the stop to lock in more and more 
profits as the trade moves in a favorable direction.  That way you have the 
opportunity to stay on board for a potential mega‐move swing trade for the 
second half position.   
 
By utilizing this two‐step scaling strategy, you have the best of both worlds.  You 
take profits at a predetermined profit target and you also have the chance to stay 
on board a mega‐move swing for even greater profits. 
 


 
Figure 11 ‐ CPWR 


Here is an example of applying this strategy to CPWR, Figure 11.  Let’s say you 
bought CPWR at $8.00 a share and set your profit target at 10% of your entry 
price.  You would then exit one half position at $8.80 using a Limit order to buy at  
$8.80 Limit.  That order will only be executed if the price trades at or above 
$8.80. In this case, you can see that that price level was achieved after a few days 
in the trade.   
 
Now, at the same time you can apply a trailing stop as the market moves up to 
lock in profits but still give the market room to move around without prematurely 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being stopped out.  Let’s say you used a 4‐day trailing stop (note the small dash 
lines shown on the chart).  Such a strategy would have allowed you to stay on 
board this swing move up all of the way to about $10, or a 25% profit on the 
second half position.   
 
Again, there is no way to know ahead of time what will happen, but you can see 
by applying this simple strategy in this example, you would have known what to 
do no matter what the market did, and in this case both legs of the trade would 
have paid off handsomely. 
 
 


Profit Plan #4: Know When NOT To Trade 
 


Trading first and foremost is about 
managing risk, and one of the key 
secrets to successful trading is 
knowing when and what not to trade.  
As successful traders know, you have 
the advantage over the markets if you 
pick your points and if you’re patient ‐ 
if you wait for your trading method to 
setup for those stocks that give you 
the best chance of success where the 
opportunity for profit is high and the 
risk of loss is lower.  
 
These are the key entry points that 
occur over and over again in the 
markets, but you only want to take 
those trades in markets that are 
trading deliberately, in a deliberate 
fashion, day in and day out where 


there is some level of predictability.  Now, if a market is not exhibiting that kind 
of behavior, then you just don’t want to trade that stock.  It’s far too risky! 
 
You might ask, “What do you mean by deliberate trading?”  Well, I am going to 
define that for you by showing you 5 different cases where a market is either not 
trading deliberately or is at high risk of not doing so.  Where it will become clear 
to you that if any one of those cases occurs, or more than one at the same time, 
you should stand aside and not trade that market.  There is simply no reason to 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do so when there are so many good opportunities out there.  Also, if you have a 
good trading method, that method will help you screen out the stocks that are 
inappropriate for trading, and zero in on those few that are the very best for 
swing trading. 
 


1. Significant Gaps 
 
In Figure 12, I have plotted a daily bar chart of stock symbol ADSK.  This is an 
example of the type of stock that I would not trade.  This stock’s price behavior 
exhibits the first stand aside case and that is when you see gaps in the price.  A 
gap is when in an up market the low of today is greater than the high of 
yesterday where no trading took place.  Or when in a down market the high of 
today is less than the low of yesterday.  The greater the gap (usually 8% of the 
closing price or more)   the more significant it is in signaling a stand aside 
condition.  You can see that the gap down in late February was greater than 8% 
of the closing price of the gap down day.  The gap in late April was smaller and 
not as significant.  But again, the gap up in mid August was greater than 8% of the 
closing price of the gap up day.   
 


 
Figure 12 ‐ ADSK 


Now the reason we want to stand aside of trading this type of price behavior is I 
don’t want to get caught in a long position in mid February, only to see the 
market gap down against my position with a far greater loss than planned.    Or 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get caught in a short position in early August, only to see the market gap up 
against my position with a far greater loss than planned.   
 
So, a stock that has exhibited this kind of gapping behavior in the past is a signal 
or a warning that it’s likely to occur again.  And so why take the chance?  The key 
is look back at least three months on the price chart or even six months, but at 
least three months and if you see that the price has been gapping then stand 
aside and go on to the next stock trading opportunity.   
 
In Figure 13, I have plotted a daily bar chart of stock symbol ABK.  This is another 
example of the kind of price gapping behavior that signals the need to stand 
aside.  In fact on this one another reason to stand aside can be seen.  When a 
market gaps down sharply like this one did in October and then again in January, 
that usually is followed by a prolonged sideways movement in the market for 
several weeks and even months as occurred here.  Another reason to stand aside 
as who wants to have their trading capital locked up in a trade that is going 
nowhere?   
 


 
Figure 13 ‐ ABK 


 
In Figure 14, I have plotted a daily bar chart of NBIX.  Here is another example of 
this sideways price behavior phenomenon.  Look at the huge gap down in 
December.  That was followed by 8 months of sideways price behavior.  A trade 
in that stock after the gap down would have just locked up precious trading 
capital in a trade that is going nowhere. 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Figure 14 ‐ NBIX 


 
Also trading such a stock would be very risky, because another significant gap 
could occur as well, inviting more risk than is necessary when swing trading the 
markets. From this one stand aside case alone, I think you can readily see how 
important it is to know which stocks not to trade. 
 
Let’s look at GDI in Figure 15.  Note the gaps in April and July.  After the April gap, 
it did trend up, but let’s say you thought the market was going to take another 
leg up in July and you go long, ignoring the fact that a gap had occurred in April.  
Then the market gaps down against your long position, not a good place to be.  
 







Market Mastery Profit Plans 


Copyright © Profits Run, Inc.    Page 37 of 80 


 
Figure 15 ‐ GDI 


What was the clue to this possibility? The fact that it had gapped before in the 
recent past.  Stay away when that happens.   In this case as well, after the gap 
down in July the market is just chopping sideways going nowhere. 
 
Let’s look at one more, TBL in Figure 16.  A gap up occurred in late April followed 
by sideways congestion for a couple of months.  It didn’t gap again, but did 
exhibit very choppy price behavior typical of a gapping market.  Also, you can see 
that this was a range bound market with price trading between 13 and 19 for 
almost a year and lurching all about the price chart from down to up and down 
again, not the kind of stock we want to be trading.  This market also had some 
very unusually wide range days throughout the chart that leads to our next stand 
aside case. 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Figure 16 ‐ TBL 


2. Unusual Wide Range Days 
 
Moving on now to the next stand aside case, unusually wide range days, let’s look 
at a chart of HPQ, Figure 17.  You can see that this stock has traded from 42 to 52 
for several months back and forth and then look at the wide range days on the 
left side of the chart.  In early November, there was a day with a high of 52 and a 
low of 48.50 for a daily range of 3.50 on a $50 stock.   Also you can see several 
wide range days in January, March and May. 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Figure 17 ‐ HPQ 


You can see how the behavior of this price action can surprise you at anytime like 
it did in May with an over $4 daily price range.  You simply do not want to trade 
these kinds of stocks.  They are too unpredictable with too much day today risk.  
You are not trading to gamble; rather you are trading to put the odds in your 
favor.  And when you see a stock like this with these unusually wide range days 
all over the chart, the prudent thing to do is to stand aside and go on to another 
stock trading opportunity with a stock that is trading deliberately without 
significant gaps or unusually wide range days. 
 
Here’s another one, GFF, Figure 18.  This is a lower priced stock, probably not real 
high volume exhibiting several unusually wide range days across the board.  You 
also have some gaps and you can see how the price action just “stutters” along 
like an electrocardiogram.  When you see a chart like this, you should run away 
from it.  Don’t trade this; it’s too unpredictable, lurching about with the 
risk/reward out of kilter. 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Figure 18 ‐ GFF 


Let’s look at ACIW, Figure 19.  On this chart we see gaps and wide range days, 
including a $6 range in one day in August.  Who wants to trade a stock with that 
kind of volatility?   
 


 
Figure 19 ‐ ACIW 


In July, what if you were in a long trade expecting the market to go higher only to 
see a $6 move against your position on a relatively low priced stock?  What was 
the clue that that could happen?  Look back earlier on the chart and observe the 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numerous wide range days and gaps preceding that $6 drop.  Plenty of clues 
shouting to you to “stand aside, do not trade this stock.” 
 
Let’s look at SNTS, Figure 20.  This one is a little bit different.  This is a low priced 
stock and almost every day is a wide range day when compared to the price of 
the stock.  It’s only a $2 stock and every day’s range is practically 20 to 30 cents.  
For example, in March there was a 50 cent wide range day which is a 25% move 
in one day on a $2 stock.  Far too much risk and the kind of stock to stay away 
from.  
 


 
Figure 20 ‐ SNTS 


I would encourage you to study the charts of your choosing to practice spotting 
these gaps and wide range days so that you can see for yourself how price 
behaves with these types of stocks.  And once you get the hang of it, you’ll be 
able to look at any chart and tell in an instant whether or not it is one worthy of 
trading. 
 
Let’s look at one more, RAIL, Figure 21.  See if you can spot the wide range days 
on this chart. 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Figure 21 ‐ RAIL 


 


3. Congestion Pattern 
 
The next stock example, BLT, Figure 22, demonstrates the third stand aside case, 
where stocks are trapped in a congestion or sideways pattern.  Here’s what I am 
talking about.  Look at the chart in January‐February, the price is just chattering 
back and forth between $11 and $12, then it widens out to $11 and $13 in 
March… then again in May and June between $13 and $14… then again in July 
after the big drop.  This is the kind of stock that likes to trade in a noisy sideways 
pattern over and over again, going nowhere, the kind of stock to stay away from. 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Figure 22 ‐ BLT 


Another example, MOVE, Figure 23, look at the sideways action in April‐June and 
then the choppy, lurching swings thereafter.  Too much risk.  Stay away.   
 


 
Figure 23 ‐ MOVE 


Another example, ZUMZ, Figure 24.  This stock gapped down in November and 
December and then as expected from stand aside case 1, proceeded to trade in a 
prolonged sideways choppy pattern, again, going no where.  No sense locking up 
precious trading capital in this kind of stock.  You can begin to see how these 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stand aside conditions are not mutually exclusive as it is common for more than 
one of them to appear on any one stock price chart. 
 


 
Figure 24 ‐ ZUMZ 


Let’s look at one more, SBP, Figure 25.   This stock is range bound between $10 
and $14 for over 7 months and within that period even a tighter range at times.  
Again, the price pattern looks like an electrocardiogram or a lie detector test 
print out, stand aside. 
 


 
Figure 25 ‐ SBP 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4. Earnings Announcements 
 
Moving on now to the fourth stand aside case.  This case is situational rather than 
related to price behavior.  This case is to stand aside from putting on a new trade 
the week of earnings announcement.  Even if it’s a nice deliberately trading stock 
and looks good in all other respects of meeting your trading methods setup 
conditions, you should stand aside the week of earnings announcement.  Why?   
Because you don’t know how the analysts are going to react to the report or how 
the market will react to the report and because of that you tend to have 
increased volatility that week that sometimes expresses itself in violent price 
reactions, which of course increases risk to a point where it is just not worth 
initiating a new trade in that environment. 
 
For example, FLR, Figure 26.  This stock skyrocketed from $82 to $95 on the 
earnings announcement in May, not a good time to initiate a new trade.  On the 
other hand, if you are already in a trade going into earnings announcement week 
and have an open profit, you may want to tighten up your trailing stop, but often 
times the earnings report will help your trade significantly as it would have in this 
example had you been long going into earnings announcement week.  But don’t 
initiate a new trade. Why? Because the market could have gapped down as well.  
Too much risk. 
 


 
Figure 26 ‐ FLR 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Let’s look at one more, NTY, Figure 27.  This was a surprise to the downside.  This 
one dropped $6 in April on the earnings announcement.  So had your method 
told you to get long that week prior to the announcement in what looked to be a 
strong bull run, you would have experienced a quick and significant loss that was 
well beyond the planned risk in such a trade.  Too risky.  Stand aside. 
 


 
Figure 27 ‐ NTY 


 


FOMC Week 
 
The fifth stand aside case is also situational rather than related to price behavior.  
This case is to stand aside from putting on a new trade the week of the Federal 
Reserve FOMC meeting.   These meetings occur about 8 times a year and are 
published well in advance.  Again, even if it’s a nice deliberately trading stock and 
looks good in all other respects of meeting your trading methods setup 
conditions, you should stand aside FOMC week.   
 
The reasoning here is similar to the case four stand aside situation in that you 
don’t know how the analysts or the market will react to the Fed’s interest rate 
policy decision nor the Fed’s commentary that accompanies that announcement.  
Consequently, after trading in a tentative manner Monday and Tuesday of FOMC 
week, the market often reacts violently for the balance of the week following the 
Feds announcement which usually occurs on Wednesday, lurching from one 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extreme to another in opposite directions while it tries to digest the Fed’s 
pronouncements. 
 
Let’s look at one example, CAT (Figure 28).  The Fed met on the 29th and 30th of 
January 2008.  And so in an up trending market, the market spikes higher on the 
30th (the announcement day) only to close lower on the day leading one to 
expect the stock to head lower the next few days.  But instead, while CAT does 
trade lower for a time, later in the day, it jumps higher for a $4 move closing near 
the highs of the day.  This is not the kind of environment to be initiating new 
trades, too much risk.  If you were already long with a nice open profit, fine, 
tighten up stops, but no new trades FOMC week.   
 


 
Figure 28 ‐ CAT 


 
And then looking ahead at the March FOMC meeting (Figure 29), you can see that 
the market closed $2 higher on the 18th only to close $3 lower on the 19th.  
Again, too much risk for a new trade. 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Figure 29 ‐ CAT 


Deliberately Trading Stocks 
 
Those are the five stand aside cases that will shield you from unnecessary risk 
when initiating new trades.  Now let’s look at some stocks that I call deliberately 
trading stocks that are suitable for swing trading candidates.   
 
The first one is AAPL, Figure 30.  And here I want to teach you how to transition 
from a stand aside case to a tradeable situation as a stock’s price pattern 
changes. 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Figure 30 ‐ AAPL 


On the AAPL chart you can see wide range days and gaps from November to 
January, and of course that tells you to stand aside as the market traded 
sideways thereafter.  But then in March the price action settles down, is trending 
higher out of congestion and is trading in a deliberate manner – no gaps ‐ nice 
and easy and in a trending fashion.   
 
And so if your trading method told you to go long in April, it would then be OK to 
go ahead and take that trade.  After peaking in May, the market then gets back 
into a consolidating range and then followed by a very wide range day in July, so 
clearly it is time once again to stand aside until AAPL begins settling down and 
again trades in a deliberate manner. 
 
Here’s another example of a deliberately trading stock, CEPH, Figure 31.  After 
some February‐March  wide range days and some congestion, the market begins 
to trade in a deliberate manner, free of gaps, wide range days, and congestion. 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Figure 31 ‐ CEPH 


Good trading methods could have picked up the big move up from May to 
August, but the more important point here is that this market was trading 
deliberately during that entire time signaling a green light to go ahead and follow 
your method’s entry signals.  And notice how the market gets quiet towards the 
end of June – early July.  By quiet, I mean narrower range days in a very 
deliberate fashion, providing an excellent place to enter a new trade with 
relatively low risk.  So think quiet ‐ a deliberately trading market is a quiet 
market.  While wild swings and gaps constitutes a noisy market full of risk.   
 
Now let’s turn to MER, Figure 32.  Here is another, with few exceptions, 
deliberately trading stock until July when there were wide swings followed by a 
sideways market where you would stand aside until the market quiets down and 
gets back into a trending mode.  Prior to July, there were numerous times to 
enter high probability lower risk trades when the market was quiet. 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Figure 32 ‐ MER 


Here’s another example, CMA, Figure 33.  Another deliberate market, a little 
choppy in early ’08, but not bad all the way into July when it got noisy. 
 


 
Figure 33 ‐ CMA 


Another example, PH, Figure 34.  In this case a lot of movement from $65 to $85 
and back down again, but you can see that it was a fairly orderly market.  After 
the wide range days in January you would stand aside until the market started 
trending again in March.  Numerous trade opportunities on the long and short 
side occurred until wide range days and gaps developed in July‐August signaling 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that it was time to stand aside.  I hope you are getting the ebb and flow of the 
markets from noisy to quiet and back to noisy and therefore when it’s OK to 
trade and when it is better not to trade. 
 


 
Figure 34 ‐ PH 


Look at TSO, Figure 35 ‐ almost a perfect deliberately trading market for months 
on end providing numerous great shorting opportunities. 
 


 
Figure 35 ‐ TSO 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So, in summary, you can think of the five stand aside cases covered in this section 
as your own personal trading Risk Shield.  This Risk Shield should minimize your 
exposure to higher risk markets and consequently should put the odds in your 
favor from what they would otherwise be.   
 
And with that Risk Shield, you’ll be able to identify those markets that are 
appropriate, that are trading deliberately, that set up high‐probability, lower‐risk 
entry points when the markets are quiet and greatly enhance the opportunity for 
trading success.  The Risk Shield will help you in your trading regardless of what 
trading methods you use. 
 
 


Profit Plan #5: Control Your Emotions 
 
Much has been written on this subject in one form or another.  This is the 
psychological, emotional, and discipline aspect of trading.  This is the aspect of 
trading that beginners love to ignore, to their peril. 
 
WARNING: Do not ignore this section, or think it is not as important as the other 
sections in this report. The mere fact that you’ve read this far should be a clear 
indication that you’re still searching for ways to improve your trading. Otherwise, 
why were you even interested in this report in the first place? 
 
For full mastery of disciplined trading, I would encourage you to get a good book 
or two on this subject, but in this report I will give you my thoughts on this 
important subject. 
 
The trader’s mindset is about controlling fear and greed.  Fear and greed are 
what drive the markets, and to be a successful trader you must control these two 
feelings and the resulting emotions that they drive. 
 
Greed can cause the beginning trader to jump in and begin trading before having 
had the appropriate trading education only to make mistake after mistake with 
unhappy results.  Fear, on the other hand, can cause a would‐be beginning trader 
to never take the first step towards getting educated about trading. 
 
If you understand that trading is a business that is attempting to minimize risk 
and maximize profit potential, then you know that there will be losing as well as 
winning trades and that you must get the appropriate trading education to be 
successful. 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It is paramount that when you’re winning, you do not become elated, and 
flushed with feelings of success. Why? Because the greed factor will likely kick in 
and then you’ll begin to make serious mistakes in your trading.  Like over‐trading, 
risking too much on each trade, throwing caution to the wind, forego using stops 
and so on.  When you’re winning, you tend to feel you can do no wrong. Plain 
and simple, that mindset is a setup for failure. 
 
It is equally paramount that when you’re losing, you do not become upset and 
start beating yourself up with a negative mindset.  Why?  Because the fear factor 
will likely kick in and then you’ll begin to make serious mistakes in your trading.  
Like trying to make up losses all at once on the next trade, by overtrading and 
taking on far too much risk on that one trade.  You may begin to ignore stop loss 
points and develop such a state of fear that you will not exit a trade that is going 
against your position to the point of letting that trade’s losses continue to grow 
beyond anything that was originally intended when the trade was initiated – to 
the point of potentially wiping out your entire account.  You can become frozen 
by fear. 
 
And so the successful trader is aware of this double‐edged sword and maintains a 
calm, collected, almost detached attitude regarding both winning and losing 
trades (see Figure 36). 
 


 
Figure 36 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Now, fear can also prevent a beginning trader or a trader who has made mistakes 
in the past with poor results from pulling the trigger on the next trade.  This is 
especially common after the trader learns and masters new good trading 
methods, but because of the fear factor is afraid to actually pull the trigger on a 
new trade. 
 
Greed drives the emotional need to believe in the Holy Grail of trading or the 
belief that it is possible to trade without ever losing, and then when losses do 
occur such a trader is shocked and dismayed and possibly gives up on trading 
altogether without ever understanding what happened to them. 
 
So while most traders can understand the pitfalls of fear and greed, the question 
remains how to control these emotions.  And while the answer to this question 
requires a great deal of understanding and introspection into the mind of the 
trader, I would like to offer a few practical tips. 
 


1. First and foremost, I believe that you should never trade with money that 
you cannot afford to lose.  Doing so simply puts too much pressure on you, 
making it very difficult to control both fear and greed. 
 


2. Second, when trading, it is never advisable to risk more than 2% of your 
account size, and even a smaller level of risk for larger accounts on any 
one trade.  Risking more has the potential to do great damage to your 
account, not to mention the emotional and psychological damage done.  
When trading by risking less than 2% of your account size you are much 
more likely to be able to keep fear and greed in check and remain 
disciplined in your trading. 
 


3. Third, master powerful but simple methods to guide your trading.  If you 
have not mastered a good method, then it is safe to say that you have no 
edge trading the markets and are doing nothing more than gambling.  Your 
trading methods must also be as simple as possible or else you won’t 
follow them.  The more complex your trading methods are, the less likely 
you are going to follow those methods and be able to stay disciplined in 
your trading.  Albert Einstein said, “The solution to any problem should be 
as simple as possible, but no simpler.”  And this certainly applies to trading 
methods as well. 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4. Fourth, paper trade new methods until you feel you have mastered them, 
and only then trade with a live account.  This allows you to make all of the 
mistakes that are normal in the learning process with a demo paper 
trading account that will not rob you of your trading capital. 


 
I believe that by following these practical tips, that your ability to develop and 
maintain the right mindset, keeping fear and greed in check, is greatly enhanced 
and a prerequisite to successful trading. 
 


Stock Trading FREEDOM in Just 20 Minutes a Day? 
As I said before, I’ve been teaching 
thousands of folks just like you how to 
trade the markets since 2001. Back 
then, there was a TON of trading 
information online (and offline, for 
that matter). And today, this 
information seems to have multiplied 
exponentially.  So where do you 
begin?  Well, trading is a very personal 
business and I’ve always maintained 
that you need to trade with a method 
that fits your emotions, trading style, 
and personal lifestyle. 


But what are we all really trying to 
achieve? Honestly. It’s not a digital 
trading account padded with a bunch 
of zeros is it? Sure, we all want to 
make a profit (a BIG profit, right?), but 
what we ultimately want is what that 
money can do for us.  


There’s something to be said about lifestyle, and you need to ask yourself a very 
personal question. What’s the right mix of trading and non‐trading activity for 
you? When it comes to balancing this, I think I’ve been through it all. In my early 
days, when I was killing myself to capture profits day trading, my life outside 
trading suffered and took some big bruises. I remember at least a few times 
where I would be in a very critical meeting at my day job, where my focus was 
needed 100% to truly be effective, but my mind would wander to that open trade 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I had just placed an hour earlier. So not only did my effectiveness at work suffer, 
but my trading did, too. 


And there was also a stretch of time when I’d get home from a long day of work, 
see my wife and kids at dinner and then disappear into my trading “lair” with a 
pot of black coffee, as my wife put the kids to bed and fell asleep without me. 


These are some of the events that drove me to discover trading methods that 
only required no more than 20 minutes a night to apply. And when I began 
sharing them with the world in 2001, I found out I was not alone. There were 
thousands of traders out there who felt just like me. 


However, that’s just my experience, and my story. You need to look at your story 
and decide what’s right for you. You may love staring at charts for hours on end 
all day long. If that’s you, I really hope it works out for you. All I know is that’s not 
for me. 


But however you decide to trade the stock market, you need to do one of two 
things to be successful based on my experience: 


1. Dedicate years of your life to test, experiment, tweak, try, invent, etc. a 
good trading method on your own. 
 


2. Invest in a good trading method developed by someone who’s already 
gone through everything described in item 1 above. 


 
Way back in the 1970’s, I didn’t understand this, so I chose option one. It took me 
years to finally come up with the core trading concepts that I know to be true and 
effective. The funny thing is, I ran into a handful of great trading methods that, 
had I had the right mindset and understood the concepts I talk about in this 
report, I probably would have avoided years of losses and frustration.  


All I know is that if I had a time machine, I’d go back in time to 1974 and slap my 
younger self in the face and say, “Don’t even think about it. Good methods 
already exist. Find them, and trade them.” I’d also give myself a copy of this 
report! 


So, some traders whine and complain about spending money to learn how to 
trade. Or they moan about having to subscribe to a monthly data feed service for 
good trading data. I just don’t get it! Trading is a serious business. In the broader 
picture, I believe spending money on trading education or on charting software is 
an absolute necessity for quickly reaching your trading goals. Sure, you can go to 
the library or read every free article you can find online. I look at it this way: 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You’re going to spend the money one way or another learning how to trade; 
either in losing trades over time, or upfront in good trading education. 


Let me be clear. This report is not a 
trading method. It’s merely a 
collection of ideas and plans you can 
use to put together your own trading 
regimen. Yes, I believe it contains 
some very good information that can 
be used with any trading method on 
the market, whether it’s your own or 
someone else’s. But this information 
is only one piece of the larger trading 
puzzle. 


Personally, if I can learn just one new 
insight or one new nugget of 
information when I’m evaluating a 
new trading method, then whatever 
time or money I invested in it was 
totally worth it to me. And as you 
become a more experienced trader, 
you’ll see some of the same concepts 


covered again and again in various trading methods and courses. But that’s OK!  


Remember what I said about simplicity. You don’t need an overly‐complex 
method to be successful. If you learn just one new technique, or if you see a 
familiar concept rephrased in a way that creates new clarity for you, then your 
time and investment in that method should have been well worth it. This is 
making gradual improvements to your trading success over time, and it’s 
something I believe all of us as traders should strive for. 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Why Are You Interested In Trading? 
As you’re digesting and assimilating all the information in this report, I want you 
to think about the underlying, core reasons why you’re actually interested in 
trading the markets.  For most traders, it’s because you want to improve or 
change something that’s not working for you. 


So, to help you out, please take a few minutes and complete this short activity 
that I learned from Stephen Pierce a few years ago.  I think you’ll find that it will 
help you clarify where you are, where you want to go, and what it’s going to take 
to get there.  If you haven’t already done so, I highly recommend you print this 
entire report out so you can actually write on it and fill in your answers to these 
questions.  I’ve found by doing it that way, this exercise will be much more 
effective for you. 


Now, here’s some good news and bad news. The bad news is that the odds are 
strongly against you completing this activity. Why? Because most people think 
they just need the ‘hard stuff’ when it comes to trading, and spend no time 
working on their ‘mental edge’… but most people don’t succeed in the markets, 
either. Go figure. 


And the good news? If you’re unlike most people and actually take a few 
moments to complete this activity, then you’ll automatically have an edge over 
all the traders who refuse to do it. Think about that for a minute… 


(By the way, if you’re an analytical person like I am, you might find this activity a 
little weird or uncomfortable – I know I did!  But trust me, it forces you to think 
about what you really want in life, and the first time I did this activity, it was very 
profound for me.  So if you’re feeling a little resistance, go ahead and smash 
through it and commit to taking the first step to creating the future you want 
RIGHT NOW.) 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1. What is your ultimate dream? This can be anything you want (for example, 
retiring early, traveling the world, sending your kids to college, starting 
your own charity, etc).  Describe as if you already have and are currently 
experiencing it right now (for example, “I retired at age 40 and am 
currently on a world travel tour with my wife. So far, we’ve visited Italy, 
Spain, and Portugal, and have 8 more cities to visit this year.”) 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 


2. What does your dream look like?  Describe it in as much detail as possible. 
(Continuing with the example above, “My wife and I are healthy and happy 
as we effortlessly travel first class from country to country.  A private 
limousine picks us up at each airport we land at whisks us off to the next 
5‐star hotel.”) 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 


3. What does your dream feel like? Again, use as much detail as you can. (For 
example, “It feels so good to be free and to be close to my family.  The 
stress and strain I used to wake up with when I struggled to make ends 
meet is now gone.  I feel totally relaxed and in control for the first time in 
my life.”) 
 
_____________________________________________________________ 
 
_____________________________________________________________ 
 
_____________________________________________________________ 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_____________________________________________________________ 
 


4. Write down 5 compelling reasons why you MUST transform this dream 
into reality. (For example, “My kids are getting older, and I MUST spend 
more free time with them before they grow up and move away.”) 
 
1) ___________________________________________________________ 
 
 
2) ___________________________________________________________ 
 
 
3) ___________________________________________________________ 
 
 
4) ___________________________________________________________ 
 
 
5) ___________________________________________________________ 
 


5. Finally, write down 5 things that MUST CHANGE in order for you to 
achieve your dream. (For example, “I MUST dedicate at least 20 minutes 
every day to studying successful trading mentors”, or “I MUST find a good 
trading method I can rely on so I can have confidence in placing trades”.) 
 
1) ___________________________________________________________ 
 
 
2) ___________________________________________________________ 
 
 
3) ___________________________________________________________ 
 
 
4) ___________________________________________________________ 
 
 
5) ___________________________________________________________ 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Now, save these pages and keep them somewhere where they can be reviewed 
every day. Even though I did this a few years ago, I still keep my answers next to 
my trading computer.  It inspires me to stay focused and on target, and I hope 
this helps you do the same. 


 


Summary 
 
Well, that’s it for this report, 
my Market Mastery Profit 
Plans. I really hope you have a 
better understanding of what I 
believe it takes to dramatically 
increase your profit potential in 
the markets. 
 
It’s important that you go back 
and re‐read this entire report at 
least once. You’ll likely pick up 
some critical concepts you 
missed the first time through.  
 
I’d like to thank everyone who 
took the time to send me their 
top questions and concerns. In 
doing so, you helped a lot of 
traders who will read this 
report. And I hope you got at 
least one useful nugget of 
information about stock 
trading. Remember, you are 
not alone in your quest to 
successfully trade the markets 
– as always, I am here to help you. 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“Market Mastery Protégé Program” Release Date: 
Tuesday, September 30th, 2008 


 


 
Finally! After a year and a half of testing with a very select group of individuals, 
I’m about to release 950 copies of my Market Mastery Protégé Program home 
study course to the world on Tuesday, September 30th, 2008. 
 
This groundbreaking course is all about achieving stock market FREEDOM in just 
20 minutes a day, and it will be released at 10am Eastern (New York time), on 
that Tuesday. 
 
I can’t wait for you to get your hands on this!  It’s a complete, step‐by‐step guide 
that shows you some of the most powerful and fastest ways to trade the stock 
markets.  But instead of showing you how to trade just one method, the Market 
Mastery Protégé Program reveals four complete methods that dramatically 
increase your ability to potentially pull more profit out of the markets. 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1 + 1 + 1 + 1 = Market SYNERGY 
 
Those of you who have been following my teachings know how much I LOVE 
TRADING!  Even though I have a solid set of methods and techniques I use for my 
own trading, I’m constantly tinkering around in my “trading lab”.  Besides 
spending time with my family, it’s what I like to do in my spare time.  Some 
people like to play golf.  I’d rather be trading. 
 
Early last year, I observed how most 
trading methods are great for one 
type of market move. This is fine, but 
what happens is that if you only trade 
that one method, you will begin to 
notice long periods of inactivity in your 
trading. 
 
Now, there’s nothing wrong with just 
trading one method. In fact, I’d rather 
that you trade LESS using a good 
method, than trade MORE. However, I 
also knew that a lot of potential profits 
were being left “on the table” by only 
trading with one method. 
 
So I went to work to identify the 
general types of market moves that 
occurred again and again, through my 
analysis of countless historical stock 
charts. I logged a ton of hours doing 
this, but after my analysis, I was extremely confident that I was on to something 
BIG. 
 
After quite a bit more work, here’s what I discovered: that most stock charts 
exhibit four different kinds of distinct market moves that are tailor‐made for 
short‐term swing trading. After that discovery, and even more analysis, I applied 
my time‐tested trading principles to designing and developing a custom‐made 
trading method for each of these four kinds of market moves. 
 
When I was finished, I was exhilarated. No, I hadn’t discovered any kind of Holy 
Grail (remember, that DOESN’T EXIST). But what I had created was a 4‐pronged 







Market Mastery Profit Plans 


Copyright © Profits Run, Inc.    Page 65 of 80 


approach to trading that I could apply to almost ANY stock chart, again and 
again. Further, by following my specific entry and exit rules, I knew EXACTLY what 
to do, no matter what the market did, EVERY SINGLE TIME. 
 
And to top it all off, I made sure I could apply all four methods in 20 minutes or 
less every night, after the markets closed. 
 
It really looked incredible to me… but I wanted to hand‐select a few of my best 
students to see how they liked it. 
 


My Private Group Mentoring Program 
 
So what I did was create an exclusive, invite‐only group mentoring program. I 
specifically designed it to be my “flagship” stock trading training. And I knew it 
wasn’t going to be for everyone. 
 
First, it was extremely expensive. I did this for a few reasons. One, to weed out 
the less serious traders; but the main reason was because this private group of 
traders got a lot of my personal time, every week, for over a year and a half. And 
my time is very valuable to me (and I know yours is, too). 
 
While it was somewhat exhausting for me, I really enjoyed doing this. I learned a 
lot about what my students liked and wanted to see more of, but more 
importantly, I got a ton of validation that these four methods were AWESOME… 
 
…and also that anyone could learn how to trade them! 
 
So after a year and a half, I finally decided to release the home study course from 
this program to the world. 
 
And the great news is that you’ll be able to get it at a fraction of the cost of the 
original program. This may be the only time this will happen, so if this sounds 
interesting, keep reading. 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My Competitors Are Jealous 
 


 
Figure 37 ‐ Bill Poulos in his office 


If you’ve seen any of my recent trading courses, then you got to experience the 
leading‐edge technology I invested in to teach my methods in the most effective 
way possible. 
 
I used the exact same technology to record all the materials for the Market 
Mastery Protégé Program, including a stint in my son and partner, Greg’s, 
$20,000 professional recording studio. He uses it from time to time to record 
music, but we’ve also been using it since 2001 to record the highest‐quality 
training we possibly can. 
 
I probably didn’t need to do this, but it’s really important to me that you enjoy 
the process of learning, and that’s one of the reasons I took the extra steps and 
spent the extra time and money to create what I think is the highest quality 
stock trading home study course I’ve ever seen. Period. 
 
Many traders are going to be totally blown away when they learn the contents of 
this course.  And not only that, the stock trading education community is about 
to get turned on its ear.  This course is going to raise the bar so high that I 
personally think other sub‐standard courses will need to be completely 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overhauled and re‐done if they hope to compete with the quality, content, and 
effectiveness of the Market Mastery Protégé Program. 
 
(In fact, at least one of my competitors was so impressed that he privately told 
me that he is planning on re‐doing all of his courses using the same technology 
we used to develop the Market Mastery Protégé Program.) 
 
 


How the Market Mastery Protégé Program is 
Different From Other Trading Courses 


 
I kind of already touched on this earlier, but I wanted to revisit it here.  A 
common question I have been receiving is, “How is this course different from all 
the other stock trading courses out there?”  The other one is, “If I already have a 
good stock trading course, do I need this one?”  These are fair questions. 
 


Here are the answers:  This 
course is different from all the 
other stock trading courses that 
I’ve seen because it drastically 
compresses the amount of time 
you need to spend actually 
trading (20 minutes a night) by 
giving you not one, but four 
complete, step‐by‐step methods 
that let you jump on the swings I 
teach you to spot again and 
again in order to maximize your 
profit potential. 
 
And do you need it if you 
already have a stock trading 
course?  It really depends on 
you.  If you’re already 
successfully day trading, or 
enjoy spending a lot of time 
staring at charts, and aren’t 


interested in only spending 20 minutes a night trading, then this course may not 
be for you.  However, if you’re like me (and most of my readers) and want to 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learn how to spend as little time as possible trading (while potentially pulling in 
more profit than even the most diehard day traders), then the Market Mastery 
Protégé Program is definitely for you. 
 
One more question I’ve been getting is, “Is this course similar to your other 
trading courses?”  And the answer to that one is this… the Market Mastery 
Protégé Program is similar in its goal of teaching you step‐by‐step trading 
methods you can own for life, however, it contains 4 totally unique and brand 
new methods I designed specifically for the nuances and “personalities” of the 
four market conditions I teach you to take advantage of in the course. 
 
I made sure this course could be understood by both novices and experts alike, so 
if you consider yourself the latter, you can probably skip over all the introductory 
material and begin trading even more quickly.  And I’m certain that you’ll still find 
massive value in the Market Mastery Protégé Program. 
 
Anyone who knows me knows that I am all about seeking the truth and 
discovering trading tactics that WORK.   I just don’t care about the opinions or 
ideas of other so‐called “gurus”.  I only care about results.  And this is the exact 
reason I created my Market Mastery Protégé Program course.  So I can teach 
honest, hard‐working traders (just like you) more of the strategies, tactics, and 
trading philosophies I have worked so hard to discover over the past 30+ years 
that can potentially improve their trading results and bottom line. Period. 
 


Who is The Market Mastery Protégé Program For? 
 
The Market Mastery Protégé Program is perfect for you if you have any interest 
in spending as little time possible trading, while maximizing your profit potential 
in the markets as much as possible. 
 
Furthermore, this program automatically encompasses all 5 “profit plans” that 
I’ve revealed in this report. The Market Mastery Protégé Program will teach you 
to: 
 


1. Become an Independent Trader 
2. Trade Short‐Term Trends 
3. Use a Good Trading Method (four of them) 
4. Know When NOT To Trade 
5. Control Your Emotions 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So, depending on where you’re at in your quest for trading success, this could be 
the fastest way for you to get there.  
 


Here’s What’s Inside the Big White Box 
 
The Market Mastery Protégé 
Program contains 13 CD‐ROMs 
of hands‐on, step‐by‐step 
“video screen capture” tutorials 
that will let you discover the 
exact strategies and tactics that 
will help you find those spots in 
the stock markets where major 
short‐term swings are about to 
be established.  And I teach you 
how to potentially profit no 
matter which way the markets 
move.  I also include 9 “trading 
blueprints” that summarize 
each of the four Market 
Mastery Protégé Program 
methods so you have a handy, 
“at‐a‐glance” summary you can 
keep right next to your trading 
computer so you always know 
exactly what to do – every time 
you place a trade. 
 
There’s also a 442‐page full‐color transcript and reference guide with all the 
charts used in the CD‐ROMs.  My students really love these reference guides 
because it’s very easy to flip to any page to get a quick refresher on the concepts 
you learn on the CD‐ROMs.   Also, in order make sure you get off on the right 
foot, I include a 12‐page Quick Start Guide that answers the most common 
questions about how to study and learn most effectively with the Market 
Mastery Protégé Program. 
 
I’m currently in discussions with some of my trading associates and I’m working 
on even more surprise bonuses and “add‐ons” that I’m going to include with the 
course. I don’t want to mention anything just yet, but I think you’ll be really 
surprised when you see what else I’m going to include.  I’m doing my best to “pull 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out all the stops” to make sure you get the absolute best stock trading learning 
experience on the planet! 
 


Why Am I Doing This? 
 
Some of my readers ask me, “Bill, why do you spend so much time helping us 
out?”  Good question, indeed.  I do spend an awful lot of time answering 
questions from not only my students, but subscribers to my free email reports, 
too.  Here’s the deal – as I said before, I really do love trading.  No kidding 
around.  I’m what you might call a “trading nerd”.  Those that know me should be 
surprised, however, because I was trained as an engineer and I have a master’s 
degree in finance. 
 


And in case you were wondering, it’s not 
just about the money.  Sure, I’m running 
a business, but honestly, I don’t need the 
money from my trading education 
business to survive.  I have a solid 
pension from 36 years as an automotive 
executive, IRAs and 401(k)s that pay me 
every year, and I also have another 
completely separate automotive 
consulting business that requires very 
little of my time, but has earned me 
more than most people make working a 
full time job. So if you pull my trading 
business completely out of the picture, 
my family and I are very comfortable.  
We are truly blessed. 
 
That’s why with my trading business I 
decided to pay my employees very well, 
and I decided to pack as much value as 


possible into all my products. I also believe in giving back and donating to my 
favorite charitable organizations.  So I think I’m really lucky and in a unique 
position because I don’t need to put myself through any unnecessary financial 
stress, which gives me the luxury of taking my time to really help out my 
students. 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I’ve lived an amazing life so far, and at my age it feels so good to be able to help 
so many people out from around the world.  I think this is my true calling in life, 
and I’m really glad I’m able to be able to mentor and coach so many traders so 
that they, too, have the real potential to achieve the freedom they’re looking for. 
 


Can You Do It, Too? 
 
A question I get asked a lot is, “I’m not 
sure if I have what it takes to be successful 
with your trading course. Can I achieve 
the same results as and be as successful 
as your other students are?”  This is a 
natural concern and a fair question… 
 
…and here’s the answer: You don’t need 
to have a master’s degree in finance like I 
do, nor do you need to have over 30 years 
of experience riding the emotional roller 
coasters of the markets.  All you really 
need is the desire and drive to want to 
improve your stock trading, and then the 
ability to “pull the trigger” and take action 
on what you’ve learned.   
 
Can you do it alone?  Maybe, it certainly is 
possible.  But the question then becomes, 
“How long will it take you, and how much 
money will the market suck out of your trading account before you figure it out?”  
I know.  I’ve been there.   
 
But I also know for a fact that even if you only learn and apply just one of the four 
methods I expose to you in the Market Mastery Protégé Program that you’ll be 
trading with 100% confidence from day one and you’ll also be using time‐tested 
trading principles that 90% of all stock traders don’t even know about. 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“Stock Trading Risk Shield” Video 
Online For You To Watch 


 
I just put a brand new, “insider” video online for you to watch. It’s called the 
“Stock Trading Risk Shield”, and quite honestly, I would NOT place another trade 
until you watch this video. I’m serious. 
 
It reveals 5 specific times when I believe you should NOT be trading at all. So 
what that basically does is create a sort of “risk shield” you can use all the time, 
which will dramatically reduce your risk in the markets… so while other traders 
are getting clobbered in the markets, you’re standing on the sidelines with your 
“risk shield”, waiting for the right time to get back in. 
 
Go to this web page right now to watch this brand new video: 
 


  www.marketmastery.com/6pack   
 
On that page, underneath the video, you’ll see a manila folder asking for your 
First Name and Primary Email Address that gives you free access to my “Priority 
Insiders” list.  It looks like this: 
 


 
 
 
Don’t worry, you don’t need to enter your name and email to watch my Stock 
Trading Risk Shield video… however, if you have any interest in securing a copy of 



http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack
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the Market Mastery Protégé Program, I highly urge you to go fill out the form on 
that page and join the “Priority Insiders” list NOW. 
 
Why? For 2 very specific reasons –  
 


1. I’m limiting the initial release of the Market Mastery Protégé Program to 
only 950 copies because I want to make sure that I’m able to support my 
charter group of Market Mastery Protégé Program students.  I used this 
approach successfully last year with another one of my trading courses 
and the students that were lucky enough to get a copy really appreciated 
the personal attention.  Plus, I just don’t believe it’s fair to sell 5,000 
copies of this course when I know in my heart that there’s no way I could 
support that many new students right now. 
 


2. I’m also limiting this release to only 7 days.  After 7 days, I will remove the 
order page, even if I have not sold all 950 copies.  Why?  Because I don’t 
want to worry about shipping out more copies of the Market Mastery 
Protégé Program every day.  I don’t want to spend time answering 
ordering questions.  I would rather put my energy into making sure all my 
students that took action and purchased their own copy of the course 
during the first week understand the materials and have all of their 
questions answered in a timely manner. 


 
So it’s either 950 copies or 7 days, whichever comes first.  If I have copies left 
over after the first 7 days, I will not sell these until I am certain that the new 
batch of students is successfully getting the support they need and things are 
running smoothly and flawlessly.  But if history is any indicator of what’s going to 
happen, these 950 copies will sell out, and rather quickly. 
 
Now, if you don’t get your copy during the first 7 days, I can’t guarantee when 
the Market Mastery Protégé Program will be available again.  It may be 4 weeks, 
it may be 4 months… it could be a year. 
 
All I know is that if you don’t claim your copy during the first 7 days, you WILL 
have to wait to get your copy, and maybe a long time.  This is not a marketing 
gimmick.  Here’s the web page my developer just put together for me – this is 
exactly what you’ll see on the order page after the first 7 days are up: 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So if you have ANY interest in picking up your own copy of the Market Mastery 
Protégé Program when it’s released, you really need to join the “Priority Insiders” 
list.  The traders on this list (based on first‐come, first‐served) will have their 
courses shipped first. 
 
I will even send the “Priority Insiders” a special order link that will be activated 
ONE FULL HOUR before the official release time.  That means they can get their 
hands on the course at 9am Eastern Time on Tuesday, September 30th.  One 
hour might not seem like a lot to you, but I’ve watched my own trading courses 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sell out in the past very quickly, so one hour may be that extra time you need to 
guarantee you receive your own copy of the Market Mastery Protégé Program. 
 
Now for some pricing information. 
 
Versions of the Market Mastery Protégé Program that include the group 
mentoring portion sell for over $10,000, depending on the amount of mentoring. 
 
Now, of course, you’re not going to pay that. Because I’m finally releasing the 
home study course portion of the program I’m able to drastically drop the price. 
 
I’m still finalizing the numbers, but I’ll announce the final price on Tuesday, 
September 30th. 
 
Regardless of the final price, I have already decided to offer a payment plan so 
you can split your investment into three payments over three months.  This 
makes it ultra easy to get started right away, and is always a popular request 
from my students, so I’m happy to do it for them and for you. 
 
Here’s what else I know… I’ve spent tens of thousands of dollars of my own 
money over the past three decades just on trading education: books, tapes, CDs, 
seminars, etc.  You name it, I’ve probably seen it.  And I’ve also sacrificed the 
better part of my younger days locked away in my study, my nose pressed against 
the charts, trying my best to watch my kids grow up, but quietly wishing I could 
have spent less time studying and more time with my family.  So, while I still love 
trading, it HAS taken a toll on me over the years, both on my wallet and on my 
personal life.  And it would not have been possible to put together the 
information contained in my Market Mastery Protégé Program course without 
that kind of personal sacrifice.  But thankfully, you don’t have to go through what 
I did when you become a student.  I essentially give you the culmination of my 
life’s work in the markets on a silver platter. 
 
You should also know that my actual paying students have told me in the past 
that I should NOT be selling my trading courses for the prices I sell them at – they 
think I should raise the price dramatically because they don’t want too many 
people to get their hands on this information. 
 
 







Market Mastery Profit Plans 


Copyright © Profits Run, Inc.    Page 76 of 80 


Success Stories From My Students! 
 
Here are just a few of the kind words my students have sent to me about their 
experiences with my trading programs. Success stories like these really drive me 
to keep helping as many individuals as possible. I hope you have a chance to send 
me your own success story in the future! 
 
"Love what I have learned thus far with Market Mastery. 
Today, I made a ton of money on TSO. Using Method 3, I 
picked TSO from my list. By the way, I almost always trade 
options. I bought a call for $11.10 at market open and it 
closed a little over $17. That’s more than $3,000 in profit 
today alone. The other stocks I picked all made money too."  


--Steve K., New York, NY* 


 


"As you know, this method does work, thanks to all your 
hard work... getting sense into my hard head. Never had a 
mentor before. The program is what got me to my present 
state of confidence, and understanding. Just as my flight 
instructor said so many years ago... I now have a license 
to learn. And thanks for the continuing opportunity to 
'keep in touch'."  


--Dave H., Anchorage, Alaska* 


 


"I just want to let you know how pleased I am with the MMPP 
program and to let you know how much I have learned. I am 
very much enjoying it and am having some nice successes... 
I have not had many questions for you on these programs, 
and I believe it's because you have done such an excellent 
job of putting the material together and presenting it in a 
way that makes it easy to learn.  Thank you Bill for giving 
me my money's worth and then some with these programs!"  


--Steve R., Enumclaw, WA* 


 


 


*No representation is being made that these results can or will be obtained in the future, or that losses 
were not incurred subsequent to the date on which the testimonial was provided. There is a substantial 
risk of loss associated with trading forex, futures, stocks, and options. Only risk capital should be used. 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Next Steps 
 
Lastly, I’m so convinced that you’ll benefit from my new course, I’m going to have 
a money‐back guarantee on the priority enrollment form when it’s released to 
you on Tuesday, September 30th, 2008. 
 
Well, that’s about it for this report, my Market Mastery Profit Plans. I really hope 
you’ve found some value in this report that will help you in your trading.  Don’t 
forget to watch the free video that reveals my Stock Trading Risk Shield.  And 
don’t forget to join the “Priority Insiders” list.  Here’s the web page again where 
you can see the video: 
 


www.marketmastery.com/6pack 
 
Good Trading, 


 
Bill Poulos 
 
P.S. You can track the progress of the Market Mastery Protégé Program release 
and make comments on the information in this report by visiting the Market 
Mastery Protégé Program news site at www.marketmastery.com/news. 



http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack

http://www.marketmastery.com/news
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The Market Mastery 6‐Pack 
 
Ready for more stock trading training materials? Go ahead and access the rest of 
the Market Mastery 6‐Pack materials below: 
 
Market Mastery Trading Basics 
(Release date: Wednesday, September 17th, 2008) 
 
I recorded this video series especially for beginner 
stock traders. You’ll learn the essential basics of 
technical stock trading, along with a walkthrough of 
some actual trading and charting software. I stick to 
what you need to know, so you can begin trading 
ASAP. 
 
This is the actual bonus module that you get on CD‐
ROM as part of the Market Mastery Protégé 
Program home study course. 
 
Access the Market Mastery Trading Basics videos here: 
 
www.marketmastery.com/6pack 
 
Doom & Gloom Trading Secrets 
(Release date: Thursday, September 18th, 2008) 
 
In this video, you’ll discover how individuals that are 
dependent on the so‐called media experts for 
trading advice generally run scared because of the 
“doom & gloom” scenarios painted nearly every day 
in the news… 
 
…and how select groups of traders know how to 
turn this “doom & gloom” into profit opportunity, 
again and again. 
 
Access the Doom & Gloom Trading Secrets videos here: 
 
www.marketmastery.com/6pack 



http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack

http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack
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Multiple Methods Multiple Profits 
(Release date: Friday, September 19th, 2008) 
 
In this video, I reveal the importance of having 
multiple methods as part of your trading toolkit. 
You’ll see the types of methods required if you want 
to truly take advantage of all the different kinds of 
moves the markets tend to make. 
 
Once you understand how multiple trading methods 
can work together synergistically, your potential for 
spotting profit opportunities can increase 
significantly. 
 
Access the Multiple Methods Multiple Profits videos here: 
 
www.marketmastery.com/6pack 
 
 
Simple Swing Trading Options Strategies 
(Release date: Saturday, September 20th, 2008) 
 
While options trading can add a great deal of 
leverage to your trading, you need two things for 
potential success: an underlying solid stock trading 
method, and a complementary options strategy. 
 
In this video, you’ll see how options trading doesn’t 
need to be complicated, as I reveal a simple options 
trading strategy you can use with swing trading 
methods. 
 
Access the Simple Swing Trading Options Strategies 
videos here: 
 
www.marketmastery.com/6pack 
 



http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack
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Optimal Profit Exit Strategy 
(Release date: Sunday, September 21st, 2008) 
 
Successful traders know that before you even place 
a trade, you must have a step‐by‐step plan for your 
exit strategy already figured out. That way, no 
matter what happens in the market, you know 
exactly what to do. Every single time. 
 
In this video, I reveal my Optimal Profit Exit 
Strategy, which is the cornerstone for many of my 
trading methods. It’s designed to help you take as 
much profit as possible out of your trades. 
 
Access the Optimal Profit Exit Strategy videos here: 
 
www.marketmastery.com/6pack 
 
BONUS: The Stock Trading Risk Shield 
(Available NOW!) 
 
The Stock Trading Risk Shield reveals 5 times when 
you probably should NOT be placing any trades. 
Remember, you want to maximize your odds of 
success, so knowing when NOT to trade will 
automatically give you a sort of “risk shield” to keep 
you out of trouble. 


Access the Stock Trading Risk Shield videos here: 
 
www.marketmastery.com/6pack 
 



http://www.profitsrun.com/cmd.php?af=656179&u=www.marketmastery.com/6pack
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What is an option? 


An option is a contract giving the buyer the right, but not the obligation, to buy or sell an 
underlying asset (a stock or index) at a specific price on or before a certain date.   


An option is a contract, which gives the buyer (holder) the right, but not the obligation, to buy 
or sell specified quantity of the underlying assets, at a specific (strike) price on or before a 
specified time (expiration date). 
The underlying may be commodities like wheat/ rice/ cotton/ gold/ oil or financial instruments 
like equity stocks/ stock index/ bonds etc. 


An option is a derivative. That is, its value is derived from something else. In the case of a 
stock option, its value is based on the underlying stock (equity). In the case of an index option, 
its value is based on the underlying index (equity). 
 
An option is a security, just like a stock or bond, and constitutes a binding contract with 
strictly defined terms and properties.


In their simplest form, stock options are a contract between two parties that expires at an 
agreed-upon time in the future. The contract purchaser is buying the right, but not the obligation, 
to buy (a "call" option) or sell (a "put" option) an asset (the "underlying") at a specific price, on 
or before the agreed-upon date. The contract seller is accepting the obligation to take the other 
side of the transaction.   


 
 
Options vs. Stocks 
Similarities: 
· Listed Options are securities, just like stocks. 
· Options trade like stocks, with buyers making bids and sellers making offers. 
· Options are actively traded in a listed market, just like stocks. They can be bought and sold 
just like any other security. 
 
Differences: 
· Options are derivatives, unlike stocks (i.e, options derive their value from something else, 
the underlying security). 
· Options have expiration dates, while stocks do not. 
· There is not a fixed number of options, as there are with stock shares available. 
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· Stockowners have a share of the company, with voting and dividend rights. Options convey 
no such rights. 


History


The earliest known options trade dates from 7th century BCE. Thales of Miletus speculated that 
the year's olive harvest would be especially bountiful, and put a deposit on every olive press in 
his region of Greece. The harvest was bountiful, demand for olive presses skyrocketed, and 
Thales sold his rights, or options, to the presses at substantial profit. The modern history of 
stock options trading begins with the 1973 establishment of the Chicago Board Options 
Exchange (CBOE) and the development of the Black-Scholes option pricing model. 
Stock options are defined by several key characteristics. The expiration date specifies when 
the option contract becomes null and void. The underlying is the asset upon which the stock 
option is based. The strike price, or exercise price, is the price at which the underlying asset will 
be bought or sold should the option holder decide to exercise their right to buy or sell. 
European-style stock options are only exercisable on the expiration date; American-style 
stock options are exercisable at any time before the expiration date. 
An ATM, or at-the-money option, is one where the strike price is roughly the same as the 
current underlying price. An OTM, or out-of-the-money option, is one where the underlying price 
is far enough away from the strike price that there is no incentive for the holder to exercise 
the contract. Conversely, an ITM, or in-the-money option, is one where the holder can exercise 
the option profitably. 
The simplest stock options trading strategy is to buy an OTM call (or put) option if the expectation 
is for a dramatic increase (or decrease) in the price of the underlying. Spreads involve buying 
one option and selling another; they are often used to lower the initial cost of the position at 
the expense of lower maximum potential profit. Examples of spreads are verticals, backspreads, 
bull and bear spreads, ratio spreads, butterflies, and condors. 
Stock options allow speculators to make bets on market movement without having to pick an up 
or down direction. For example, buying both an ATM put and an ATM call would give the 
holder exposure to a dramatic move in either direction. Because of this, stock options traders 
are often said to be trading volatility rather than price.   
________________________________________________________________ 
 


Types of options
 
There are two types of options - call and put. A call gives the buyer the right, but not the 
obligation, to buy the underlying instrument. A put gives the buyer the right, but not the 
obligation, to sell the underlying instrument. 
Selling a call means that you have sold the right, but not the obligation, for someone to 
buy something from you. Selling a put means that you have sold the right, but not the 
obligation, for someone to sell something to you. 
Call Options and Put Options 
Some people remain puzzled by options. The truth is that most people have been using options 
for some time, because option-ality is built into everything from mortgages to auto insurance. In 
the listed options world, however, their existence is much more clear. 
 
To begin, there are only two kinds of options: Call Options and Put Options. 
Call Options  
A Call option is an option to buy a stock at a specific price on or before a certain date. In this 
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way, Call options are like security deposits. 
Option buyer or option holder Buys the right to buy the underlying asset at the specified price 
Has the obligation to sell the underlying asset (to the option holder) at the specified price.  
If, for example, you wanted to rent a certain property, and left a security deposit for it, the 
money would be used to insure that you could, in fact, rent that property at the price agreed 
upon when you returned. 
If you never returned, you would give up your security deposit, but you would have no 
other liability. Call options usually increase in value as the value of the underlying 
instrument increases.


A call option gives the holder (buyer/ one who is long call), the right to buy specified quantity of 
the underlying asset at the strike price on or before expiration date in case of American option. 
The seller (one who is short call) however, has the obligation to sell the underlying asset if the 
buyer of the call option decides to exercise his option to buy. 


  Example: An investor buys One European call option on Stock "A" at the strike price of Rs. 3500 
at a premium of Rs. 100. If the market price of Stock "A" on the day of expiry is more than 
Rs. 3500, the option will be exercised. The investor will earn profits once the share price crosses 
Rs. 3600 (Strike Price + Premium i.e. 3500+100). Suppose stock price is Rs. 3800, the option 
will be exercised and the investor will buy 1 share of Stock "A" from the seller of the option at 
Rs 3500 and sell it in the market at Rs 3800 making a profit of Rs. 200 {(Spot price - Strike price) 
- Premium}. 


  In another scenario, if at the time of expiry stock price falls below Rs. 3500 say suppose it 
touches Rs. 3000, the buyer of the call option will choose not to exercise his option. In this case 
the investor loses the premium (Rs 100), paid which shall be the profit earned by the seller of 
the call option.   


When you buy a Call option, the price you pay for it, called the option premium, secures your 
right to buy that certain stock at a specified price, called the strike price. 
 
If you decide not to use the option to buy the stock, and you are not obligated to, your only cost 
is the option premium. 
Put Options  
Put options are options to sell a stock at a specific price on or before a certain date. In this way, 
Put options are like insurance policies. 
 
If you buy a new car, and then buy auto insurance on the car, you pay a premium and are, 
hence, protected if the asset is damaged in an accident. If this happens, you can use your policy 
to regain the insured value of the car. In this way, the put option gains in value as the value of 
the underlying instrument decreases. 
 
If all goes well and the insurance is not needed, the insurance company keeps your premium 
in return for taking on the risk. 
 
With a Put option, you can "insure" a stock by fixing a selling price. 
 
If something happens which causes the stock price to fall, and thus, "damages" your asset, you 
can exercise your option and sell it at its "insured" price level. 
 
If the price of your stock goes up, and there is no "damage," then you do not need to use 
the insurance, and, once again, your only cost is the premium. 
 
This is the primary function of listed options, to allow investors ways to manage risk.   
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A Put option gives the holder (buyer/ one who is long Put), the right to sell specified quantity of 
the underlying asset at the strike price on or before a expiry date. 
 
The seller of the put option (one who is short Put) however, has the obligation to buy the 
underlying asset at the strike price if the buyer decides to exercise his option to sell. 
 
Example: An investor buys one European Put option on Reliance at the strike price of Rs. 300/-, at 
a premium of Rs. 25/-. If the market price of Reliance, on the day of expiry is less than Rs. 300, 
the option can be exercised as it is 'in the money'. 
 
The investor's Break even point is Rs. 275/ (Strike Price - premium paid) i.e., investor will 
earn profits if the market falls below 275. 
 
Suppose stock price is Rs. 260, the buyer of the Put option immediately buys Reliance share in 
the market @ Rs. 260/- & exercises his option selling the Reliance share at Rs 300 to the 
option writer thus making a net profit of Rs. 15 {(Strike price - Spot Price) - Premium paid}. 
 
In another scenario, if at the time of expiry, market price of Reliance is Rs 320/ - , the buyer of 
the Put option will choose not to exercise his option to sell as he can sell in the market at a 
higher rate. In this case the investor loses the premium paid (i.e Rs 25/-), which shall be the 
profit earned by the seller of the Put option.
Option's Price and its influencing factors 


An option's price can be influenced by a number of factors, each of which can either help you or 
hurt you depending on the type of option position you have established. To become a 
successful option trader, it is essential to understand what factors influence the price of an 
option, which requires learning about the so-called "Greeks" - a set of risk measures that 
indicate how exposed an option is to these influences: time-value decay, implied volatility 
and changes in the underlying price of the commodity. In this article, I discuss four risk measures 
- delta, theta, vega and gamma - and explain their importance. But first, I will review some 
related option characteristics that will help you better understand the Greeks. 
 
Influences On An Option's Price 
Figure 1 below lists the major influences on both a call and put option's price. The plus or minus 
sign indicates an option's price direction resulting from a change in one of the price variables 
in figure 1. For example, taking call options and looking at the impact of a change in 
implied volatility shows that when there is a rise in implied volatility, there is an increase in the 
price of an option, all other things remaining the same. 
 
  


Options 
Increase 
in 
Volatility 


Decrease 
in 
Volatility 


Increase 
in Time 
to 
Expiration 


Decrease 
in Time 
to 
Expiration 


Increase 
in the 
Underlying 


Decrease 
in the 
Underlying 


Calls + - + - + - 


Puts + - + - - + 


Figure 1 - Major influences on an option's price 
 
Bear in mind that results will differ depending on whether you long or short an option. Naturally, 
if you long a call option, a rise in implied volatility will be favorable since rising implied 
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volatility typically gets priced into the option premium. But if you establish a short call 
option position, a rise in implied volatility will have an inverse (or negative sign) effect. The writer 
of a naked option, be it a put or a call, would therefore not benefit from a rise in volatility 
since writers desire the price of the option to decline. 
 
Figures 2 and 3 below present the same variables, but in terms of long and short call options 
(figure 2) and long and short put options (figure 3). Note that a decrease in implied volatility, 
a reduced time to expiration and a fall in the price of the underlying will benefit the short call 
holder. At the same time, an increase in volatility, a greater time remaining on the option and a 
rise in the underlying will benefit the long call holder. 
 
  


Call 
Options 


Increase 
in 
Volatility 


Decrease 
in 
Volatility 


Increase 
in Time 
to 
Expiration 


Decrease 
in Time 
to 
Expiration 


Increase 
in the 
Underlying 


Decrease 
in the 
Underlying 


Long + - + - + - 


Short - + - + - + 


Figure 2 - Major influences on a short and long call option's price 
  
Figure 3 shows that a short put holder benefits from a decrease in implied volatility, a reduced 
time remaining until expiration and a rise in the price of the underlying. Meanwhile, an increase 
in implied volatility, a greater time remaining until expiration and a decrease in the price of 
the underlying will benefit the long put holder. 
 
Because interest rates play a negligible role in a position during the life of most option trades, 
we will be excluding this price variable from the discussion. It is worth noting, however, that 
higher interest rates make call options more expensive and put options less expensive, all 
other things remaining the same. 
 
This summary of the influences on option price provides a nice backdrop for an examination of 
the risk measures used to gauge the degree to which an option's price is influenced by these 
price variables. Let's now take a look at how the Greeks permit us to project changes in an 
option's price. 
 
  


Put 
Options 


Increase 
in 
Volatility 


Decrease 
in 
Volatility 


Increase 
in Time 
to 
Expiration 


Decrease 
in Time 
to 
Expiration 


Increase 
in the 
Underlying 


Decrease 
in the 
Underlying 


Long + - + - - + 


Short - + - + + - 


Figure 3 - Major influences on a short and long put option's price 
Types Of Expiration 
There are two different types of options with respect to expiration. There is a European style 
option and an American style option. The European style option cannot be exercised until 
the expiration date. Once an investor has purchased the option, it must be held until expiration. 
An American style option can be exercised at any time after it is purchased. Today, most 
stock options which are traded are American style options. And many index options are 
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American style. However, there are many index options which are European style options. 
An investor should be aware of this when considering the purchase of an index option. 
 
Options Premiums 
An option Premium is the price of the option. It is the price you pay to purchase the option. 
For example, an XYZ May 30 Call (thus it is an option to buy Company XYZ stock) may have 
an option premium of Rs.2. 
 
This means that this option costs Rs. 200.00. Why? Because most listed options are for 100 
shares of stock, and all equity option prices are quoted on a per share basis, so they need to 
be multiplied times 100. More in-depth pricing concepts will be covered in detail in other section. 
 
 
 
Expiration Date 
The Expiration Date is the day on which the option is no longer valid and ceases to exist. 
The expiration date for all listed stock options in the U.S. is the third Friday of the month 
(except when it falls on a holiday, in which case it is on Thursday). 
 
For example, the XYZ May 30 Call option will expire on the third Friday of May. 
 
The strike price also helps to identify whether an option is in-the-money, at-the-money, or out-
of-the-money when compared to the price of the underlying security. You will learn about 
these terms later. 
 
Exercising Options 
People who buy options have a Right, and that is the right to Exercise. 
 
For a Call exercise, Call holders may buy stock at the strike price (from the Call seller). 
 
For a Put exercise, Put holders may sell stock at the strike price (to the Put seller). 
 
Neither Call holders nor Put holders are obligated to buy or sell; they simply have the rights to 
do so, and may choose to Exercise or not to Exercise based upon their own logic. 
 
Assignment of Options 
When an option holder chooses to exercise an option, a process begins to find a writer who is 
short the same kind of option (i.e., class, strike price and option type). Once found, that writer 
may be Assigned. 
 
This means that when buyers exercise, sellers may be chosen to make good on their obligations. 
 
For a Call assignment, Call writers are required to sell stock at the strike price to the Call holder. 
 
For a Put assignment, Put writers are required to buy stock at the strike price from the Put holder. 


______________________________________________________________ 
 


Strike price
The Strike (or Exercise) Price is the price at which the underlying security (in this case, XYZ) can 
be bought or sold as specified in the option contract. 
For example, with the XYZ May 30 Call, the strike price of 30 means the stock can be bought for 
Rs. 30 per share. Were this the XYZ May 30 Put, it would allow the holder the right to sell the 
stock at Rs. 30 per share. 


file:///F|/options.htm (6 of 30) [12/21/2009 8:21:44 PM]







OPTIONS


The predetermined price upon which the buyer and the seller of an option have agreed is the 
strike price, also called the exercise price or the striking price. Each option on a 
underlying instrument shall have multiple strike prices. 
In the money: 
Call option - underlying instrument price is higher than the strike price. 
Put option - underlying instrument price is lower than the strike price. 
Out of the money: 
Call option - underlying instrument price is lower than the strike price. 
Put option - underlying instrument price is higher than the strike price. 
At the money: 
The underlying price is equivalent to the strike price. 
Expiration day 
Options have finite lives. The expiration day of the option is the last day that the option owner 
can exercise the option. American options can be exercised any time before the expiration date 
at the owner's discretion. 
Thus, the expiration and exercise days can be different. European options can only be exercised 
on the expiration day. 
Underlying Instrument 
A class of options is all the puts and calls on a particular underlying instrument. The something 
that an option gives a person the right to buy or sell is the underlying instrument. In case of 
index options, the underlying shall be an index like the Sensitive index (Sensex) or S&P CNX 
NIFTY or individual stocks. 
Liquidating an option 
An option can be liquidated in three ways A closing buy or sell, abandonment and exercising. 
Buying and selling of options are the most common methods of liquidation. An option gives the 
right to buy or sell a underlying instrument at a set price. 
 
Call option owners can exercise their right to buy the underlying instrument. The put option 
holders can exercise their right to sell the underlying instrument. Only options holders can 
exercise the option. 
 
In general, exercising an option is considered the equivalent of buying or selling the 
underlying instrument for a consideration. Options that are in-the-money are almost certain to 
be exercised at expiration. 
 
The only exceptions are those options that are less in-the-money than the transactions costs 
to exercise them at expiration. 
 
Most option exercise occur within a few days of expiration because the time premium has dropped 
to a negligible or non-existent level. 
 
An option can be abandoned if the premium left is less than the transaction costs of liquidating 
the same. 
_________________________________________________________________
 


The Option Greeks 


Option Pricing 
Options prices are set by the negotiations between buyers and sellers. Prices of options 
are influenced mainly by the expectations of future prices of the buyers and sellers and 
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the relationship of the option's price with the price of the instrument. 
 
An option price or premium has two components : intrinsic value and time or extrinsic value. 
 
The intrinsic value of an option is a function of its price and the strike price. The intrinsic 
value equals the in-the-money amount of the option. 
The time value of an option is the amount that the premium exceeds the intrinsic value. Time 
value = Option premium - intrinsic value.
 
The price of an Option depends on certain factors like price and volatility of the underlying, time 
to expiry etc. The option Greeks are the tools that measure the sensitivity of the option price to 
the above-mentioned factors. They are often used by professional traders for trading & 
managing the risk of large positions in options & stocks. These Option Greeks are: 


 Delta : is the option Greek that measures the estimated change in option premium/price for 
a change in the price of the underlying. 


 Gamma : measures the estimated change in the Delta of an option for a change in the price of 
the underlying 


 Vega : measures the estimated change in the option price for a change in the volatility of 
the underlying. 


 Theta : measures the estimated change in the option price for a change in the time to 
option expiry. 


 Rho : measures the estimated change in the option price for a change in the risk free interest rates. 


 Volatility : A measure of stock price fluctuation. Mathematically, volatility is the annualized 
standard deviation of a stock's daily price changes. 


 Premium is the price of an option and is equal to its intrinsic value plus time value. 


 Theoretical value : The estimated value of an option derived from a mathematical model.  


Figure 4 below contains four major risk measures - our so-called Greeks - all of which a 
trader should take into account before taking any option position. I will explain each of 
these measures, and then I will touch on some aspects of their relationship to each other. Since 
the Greeks are actually represented by letters of the Greek language alphabet, let's take them 
in alphabetical order. 
 
Delta 
Delta is a measure of the change in an option's price (premium of an option) resulting from 
a change in the underlying security (i.e. stock) or commodity (i.e. futures contract). The value 
of delta ranges from –100.0 to 0 for puts and 0 to 100 for calls (here delta has been multiplied 
by 100 to shift the decimal). Puts have a negative delta because they have what is called 
a "negative relationship" to the underlying: put premiums fall when the underlying rises, and 
vice versa. 
 
Call options, on the other hand, have a positive relationship to the price of the underlying: if 
the underlying rises, so does the premium on the call, provided there are no changes in 
other variables like implied volatility and time remaining until expiration. And if the price of 
the underlying falls, the premium on a call option, provided all other things remain constant, 
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will decline. An at-the-money option has a delta value of approximately 50 (0.5 without the 
decimal shift), which means the premium will rise or fall by half a point with a one-point move up 
or down in the underlying. For example, if an at-the-money wheat call option has a delta of 0.5, 
and if wheat makes a 10-cent move higher (which is a large move), the premium on the option 
will increase by approximately 5 cents (0.5 x 10 = 5), or $250 (each cent in premium is worth $50). 
 
  


Vega Theta Delta Gamma 


Measures Impact 
of a Change in 
Volatility 


Measures Impact 
of a Change in 
Time Remaining 


Measures Impact of 
a Change in the 
Price of Underlying 


Measures the 
Rate of Change of 
Delta 


Figure 4 - The major "Greeks". 
 
As the option gets further in the money, delta approaches 100 on a call and –100 on a put, 
which means that at these extremes there is a one-for-one relationship between changes in 
the option price and changes in the price of the underlying. In effect, at delta values of –100 
and 100, the option behaves like the underlying in terms of price changes. This occurs with little 
or no time value, as most of the value of the option is intrinsic. I come back to the concept of 
time value below when we discuss theta. 
 
Three things to keep in mind with delta: (1) delta tends to increase as you get closer to 
expiration for near or at-the-money options; (2) delta is not a constant, a fact related to 
gamma, our next risk measurement, which is a measure of the rate of change of delta given a 
move by the underlying; and (3) delta is subject to change given changes in implied volatility. 
 
Gamma 
Gamma, also known as the 'first derivative of delta', measures the rate of change of delta. The 
table below shows how much delta changes following a one-point change in the price of 
the underlying. This is a simple concept to grasp. When call options are deep out of the money, 
they generally have a small delta. This is because changes in the underlying bring about only 
tiny changes in the price of the option. But as the call option gets closer to the money, 
resulting from a continued rise in the price of the underlying, the delta gets larger (see figure 5). 
 
  


Actual Risk Measures for Short December S&P 500 930 Call Option 


 
Figure 5 - Created using OptionVue 5 Options Analysis Software 


 
In figure 5, delta is rising as we read the figures from left to right, and it is shown with values 
for gamma at different levels of the underlying. The column showing P/L (profit/loss) of -
200 represents the at-the-money strike of 930, and each column represents a one-point change 
in the underlying. As you can see, at-the-money gamma is -0.79, which means that for every 
one-point move of the underlying, delta will increase by exactly 0.79 (for both delta and gamma 
the decimal has been shifted two digits by multiplying by 100). If you move right to the next 
column (which represents a one-point move higher to 931 from 930), you can see that delta is 
-53.13 (an increase of .79 from -51.34). As you can see, delta rises as this short call option 
gets into the money, and the negative sign means that the position is losing because it is a 
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short position (in other words, the position delta is negative). Therefore, with a negative delta of 
-51.34, the position will lose 0.51 (rounded) points in premium with the next one-point rise in 
the underlying. 
 
There are some additional points to keep in mind about gamma: (1) gamma is smallest for deep 
out-of-the-money and deep in-the money options; (2) gamma is highest when the option gets 


near the money; and (3) gamma is positive for long options and negative for short options (as 
seen above in figure 5 with our example of a short call). 
 
Theta 
Theta is not used much by traders, but it is an important conceptual dimension. Theta measures 
the rate of decline of time-premium resulting from the passage of time. In other words, an 
option premium that is not intrinsic value will decline at an increasing rate as expiration 
nears. Figure 6 shows theta values at different time intervals for an S&P 500 Dec at-the-money 
call option. The strike price is 930. As you can see, theta increases as expiration gets closer (T+25 
is expiration). At T+19, which is six days before expiration, theta has reached 93.3, which in 
this case tells us that the option is now losing $93.30 per day, up from $45.40 per day at T+0, 
when we hypothetically opened the position. 
 
  


T+0 T+6 T+13 
T
+19 


Theta 45.4 51.85 65.2 93.3 
 
  
Figure 6 - Theta values for short S&P Dec 930 call option 
 
Some additional points about theta to consider when trading: (1) theta can be very high for out-
of-the- money options if they contain a lot of implied volatility; (2) theta is typically highest for 
at-the-money options; and (3) theta will increase sharply in the last few weeks of trading and 
can severely undermine a long option holder's position, especially if implied volatility, which I 
discuss next, is on the decline at the same time. 
 
Vega 
  
Vega, our fourth and final risk measure, quantifies risk exposure to implied volatility changes. 
Vega tells us approximately how much an option price will increase or decrease given an increase 
or decrease in the level of implied volatility. Option sellers benefit from a fall in implied 
volatility, and it's just the reverse for option buyers. Referring to figure 5 above, you can see 
that the short call has a negative vega, which tells us that the position will gain if implied 
volatility falls (hence the inverse relationship indicated by the negative sign). The value of vega 
itself indicates by how much the position will gain in this case. Using at-the-money vega, which is 
–96.94, we know that for each percentage-point drop in implied volatility, a short call position 
will gain by $96.94. 
 
Conversely, if there should be a one-percent rise in implied volatility, the position would lose 
$96.94. Additional points to keep in mind regarding vega include the following: (1) vega 
can increase or decrease even without price changes of the underlying because implied volatility 
is the level of expected volatility; (2) vega can increase from quick moves of the 
underlying, especially if there is a big drop in the stock market, or if there is a sudden upwards 
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burst in a commodity like coffee after a reported frost in Brazil; and (3) vega falls as the option 
gets closer to expiration. 
 
Conclusion 
While this overview is only an intermediate level discussion of delta, gamma, theta and vega 
(an advanced level analysis would involve mathematical nuances which are not practical in terms 
of trading), it should nonetheless help clarify not only how the price of an option is influenced 
by changes in the underlying, the time to expiration and the implied volatility, but also how 
we measure the impact of these variables on an option's price. 
 
Finally, always remember that there is a risk of loss when trading futures and options. Trade 
only with risk capital. 
_________________________________________________________________ 


Options on Sensex And Individual Stocks 


                                                                        


 1.        Important Terminology in Options ? 


 2.        What is Assignment ? 


 3.        What is European & American Style of options ? 


 4.        How are options different from futures ? 


 5.        Explain "In the Money", "At the Money" & "Out of the money" Options ? 


 6.        What are Covered & Naked Calls ? 


 7.        What is the Intrinsic Value of an option ? 


 8.        Explain Time Value with reference to Options ? 


 9.        What are the factors that affect the value of an option (premium)? 


10.       What are different pricing models for options ? 


11.       Who decides on the premium paid on options & how is it calculated ? 


12.       What is an Option Calculator ? 


13.       Who are the likely players in the Options Market ? 


14.       Why should I invest in Options? What do options offer me ? 


15.       How can I use options ? 


16.       Once I have bought an option & paid the premium for it, how does it get settled ? 


17.       What are the risks for an Option buyer ? 


18.     What are the risks for an Option writer ? 
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19.     How can an option writer take care of his risk ? 


20.     Who can write options in Indian Derivatives market ? 


21.     What are Stock Index Options ? 


22.     What are the uses of Index Options ? 


23.     Who would use index options ? 


24.     What are Options on individual stocks ? 


25.     Which are the stocks on which options are available ? 


26.     What is the market lot size of different stock option contracts ? 


27.     How will introduction of options in specific stocks benefit an investor ? 


  1 Important Terminology in Options ? 


  Option Premium : Premium is the price paid by the buyer to the seller to acquire the right to buy 
or sell. 


  Strike Price or Exercise Price : The strike or exercise price of an option is the 
specified/ predetermined price of the underlying asset at which the same can be bought or sold 
if the option buyer exercises his right to buy/ sell on or before the expiration day. 


  Expiration date : The date on which the option expires is known as Expiration Date. On 
Expiration date, either the option is exercised or it expires worthless.   


Exercise Date : The date on which the option is actually exercised is called as Exercise Date. 


 In case of European Options the exercise date is same as the expiration date while in case 
of American Options, the options contract may be exercised any day between the purchase of 
the contract and its expiration date (see European/ American Option). In India, options on 
"Sensex" are European style, whereas options on individual are stocks American style. 


Open Interest : The total number of options contracts outstanding in the market at any given 
point of time. 


  Option Holder : is the one who buys an option, which can be a call, or a put option. He enjoys 
the right to buy or sell the underlying asset at a specified price on or before specified time. 


 His upside potential is unlimited while losses are limited to the Premium paid by him to the 
option writer. 


Option seller/ writer : is the one who is obligated to buy (in case of Put option) or to sell (in case 
of call option), the underlying asset in case the buyer of the option decides to exercise his 
option. His profits are limited to the premium received from the buyer while his downside 
is unlimited. 


 Option Series: An option series consists of all the options of a given class with the same 
expiration date and strike price. e.g. BSXCMAY15500 is an options series which includes all 
Sensex Call options that are traded with Strike Price of 15500 & Expiry in May. (BSX Stands for 
BSE Sensex (underlying index), C is for Call Option, May is expiry date & strike Price is 15500). 
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  2 What is Assignment ? 


  When holder of an option exercises his right to buy/ sell, a randomly selected (by computer) 
option seller is assigned the obligation to honor the underlying contract, and this process is 
termed as Assignment. 


3. What is European & American Style of options ? 


  An American style option is the one which can be exercised by the buyer at any time, till 
the expiration date, i.e. anytime between the day of purchase of the option and the day of its 
expiry. The European kind of option is the one which can be exercised by the buyer only on 
the expiration day and & not any time before that. 


4. How are options different from futures ? 


The significant differences in Futures and Options are as under: 


    * Futures are agreements/contracts to buy or sell specified quantity of the underlying assets at 
a price agreed upon by the buyer & seller, on or before a specified time. Both the buyer and 
seller are obligated to buy/sell the underlying asset. 


    * In case of options the buyer enjoys the right & not the obligation, to buy or sell the 
underlying asset. 


    * Futures Contracts have symmetric risk profile for both the buyer as well as the seller, 
whereas options have asymmetric risk profile. In case of Options, for a buyer (or holder of 
the option), the downside is limited to the premium (option price) he has paid while the profits 
may be unlimited. For a seller or writer of an option, however, the downside is unlimited 
while profits are limited to the premium he has received from the buyer. 


    * The Futures contracts prices are affected mainly by the prices of the underlying asset. 
The prices of options are however; affected by prices of the underlying asset, time remaining 
for expiry of the contract, interest rate & volatility of the underlying asset. 


5. Explain "In the Money", "At the Money" & "Out of the money" Options ? 


  An option is said to be "at-the-money", when the option's strike price is equal to the 
underlying asset price. This is true for both puts and calls. 


  A call option is said to be "in the money" when the strike price of the option is less than 
the underlying asset price. For example, a Stock A" call option with strike of 3900 is "in-the-
money", when the spot price of Stock "A" is at 4100 as the call option has a positive exercise 
value. The call option holder has the right to buy the Stock "A" at 3900, no matter by what 
amount the spot price exceeded the strike price. With the spot price at 4100, selling Stock "A" 
at this higher price, one can make a profit. 


 On the other hand, a call option is out-of-the-money when the strike price is greater than 
the underlying asset price. Using the earlier example of Sensex call option, if the Sensex falls 
to 3700, the call option no longer has positive exercise value. The call holder will not exercise 
the option to buy Sensex at 3900 when the current price is at 3700 and allow his "option" right 
to lapse. 


                              CALL OPTIONS                             PUT OPTIONS 


In-the-money:      Strike Price< Spot Price of underlying asset    -        Strike Price > Spot Price of underlying asset 


At-the-money:      Strike Price = Spot Price of underlying asset   -        Strike Price = Spot Price of underlying asset 
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Out-of the-money:Strike Price > Spot Price of underlying asset   -        Strike Price< Spot Price of underlying asset 


A put option is in-the-money when the strike price of the option is greater than the spot price of 
the underlying asset. For example, a Stock "A" put at strike of 4400 is in-the-money when the 
spot price of Stock "A" is at 4100. When this is the case, the put option has value because the 
put option holder can sell the Stock "A" at 4400, an amount greater than the current Stock "A" 
of 4100. Likewise, a put option is out-of-the-money when the strike price is less than the spot 
price of underlying asset. In the above example, the buyer of Stock "A"put option won't exercise 
the option when the spot is at 4800. The put no longer has positive exercise value and therefore 
in this scenario, the put option holder will allow his "option" right to lapse. 


6. What are Covered & Naked Calls ? 


A call option position that is covered by an opposite position in the underlying instrument 
(for example shares, commodities etc),is called a covered call. Writing covered calls involves 
writing call options when the shares that might have to be delivered (if option holder exercises 
his right to buy), are already owned. E.g.A writer writes a call on Reliance and at the same 
time holds shares of Reliance so that if the call is exercised by the buyer, he can deliver the stock. 


Covered calls are far less risky than naked calls (where there is no opposite position in 
the underlying), since the worst that can happen is that the investor is required to sell 
shares already owned at below their market value. When a physical delivery uncovered/ naked 
call is assigned on exercise, the writer will have to purchase the underlying asset to meet his 
call obligation and his loss will be the excess of the purchase price over the exercise price of the 
call reduced by the premium received for writing the call. 


7. What is the Intrinsic Value of an option ? 


 The intrinsic value of an option is defined as the amount, by which an option is in-the-money, or 
the immediate exercise value of the option when the underlying position is marked-to-market.. 


 For a call option: Intrinsic Value = Spot Price - Strike Price For a put option: Intrinsic Value = 
Strike Price - Spot Price The intrinsic value of an option must be a positive number or 0. It 
can'tbe negative. For a call option, the strike price must be less than the price of the 
underlying asset for the call to have an intrinsic value greater than 0. For a put option, the 
strike price must be greater than the underlying asset price for it to have intrinsic value. 


  8. Explain Time Value with reference to Options ? 


  Time value is the amount option buyers are willing to pay for the possibility that the option 
may become profitable prior to expiration due to favorable change in the price of the underlying. 
An option loses its time value as its expiration date nears. At expiration an option is worth only 
its intrinsic value. Time value cannot be negative. 


 9. What are the factors that affect the value of an option (premium)? 


  There are two types of factors that affect the value of the option premium: 


  (1) Quantifiable Factors: 


      * underlying stock price 


    * the strike price of the option 


    * the volatility of the underlying stock 


    * the time to expiration and 
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    * the risk free interest rate 


  (2) Non Quantifiable Factors: 


      * Market participants" varying estimates of the underlying asset's future volatility 


    * Individuals" varying estimates of future performance of the underlying asset, based 
on fundamental or technical analysis 


    * The effect of supply & demand- both in the options marketplace and in the market for 
the underlying asset 


    * The "depth" of the market for that option - the number of transactions and the 
contract's trading volume on any given day. 


10. What are different pricing models for options ? 


  The theoretical option pricing models are used by option traders for calculating the fair value of 
an option on the basis of the earlier mentioned influencing factors. The two most popular 
option pricing models are: Black Scholes Model which assumes that percentage change in the 
price of underlying follows a lognormal distribution. Binomial Model which assumes that 
percentage change in price of the underlying follows a binomial distribution. 


  11. Who decides on the premium paid on options & how is it calculated ? 


  Options Premium is not fixed by the Exchange. The fair value/ theoretical price of an option can 
be known with the help of pricing models & then depending on market conditions the price 
is determined by competitive bids & offers in the trading environment. An option's premium / 
price is the sum of Intrinsic value & time value (explained above). If the price of the 
underlying stock is held constant, the intrinsic value portion of an option premium will 
remain constant as well. Therefore, any change in the price of the option will be entirely due to 
a change in the option's time value. The time value component of the option premium can change 
in response to a change in the volatility of the underlying, the time to expiry, interest 
rate fluctuations, dividend payments & to the immediate effect of supply & demand for both 
the underlying & its option 


  12. What is an Option Calculator ? 


  An option calculator is a tool to calculate the price of an Option on the basis of various 
influencing factors like the price of the underlying and its volatility, time to expiry, risk free 
interest rate etc. It also helps the user to understand how a change in any one of the factors 
or more, will affect the option price. The option calculator is available at the Option 
Calculator Section. 


  13. Who are the likely players in the Options Market ? 


  Developmental institutions, Mutual Funds, Domestic & Foreign Institutional Investors, 
Brokers, Retail participants are the likely players in the Options Market. 


  14. Why should I invest in Options? What do options offer me ? 


  Besides offering flexibility to the buyer in the form of right to buy or sell, the major advantage 
of options is their versatility. They can be as conservative or as speculative as one's 
investment strategy dictates. Some of the benefits of Options are as under: 


      * High leverage as by investing small amount of capital (in the form of premium), one can 
take exposure in the underlying asset of much greater value. 
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    * Pre-known maximum Risk for an option buyer 


    * Large profit potential & limited risk for Option buyer3 


    * One can protect his equity portfolio from a decline in the market by way of buying a 
protective put wherein one buys puts against an existing stock position this option position 
can supply the insurance needed to overcome the uncertainty of the marketplace. Hence, by 
paying a relatively small premium (compared to the market value of the stock), an investor 
knows that no matter how far the stock drops, it can be sold at the strike price of the Put 
anytime until the Put expires. E.g. An investor holding 1 share of Stock "A" at a market price of 
Rs 3800 thinks that the stock is over-valued and therefore decides to buy a Put option" at a 
strike price of Rs. 3800/- by paying a premium of Rs 200/- If the market price of Stock "A" 
comes down to Rs 3000/, he can still sell it at Rs 3800/- by exercising his put option. Thus by 
paying a premium of Rs. 200, he insured his position in the underlying stock. 


  15. How can I use options ? 


  If you anticipate a certain directional movement in the price of a stock, the right to buy or sell 
that stock at a predetermined price, for a specific duration of time can offer an attractive 
investment opportunity. The decision as to what type of option to buy is dependent on whether 
your outlook for the respective security is positive (bullish) or negative (bearish). If your outlook 
is positive, buying a call option creates the opportunity to share in the upside potential of a 
stock without having to risk more than a fraction of its market value (premium paid). Conversely, 
if you anticipate downward movement, buying a put option will enable you to protect 
against downside risk without limiting profit potential. Purchasing options offer you the ability 
to position yourself according to your market expectations in a manner such that you can both 
profit and protect hedge) with limited risk. 


  16. Once I have bought an option & paid the premium for it, how does it get settled ?   


Option is a contract, which has a market value like any other tradable commodity. Once an option 
is bought there are following alternatives that an option holder has: You can sell an option of 
the same series as the one you had bought & close out /square off your position in that option 
at any time on or before its expiration date. You can exercise the option on the expiration day 
in case of European Option or; on or before the expiration day in case of an American option. 
In case the option is "Out of Money" at the time of expiry, one will not exercise his option, not 
being profitable and therefore, it will lapse or expire worthless. 


  17. What are the risks for an Option buyer ? 


The risk/ loss of an option buyer is limited to the premium that he has paid. 


  18. What are the risks for an Option writer ? 


  The risk of an Options Writer is unlimited whereas his gains are limited to the Premiums 
earned. When an uncovered call is exercised for physical delivery, the call writer will have 
to purchase the underlying asset and his loss will be the excess of the purchase price over 
the exercise price of the call reduced by the premium received for writing the call. 


  The writer of a put option bears a risk of loss if the value of the underlying asset declines below 
the exercise price. The writer of a put bears the risk of a decline in the price of the underlying 
asset potentially to zero. When put option holder exercises his option in the falling market,the 
put writer is bound to purchase the underlying at strike price, even if the underlying is 
otherwise available in the spot at lower price. 


  19. How can an option writer take care of his risk ? 
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  Option writing is a specialized job, which is suitable only for the knowledgeable investor 
who understands the risks, has the financial capacity and has sufficient liquid assets to 
meet applicable margin requirements. The risk of being an option writer may be reduced by 
the purchase of other options on the same underlying asset and thereby assuming a spread 
position or by acquiring other types of hedging positions in the options/ futures and other 
correlated markets. 


  20. Who can write options in Indian Derivatives market ? 


  In the Indian Derivatives market, SEBI has not created any particular category of options 
writers. Any market participant can write options. However, the margin requirements are 
stringent for options writers. 


  21. What are Stock Index Options ? 


  The Stock Index Options are options where the underlying asset is a Stock Index e.g. Options 
on "Sensex". Index Options were first introduced by Chicago Board of Options Exchange (CBOE) 
in 1983 on its Index "S&P 100". As opposed to options on Individual stocks, index options give 
an investor the right to buy or sell the value of an index which represents group of stocks. 


  22. What are the uses of Index Options ? 


  Index options enable investors to gain exposure to a broad market, with one trading decision 
and frequently with one transaction. To obtain the same evel of diversification using 
individual stocks or individual equity options, numerous decisions and trades would be 
necessary. Since, broad exposure can be gained with one trade, transaction cost is also reduced 
by using Index Options. As a percentage of the underlying value, premiums of Index options 
are usually lower than those of equity options as equity options are more volatile than the Index. 


  23. Who would use index options ? 


  Index Options are effective enough to appeal to a broad spectrum of users, from 
conservative investors to more aggressive stock market traders. Individual investors might wish 
to capitalize on market opinions (bullish, bearish or neutral) by acting on their views of the 
broad market or one of its many sectors. The more sophisticated market professionals might find 
the variety of index option contracts excellent tools for enhancing market timing decisions 
and adjusting asset mixes for asset allocation. To a market professional, managing the 
risk associated with large equity positions may mean using index options to either reduce their 
risk or to increase market exposure. 


  24. What are Options on individual stocks ? 


  Options contracts where the underlying asset is an equity stock, are termed as Options on 
stocks. They are mostly American style options cash settled or settled by physical delivery. 
Prices are normally quoted in terms of the premium per share, although each contract is 
invariably for a larger number of shares, e.g. 100. 


  25. Which are the stocks on which options are available ? 


 Stocks are selected on the basis of they satisfying various eligibility and selection criteria. 
The various stocks, available for trading on the Derivatives Segment of the exchange, can be 
viewed at the List Of Products Section. 


  26. What is the market lot size of different stock option contracts ? 


  The market lots for the stocks available for trading on the Derivatives Segment of the 
exchange can be viewed at the Contract Specifications Section. 
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  27 How will introduction of options in specific stocks benefit an investor ? 


 Options can offer an investor the flexibility one needs for countless investment situations. 
An investor can create hedging position or an entirely speculative one, through various 
strategies that reflect his tolerance for risk. Investors of equity stock options will enjoy 
more leverage than their counterparts who invest in the underlying stock market itself in form 
of greater exposure by paying a small amount as premium. Investors can also use options in 
specific stocks to hedge their holding positions in the underlying (i.e. long in the stock itself), 
by buying a Protective Put. Thus they will insure their portfolio of equity stocks by paying 
premium. ESOPs (Employees" stock options) have become a popular compensation tool with 
more and more companies offering the same to their employees. ESOPs are subject to lock 
in periods, which could reduce capital gains in falling markets - Derivatives can help arrest that loss 


_______________________________________________________________________ 


 Weekly Options 


1.        What are Weekly Stock and Index Options ? 


2.        How many Weekly Options will be available for trading ? 


3.        How are Weekly Options different from Monthly Options ? 


4.        What will happen if expiry day is a Trading Holiday ? 


5.        What are the Similarities between Monthly and Weekly Options? 


6.        What are the benefits of Weekly Option Contracts? 


7.        What are the Risk Management measures taken at the Exchange level ? 


8.        Can we compare the premium quoted for Weekly Options with that of ? 


  


   1. What are Weekly Stock and Index Options ? 


  Presently, the Stock and Index Options are offered for near, middle and far month contract 
series. In response to a demand from market participants for shorter maturity options, BSE 
has decided to offer Weekly Options series (normally Monday to Friday) in addition to the 
existing Monthly Options series. Initially contracts for 1 week and 2 weeks duration will be 
launched and thereafter, every week a fresh contract will be launched with a 2 weeks 
maturity. Hence normally, an investor will have, on any Monday, a choice of either a 1 week 
Option or 2 weeks Option. 


  Exchange Traded Options based on a Stock or Index with shorter maturity of One or Two 
weeks are known as Weekly Options. 


  2. How many Weekly Options will be available for trading ? 


  One week and Two week Options will be available for the market participants for trading. 


  3. How are Weekly Options different from Monthly Options ? 


 Weekly Options differ mainly in terms of maturity period. Currently Monthly Options have 
maturity of 1 month, 2 months or 3 months. As 1 month options expire,another options series 
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get generated. In case of Weekly Options, the maturity will be either 1 week or 2 weeks. 


  Monthly Options Series will expire on last Thursday of every month. In case of Weekly 
Options, series will expire on Friday of every week.For Example if the Weekly Options are 
launched on September 13, 2004, commencement and expiration schedule will be as follows: 


  Week                   Start Date                  Option                     Expiry Date 


  


1                        04/08/2008           2 week Option                15/08/2008 


  


2                        11/08/2008           2 week Option                22/08/2008 


  


3                        27/9/2004             2 week Option                 8/10/2004 


  


4                        4/10/2004             2 week Option                15/10/2004 


  In the above table the weekly series which are generated on 1st week i.e. on 04/08/2008 will 
be expiring on 15/08/2008 and similarly the weekly series will be generated for 2nd, 3rd and 
4th week. Thus effectively, on any Monday, say, on 11/08/2008, an investor will have a choice 
to invest in either a 1 week Option expiring on 15/08/2008 (residual time of the 2 week 
option opened on 04/08/2008) or the 2 week Option expiring on 22/08/2008, that has been 
opened on 11/08/2008. 


  In case of weekly series generated on 3rd week i.e. 18/08/2008 the weekly option will be 
expiring on 29/08/2008, If the expiry day i.e. 29/08/2008 fall on a trading Holiday, then the 
expiry previous trading day i.e. 28/08/2008 is the last Thursday of the month (i.e. on the same 
day, the Monthly series is expiring) then the relevant Weekly series expiring on that day will not 
be generated. 


  4. What will happen if expiry day is a Trading Holiday ? 


 If the expiry day of Weekly Options fall on a trading Holiday, then the expiry (as per 
SEBI guidelines) will be on the previous trading day. 


  If that previous trading day is the last Thursday of the month (i.e. on the same day, the 
Monthly series is expiring) then the relevant Weekly series expiring on that day will not 
be generated. 


  5. What are the Similarities between Monthly and Weekly Options?   


The parameters viz. Underlying, Contract Multiplier, Tick size, Price Quotation, Trading Hours, 
Strike price Intervals of the Weekly Options will remain exactly the same as that of Monthly Options. 


  6. What are the benefits of Weekly Option Contracts? 


      * Weekly Options will command lower premium due to shorter maturity. Thus the 
Weekly Options will cost less than the Monthly Options. 


    * For similar capital outlay as Monthly Options, participants can take larger positions. 
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    * Weekly Options will provide opportunity for Arbitrage between : 


          o "One week to maturity"options and "two week to maturity" options. 


          o Weekly Options and Monthly Options. 


    * On account of low cost, the liquidity will improve, as more participants would come in. 


    * Weekly Options would lead to better price discovery and improvement in market depth. 


    * The market participants would be able to take a short-term view in the underlying also. 


    * Weekly Options would provide market participants short term insurance for their short-
term portfolio.This would result in better price discovery and improvement in market efficiency. 


  7. What are the Risk Management measures taken at the Exchange level ? 


  Since the introduction of Weekly Options is just the addition of new series and not a new 
product as such, the Risk Containment measures adopted for the Weekly Options would be similar 
to those applied for Monthly Options. 


  8. Can we compare the premium quoted for Weekly Options with that of Monthly Options ?   


The theoretical cost of an at-the-money call option with one month to expiry where the 
underlying price is Rs. 320 with annual volatility of 50% is Rs.19 and that of an at-the-money 
call option with 5 days to expiry is Rs.7.50. 


    


  


 Long dated Options 


   1.        What are Long dated Options on "SENSEX@"? 


 2.        What are Equity Long dated Options? 


 3.        When do Long dated Options expire? 


 4.        What are the trading hours for Long Dated Options? 


 5.        What are the features of Long dated Options? 


 6.        What option series will be available for Long dated Options? 


  


1 What are Long dated Options on "SENSEXÂ®"? 


  BSE has introduced 'Long Dated Options on "SENSEX@ "whereby the members can trade in 
Sensex (normal lot of 15 only and not 'mini' Sensex) Options contracts with an expiry upto 3 
years. These long-term options provide the holder the right to purchase, in the case of a call, or 
sell, in the case of a put, a specified number of quantity at a pre-determined price up to 
the expiration date of the option, which can be three years in the future. 
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  2 What are Equity Long dated Options? 


  Equity Long dated Options are currently not available in BSE however these are long-dated put 
and call options on stock. 


  3 When do Long dated Options expire? 


  As with normal options, the expiration date is the last Thursday of the month if it's a holiday 
then expiry will be a day before Thursday. 


  4 What are the trading hours for Long Dated Options? 


  As with regular equity options, the trading hours for LONG DATED OPTIONS are from 9:55 a.m. 
to 3:30 p.m. IST. 


5 What are the features of Long dated Options? 


  Longer Tenure 


  Investor can use long-term calls to diversify their portfolios. Long term put provide investors 
with means to hedge current stock holdings. 


  Longer term Options offer a good alternative to a longer-term trader to gain exposure to 
a prolonged period in a given security without having to roll several short-term contracts. 


  6 What option series will be available for Long dated Options? 


  The options series available for the Sensex (normal lot of 15) Options contracts will be as below: 


     1. The 3 existing serial month contracts (i.e. Near middle and Far month) would continue. 


   2. The following additional 3 quarterly months of the cycle Mar/Jun/Sep/Dec would be available. 


   3. Further, 5 additional semi-annual months of the cycle Jun/Dec would be available, so that 
at any point in time there would be options contract with up to 3 years tenure available. 


  These series will be available for trading from 29- February -2008. 


  To illustrate, from the March series onwards i.e. from February 29, 2008 onwards, the users 
will get to trade the following Futures and Options contracts on the normal Sensex market lot of 15 : 


   1. Three monthly Futures contracts viz. March, April and May 2008 


   2. Three monthly Options contracts viz. March, April and May 2008 


   3. Three quarterly Options contracts viz. June 2008, September 2008, December 2008 


   4. Five semi-annual Options contracts viz. June 2009, December 2009, June 2010, 
December 2010 and June 2011 


FAQs: Futures and Options trading in India 


WITH the exit of badla from the coming month, the stockmarket will see the introduction of 
options and futures in a big way. For investors who have difficulty in understanding 
the terminologies associated with options and futures as well as its modes of working, here's 
some lucid explanation. 
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Important Terminology 
Underlying - The specific security / asset on which an options contract is based. 
 
Option Premium - This is the price paid by the buyer to the seller to acquire the right to buy or sell 
 
Strike Price or Exercise Price - The strike or exercise price of an option is the specified/ 
pre-determined price of the underlying asset at which the same can be bought or sold if the 
option buyer exercises his right to buy/ sell on or before the expiration day. 
 
Expiration date - The date on which the option expires is known as Expiration Date. On 
Expiration date, either the option is exercised or it expires worthless. 
 
Exercise Date - is the date on which the option is actually exercised. In case of European Options 
the exercise date is same as the expiration date while in case of American Options, the 
options contract may be exercised any day between the purchase of the contract and its 
expiration date (see European/ American Option) 
 
Open Interest - The total number of options contracts outstanding in the market at any given 
point of time. 
 
Option Holder: is the one who buys an option which can be a call or a put option. He enjoys the 
right to buy or sell the underlying asset at a specified price on or before specified time. His 
upside potential is unlimited while losses are limited to the Premium paid by him to the option writer. 
 
Option seller/ writer: is the one who is obligated to buy (in case of Put option) or to sell (in case 
of call option), the underlying asset in case the buyer of the option decides to exercise his 
option. His profits are limited to the premium received from the buyer while his downside 
is unlimited. 
 
Option Class: All listed options of a particular type (i.e., call or put) on a particular 
underlying instrument, e.g., all Sensex Call Options (or) all Sensex Put Options 
 
Option Series: An option series consists of all the options of a given class with the same 
expiration date and strike price. E.g. BSXCMAY3600 is an options series which includes all 
Sensex Call options that are traded with Strike Price of 3600 & Expiry in May. 
 
(BSX Stands for BSE Sensex (underlying index), C is for Call Option , May is expiry date and 
strike Price is 3600) 
 
What is Assignment? 


When the holder of an option exercises his right to buy/ sell, a randomly selected option seller 
is assigned the obligation to honor the underlying contract, and this process is termed 
as Assignment. 
 
What are European and American Style of options? 
An American style option is the one which can be exercised by the buyer on or before the 
expiration date, i.e. anytime between the day of purchase of the option and the day of its expiry. 
 
The European kind of option is the one which can be exercised by the buyer on the expiration 
day only & not anytime before that. 
 
 
How are options different from futures? 
 
The significant differences in Futures and Options are as under: 
 
Futures are agreements/contracts to buy or sell specified quantity of the underlying assets at a 
price agreed upon by the buyer and seller, on or before a specified time. Both the buyer and 
seller are obligated to buy/sell the underlying asset. 
 
In case of options the buyer enjoys the right and not the obligation, to buy or sell the 
underlying asset. 
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Futures Contracts have symmetric risk profile for both buyers as well as sellers, whereas 
options have asymmetric risk profile. 
 
In case of Options, for a buyer (or holder of the option), the downside is limited to the 
premium (option price) he has paid while the profits may be unlimited. 
 
For a seller or writer of an option, however, the downside is unlimited while profits are limited to 
the premium he has received from the buyer. 
 
The futures contracts prices are affected mainly by the prices of the underlying asset. Prices 
of options are however, affected by prices of the underlying asset, time remaining for expiry of 
the contract and volatility of the underlying asset. 
 
It costs nothing to enter into a futures contract whereas there is a cost of entering into an 
options contract, termed as Premium. 
 
Explain In the Money, At the Money and Out of the money Options. 
 
An option is said to be 'at-the-money', when the option's strike price is equal to the underlying 
asset price. This is true for both puts and calls. 
 
A call option is said to be in-the-money when the strike price of the option is less than 
the underlying asset price. For example, a Sensex call option with strike of 3900 is 'in-the-
money', when the spot Sensex is at 4100 as the call option has value. 
 
The call holder has the right to buy a Sensex at 3900, no matter how much the spot market 
price has risen. And with the current price at 4100, a profit can be made by selling Sensex at 
this higher price. 
 
On the other hand, a call option is out-of-the-money when the strike price is greater than 
the underlying asset price. Using the earlier example of Sensex call option, if the Sensex falls 
to 3700, the call option no longer has positive exercise value. The call holder will not exercise 
the option to buy Sensex at 3900 when the current price is at 3700. (Please see table) 
 
A put option is in-the-money when the strike price of the option is greater than the spot price of 
the underlying asset. For example, a Sensex put at strike of 4400 is in-the-money when the 
Sensex is at 4100. When this is the case, the put option has value because the put holder can 
sell the Sensex at 4400, an amount greater than the current Sensex of 4100. 
 
Likewise, a put option is out-of-the-money when the strike price is less than the spot price 
of underlying asset. In the above example, the buyer of Sensex put option won't exercise the 
option when the spot is at 4800. The put no longer has positive exercise value. 
 
Options are said to be deep in-the-money (or deep out-of-the-money) if the exercise price is 
at significant variance with the underlying asset price. 
 
What are Covered and Naked Calls? 


A call option position that is covered by an opposite position in the underlying instrument 
(for example shares, commodities etc), is called a covered call. 
 
Writing covered calls involves writing call options when the shares that might have to be 
delivered (if option holder exercises his right to buy), are already owned. 
 
E.g. A writer writes a call on Reliance and at the same time holds shares of Reliance so that if 
the call is exercised by the buyer, he can deliver the stock. 
 
Covered calls are far less risky than naked calls (where there is no opposite position in 
the underlying), since the worst that can happen is that the investor is required to sell 
shares already owned at below their market value. 
 
When a physical delivery uncovered/ naked call is assigned an exercise, the writer will have 
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to purchase the underlying asset to meet his call obligation and his loss will be the excess of 
the purchase price over the exercise price of the call reduced by the premium received for 
writing the call. 
 
What is the Intrinsic Value of an option? 
The intrinsic value of an option is defined as the amount by which an option is in-the-money, or 
the immediate exercise value of the option when the underlying position is marked-to-market. 
 
For a call option: Intrinsic Value = Spot Price - Strike Price 
 
For a put option: Intrinsic Value = Strike Price - Spot Price 
 
The intrinsic value of an option must be a positive number or 0. It cannot be negative. For a 
call option, the strike price must be less than the price of the underlying asset for the call to have 
an intrinsic value greater than 0. For a put option, the strike price must be greater than 
the underlying asset price for it to have intrinsic value. 
 
Explain Time Value with reference to Options. 
Time value is the amount option buyers are willing to pay for the possibility that the option 
may become profitable prior to expiration due to favorable change in the price of the underlying. 
An option loses its time value as its expiration date nears. At expiration an option is worth only 
its intrinsic value. Time value cannot be negative. 
 
What are the factors that affect the value of an option (premium)? 


There are two types of factors that affect the value of the option premium: 
 
Quantifiable Factors: 
 
underlying stock price, 
 
the strike price of the option, 
 
the volatility of the underlying stock, 
 
the time to expiration and; 
 
the risk free interest rate. 
 
Non-Quantifiable Factors : 
 
Market participants' varying estimates of the underlying asset's future volatility 
 
Individuals' varying estimates of future performance of the underlying asset, based on 
fundamental or technical analysis 
 
The effect of supply & demand- both in the options marketplace and in the market for the 
underlying asset 
 
The "depth" of the market for that option - the number of transactions and the contract's 
trading volume on any given day. 
 
What are different pricing models for options? 


The theoretical option pricing models are used by option traders for calculating the fair value of 
an option on the basis of the earlier mentioned influencing factors. 
 
An option pricing model assists the trader in keeping the prices of calls & puts in proper 
numerical relationship to each other & helping the trader make bids & offer quickly. The two 
most popular option pricing models are: 
 
Black Scholes Model which assumes that percentage change in the price of underlying follows 
a normal distribution. 
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Binomial Model which assumes that percentage change in price of the underlying follows a 
binomial distribution. 
 
Who decides on the premium paid on options & how is it calculated? 


Options Premium is not fixed by the Exchange. The fair value/ theoretical price of an option can 
be known with the help of pricing models and then depending on market conditions the price 
is determined by competitive bids and offers in the trading environment. 
 
An option's premium / price is the sum of Intrinsic value and time value (explained above). If 
the price of the underlying stock is held constant, the intrinsic value portion of an option 
premium will remain constant as well. 
 
Therefore, any change in the price of the option will be entirely due to a change in the option's 
time value. 
 
The time value component of the option premium can change in response to a change in 
the volatility of the underlying, the time to expiry, interest rate fluctuations, dividend payments 
and to the immediate effect of supply and demand for both the underlying and its option. 
 
 
What is an Option Calculator? 


An option calculator is a tool to calculate the price of an Option on the basis of various 
influencing factors like the price of the underlying and its volatility, time to expiry, risk free 
interest rate etc. 
 
It also helps the user to understand how a change in any one of the factors or more, will affect 
the option price. 
 
Who are the likely players in the Options Market? 


Developmental institutions, Mutual Funds, FIs, FIIs, Brokers, Retail Participants are the likely 
players in the Options Market. 
 
Why do I invest in Options? What do options offer me? 


Besides offering flexibility to the buyer in form of right to buy or sell, the major advantage of 
options is their versatility. They can be as conservative or as speculative as one's 
investment strategy dictates. 
 
Some of the benefits of Options are as under: 
High leverage as by investing small amount of capital (in form of premium), one can take 
exposure in the underlying asset of much greater value. 
 
Pre-known maximum risk for an option buyer 
 
Large profit potential and limited risk for option buyer 
 
One can protect his equity portfolio from a decline in the market by way of buying a protective 
put wherein one buys puts against an existing stock position. 
 
This option position can supply the insurance needed to overcome the uncertainty of 
the marketplace. Hence, by paying a relatively small premium (compared to the market value of 
the stock), an investor knows that no matter how far the stock drops, it can be sold at the 
strike price of the Put anytime until the Put expires. 
 
E.g. An investor holding 1 share of Infosys at a market price of Rs 3800/-thinks that the stock 
is over-valued and decides to buy a Put option' at a strike price of Rs. 3800/- by paying a 
premium of Rs 200/- 
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If the market price of Infosys comes down to Rs 3000/-, he can still sell it at Rs 3800/- by 
exercising his put option. Thus, by paying premium of Rs 200,his position is insured in 
the underlying stock. 
 
How can I use options? 


If you anticipate a certain directional movement in the price of a stock, the right to buy or sell 
that stock at a predetermined price, for a specific duration of time can offer an attractive 
investment opportunity. 
 
The decision as to what type of option to buy is dependent on whether your outlook for 
the respective security is positive (bullish) or negative (bearish). 
 
If your outlook is positive, buying a call option creates the opportunity to share in the 
upside potential of a stock without having to risk more than a fraction of its market value 
(premium paid). 
 
Conversely, if you anticipate downward movement, buying a put option will enable you to 
protect against downside risk without limiting profit potential. 
 
Purchasing options offer you the ability to position yourself accordingly with your 
market expectations in a manner such that you can both profit and protect with limited risk. 
 
Once I have bought an option and paid the premium for it, how does it get settled? 
Option is a contract which has a market value like any other tradable commodity. Once an option 
is bought there are following alternatives that an option holder has: 
 
You can sell an option of the same series as the one you had bought and close out /square off 
your position in that option at any time on or before the expiration. 
 
You can exercise the option on the expiration day in case of European Option or; on or before 
the expiration day in case of an American option. In case the option is 'Out of Money' at the time 
of expiry, it will expire worthless. 
 
What are the risks involved for an options buyer? 
The risk/ loss of an option buyer is limited to the premium that he has paid. 
 
What are the risks for an Option writer? 


The risk of an Options Writer is unlimited where his gains are limited to the Premiums earned. 
When a physical delivery uncovered call is exercised upon, the writer will have to purchase 
the underlying asset and his loss will be the excess of the purchase price over the exercise price 
of the call reduced by the premium received for writing the call. 
 
The writer of a put option bears a risk of loss if the value of the underlying asset declines below 
the exercise price. The writer of a put bears the risk of a decline in the price of the underlying 
asset potentially to zero. 
 
How can an option writer take care of his risk? 


Option writing is a specialized job which is suitable only for the knowledgeable investor 
who understands the risks, has the financial capacity and has sufficient liquid assets to 
meet applicable margin requirements. The risk of being an option writer may be reduced by 
the purchase of other options on the same underlying asset thereby assuming a spread position 
or by acquiring other types of hedging positions in the options/ futures and other correlated markets. 
 
Who can write options in Indian derivatives market? 
In the Indian Derivatives market, Sebi has not created any particular category of options 
writers. Any market participant can write options. However, margin requirements are stringent 
for options writers. 
 
What are Stock Index Options? 
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The Stock Index Options are options where the underlying asset is a Stock Index for e.g. Options 
on S&P 500 Index/ Options on BSE Sensex etc. 
 
Index Options were first introduced by Chicago Board of Options Exchange in 1983 on its Index 
'S&P 100'. As opposed to options on Individual stocks, index options give an investor the right 
to buy or sell the value of an index which represents group of stocks. 
 
What are the uses of Index Options? 
Index options enable investors to gain exposure to a broad market, with one trading decision 
and frequently with one transaction. To obtain the same level of diversification using 
individual stocks or individual equity options, numerous decisions and trades would be necessary. 
 
Since, broad exposure can be gained with one trade, transaction cost is also reduced by using 
Index Options. As a percentage of the underlying value, premiums of index options are usually 
lower than those of equity options as equity options are more volatile than the Index. 
 
Who would use index options? 
Index Options are effective enough to appeal to a broad spectrum of users, from 
conservative investors to more aggressive stock market traders. 
 
Individual investors might wish to capitalize on market opinions (bullish, bearish or neutral) 
by acting on their views of the broad market or one of its many sectors. 
 
The more sophisticated market professionals might find the variety of index option 
contracts excellent tools for enhancing market timing decisions and adjusting asset mixes for 
asset allocation. 
 
To a market professional, managing risks associated with large equity positions may mean 
using index options to either reduce risk or increase market exposure. 
 
What are Options on individual stocks? 
Options contracts where the underlying asset is an equity stock, are termed as Options on 
stocks. They are mostly American style options cash settled or settled by physical delivery. 
 
Prices are normally quoted in terms of the premium per share, although each contract is 
invariably for a larger number of shares, e.g. 100. 
 
How will introduction of options in specific stocks benefit an investor? 
Options can offer an investor the flexibility one needs for countless investment situations. 
An investor can create hedging position or an entirely speculative one, through various 
strategies that reflect his tolerance for risk. 
 
Investors of equity stock options will enjoy more leverage than their counterparts who invest in 
the underlying stock market itself in form of greater exposure by paying a small amount as premium. 
 
Investors can also use options in specific stocks to hedge their holding positions in the underlying 
(i.e. long in the stock itself), by buying a Protective Put. Thus they will insure their portfolio of 
equity stocks by paying premium. 
 
ESOPs (Employees' stock options) have become a popular compensation tool with more and 
more companies offering the same to their employees. ESOPs are subject to lock in periods, 
which could reduce capital gains in falling markets - Derivatives can help arrest that loss along 
with tax savings. 
 
An ESOPs holder can buy Put Option in the underlying stock & exercise the same if the market 
falls below the strike price & lock in his sale prices 
 
Whether exchange traded equity options are issued by companies underlying them. 
The equity options traded on exchange are not issued by the companies underlying 
them. Companies do not have any say in selection of underlying equity for options. 
 
Whether the holders of equity options contracts have all the rights that the owners 
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of equity shares have. 
Holder of the equity options contracts do not have any of the rights that owners of equity 
shares have - such as voting rights and the right to receive bonus, dividend etc. To obtain 
these rights a Call option holder must exercise his contract and take delivery of the 
underlying equity shares. 
 
What are Leaps (long term equity anticipation securities)? 
Long term equity anticipation securities (Leaps) are long-dated put and call options on 
common stocks or ADRs. 
 
These long-term options provide the holder the right to purchase, in case of a call, or sell, in case 
of a put, a specified number of stock shares at a pre-determined price up to the expiration date 
of the option, which can be three years in the future. 
 
What are exotic Options? 
Derivatives with more complicated payoffs than the standard European or American calls and 
puts are referred to as Exotic Options. Some of the examples of exotic options are as under: 
 
Barrier Options: where the payoff depends on whether the underlying asset's price reaches a 
certain level during a certain period of time. 
 
CAPS traded on CBOE (traded on the S&P 100 & S&P 500) are examples of Barrier Options 
where the pay-out is capped so that it cannot exceed $30. 
 
A Call CAP is automatically exercised on a day when the index closes more than $30 above the 
strike price. A put CAP is automatically exercised on a day when the index closes more than 
$30 below the cap level. 
 
Binary Options: are options with discontinuous payoffs. A simple example would be an option 
which pays off if price of an Infosys share ends up above the strike price of say Rs. 4000 & pays 
off nothing if it ends up below the strike. 
 
What are Over-The-Counter Options? 
Over-The-Counter options are those dealt directly between counter-parties and are 
completely flexible and customized. There is some standardization for ease of trading in the 
busiest markets, but the precise details of each transaction are freely negotiable between buyer 
and seller. 
 
Where can I trade in Options and Futures contracts. 
Like stocks, options and futures contracts are also traded on any exchange. In Bombay 
Stock Exchange, stocks are traded on BSE On Line Trading (BOLT) system and options and 
futures are traded on Derivatives Trading and Settlement System (DTSS). 
 
What is the underlying in case of Options being introduced by BSE? 
The underlying for the index options is the BSE 30 Sensex, which is the benchmark index of 
Indian Capital markets, comprising 30 scrips. 
 
What are the contract specifications of Sensex Options? 
BSE's first index options is based on BSE 30 Sensex. The Sensex options would be European style 
of options i.e. the options would be exercised only on the day of expiry. 
 
They will be premium style i.e. the buyer of the option will pay premium to the options writer in 
cash at the time of entering into the contract. 
 
The Premium and Options Settlement Value (difference between Strike and Spot price at the time 
of expiry), will be quoted in Sensex points The contract multiplier for Sensex options is INR 50 
which means that monetary value of the Premium and Settlement value will be calculated 
by multiplying the Sensex Points by 50. 
 
For e.g. if Premium quoted for a Sensex options is 50 Sensex points, its monetary value would 
be Rs. 2500 (50*50). 
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There will be at-least 5 strikes (2 In the Money, 1 Near the money, 2 Out of the money), available 
at any point of time. The expiration day for Sensex option is the last Thursday of Contract month. 
 
If it is a holiday, the immediately preceding business day will be the expiration day. 
 
There will be three contract month series (Near, middle and far) available for trading at any point 
of time. The settlement value will be the closing value of the Sensex on the expiry day. 
 
The tick size for Sensex option is 0.1 Sensex points (INR 5). This means the minimum 
price fluctuation in the value of the option premium can be 0.1.In Rupee terms this translates 
to minimum price fluctuation of Rs 5. ( Tick Size * Multiplier =0.1* 50). 
 
What is SPAN? 
Specific Portfolio Analysis of Risk (SPAN) is a worldwide acknowledged risk management 
system developed by Chicago Mercantile Exchange (CME). It is a portfolio-based margin 
calculating system adopted by all major Derivatives Exchanges. 
 
Objective of SPAN 
SPAN identifies overall risk in a complete portfolio of futures and options at the same 
time recognizing the unique exposures associated with both inter-month and inter-commodity 
risk relationships. 
 
It determines the largest loss that a portfolio might suffer with in the period specified by 
the exchange i.e may be day (or) two. BSE has licensed SPAN from CME for calculating 
margin requirements at the Exchange level. At the same time members can also calculate 
margin requirements of their clients by using PC SPAN. 
 
What is PC-SPAN? 
PC-SPAN is an easy to use program for PC's which calculates SPAN margin requirements at 
the members' end. How PC SPAN works: 
Each business day the exchange generates risk parameter file (parameters set by the 
exchange ) which can be down loaded by the member. 
 
The position file consisting of members' trades (own + clients) and the risk parameter file has to 
be fed into PC-SPAN for calculation of Margins payable for the trades executed. 
 
What will be the new margining system in the case of Options and futures? 
A portfolio based margining model (SPAN), would be adopted which will take an integrated view 
of the risk involved in the portfolio of each individual client comprising of his positions in all 
the derivatives contract traded on the Derivatives Segment. 
 
The Initial Margin would be based on worst-case loss of the portfolio of a client to cover 99 per 
cent VaR over two days horizon. The Initial Margin would be netted at client level and shall be 
on gross basis at the Trading/Clearing member level.The Portfolio will be marked to market on 
a daily basis. 
 
How will the assignment of options takes place? 
On Exercise of an Option by an Option Holder, the trading software will assign the exercised 
option to the option writer on random basis based on a specified algorithm. 
 
What does an investor need to do to trade in options? 
An investor has to register himself with a broker who is a member of the BSE Derivatives Segment. 
 
If he wants to buy an option, he can place the order for buying a Sensex Call or Put option with 
the broker. The Premium has to be paid up-front in cash. 
 
He can either hold on to the contract till its expiry or square up his position by entering into 
a reverse trade.If he closes out his position, he will receive Premium in cash, the next day. 
 
If the investor holds the position till expiry day and decides to exercise the contract, he will 
receive the difference between Option Settlement price and the Strike price in cash.If he does 
not exercise his option, it will expire worthless. 
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If an investor wants to write/ sell an option, he will place an order for selling Sensex Call/ 
Put option. Initial margin based on his position will have to be paid up-front (adjusted from 
the collateral deposited with his broker) and he will receive the premium in cash, the next day. 
 
Everyday his position will be marked to market and variance margin will have to be paid. He 
can close out his position by a buying the option by paying requisite premium. The initial 
margin which he had paid on the first position will be refunded. 
 
If he waits till expiry, and the option is exercised, he will have to pay the difference in the 
Strike price and the options settlement price, in cash. If the option is not exercised, the investor 
will not have to pay anything. 
 
What steps will be taken by the exchange to create awareness about options 
amongst masses? 
The exchange is conducting free of cost futures and options awareness programs for 
member brokers and their clients. This will be conducted across the country to reach investors 
at large. 


_________________________________________________________________________________________ 
For On line tutorials in Options by Chicago Board Options Exchange. CLICK HERE (provided you’re connected 
to Internet) 


________________________________________________________________________________________________  


Click here-in-below for links to web-sites wherein you find Educational Videos 
on OPTIONS:-


●     Option Basics: What is an Option?  


●     Options Trading  


●     Option Trading - How to Find the Stock - Part 1  


●     Option Trading -How To Find the Stock-Part 2 


●     Option Trading - How To Find the Stock-Part 3


●     Why Trade Options?  


●     Option Trading Advice and Mentoring!  


●     Free Lesson 1 - Make Money Understanding Put Spreads  


●     Iron Condor *Options Trading* Stock Market Income Strategy  


●     Trading Options and Volatility


_______________________________________________________________________________________________
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The Primary Market 


The Primary Market is the place where the new offerings by Companies are made either as an 
Initial Public Offering (IPO) or Rights Issue. IPOs are offerings made by the Company for the 
first time. Such offer to the public can be at par or at a premium. The pricing of the issue 
depends upon the current status of the company and the company is allowed to fix a justifiable 
issue price. For example, I Flex Solutions Limited, recently came out with an IPO wherein the 
public were invited to apply for the shares of the company for the first time. The issue was priced 
at Rs.530 per share. 


Rights are offerings made to the existing shareholders. 


The investors who prefer to invest in primary issues are called stags. They hope to sell the shares 
at a profit immediately on their being listed on the stock exchanges. 


·                            Who issues Shares? How are they issued? 


An Indian Company is allowed to come out with a Public Issue of shares if: 


The company has a track record of dividend paying capability for 3 out of the immediately 
preceding 5 years; 


The project for which the company is raising funds has to be appraised by a public 
financial institution or a scheduled commercial bank. Also the appraising agency should 
participate to a minimum extent of 10% of the project cost. A new company has to 
compulsorily issue shares at par, while companies with a track record can issue shares at 
a premium. Before the advent of SEBI (Securities Exchange Board of India) the prices of 
shares were valued as per the guidelines issued by the Controller of Capital Issues (CCI). 


·                            Definition of Prospectus, Underwriters, Lead Managers, Brokers to the Issue, 


A draft prospectus is prepared giving out details of the Company, promoters 
background, Management, terms of the issue, project details, modes of financing, past 
financial performance, projected profitability and others. 


Filing of prospectus with the Registrar of Companies: The draft prospectus along with 
the copies of the agreements entered into with the Lead Manager, Underwriters, Bankers, 
registrars and Brokers to the issue is filed with the Registrar of Companies of the state where 
the registered office of the company is located. 


Lead Manager: When new issues are floated, there may be a number of Underwriters; the 
one among them who has the primary responsibility of managing the affairs of the syndicate and 
the issue is the lead manager 


Appointment of underwriters: The underwriters are appointed who commit to shoulder 
the liability and subscribe to the shortfall in case the issue is under-subscribed. For this 
commitment they are entitled to a maximum commission of 2.5 % on the amount underwritten. 


·                            Bankers to the Issue 


Appointment of Bankers: Bankers along with their branch network act as the collecting agencies 
and process the funds procured during the public issue. The Banks provide temporary loans for 
the period between the issue date and the date the issue proceeds becomes available 
after allotment, which is referred to as a ‘bridge loan’. 


·                            Who can become a Shareholder? 


Any individual, corporate entity fulfilling necessary conditions can apply for shares in the 
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initial public offering or purchase the shares in the secondary market to become shareholders of 
the companies of their choice. 


·                            Registrars to the Issue- their role and responsibilities 


Appointment of Registrars: Registrars process the application forms, tabulate the 
amounts collected during the Issue and initiate the allotment procedures. 


Appointment of the brokers to the issue: Recognised members of the Stock exchanges 
are appointed as brokers to the issue for marketing the issue. They are eligible for a 
maximum brokerage of 1.5%. 


Printing and dispatch of Application forms: The prospectus and application forms are 
printed and dispatched to all the merchant bankers, underwriters, and brokers to the issue. 


Statutory announcement: An abridged version of the prospectus and the Issue start and 
close dates are published in major English dailies and vernacular newspapers. 


Processing of applications: After the close of the Public Issue all the application forms 
are scrutinized tabulated and then shares are allotted against these applications. 


·                            Allotment of Shares 


Once the public issue closes, all the application forms are scrutinized for their authenticity, 
tabulated and then shares are allotted against these applications. A communication to the effect 
that the applicant has been allotted a certain number of shares is sent to him by the registrar to 
the issue The letter carries details such as number of shares applied for, number of shares 
allotted, amount paid on application, amount adjusted against allotment, amount payable 
on allotment if any, etc., 


Establishing the liability of the underwriter: In case the Issue is not fully subscribed to, then 
the liability for the subscription falls on the underwriters who have to subscribe to the 
shortfall, incase they have not procured the amount committed by them as per the 
Underwriting agreement. 


·                            ·           Listing of Shares on the Stock Exchanges 


Shares are listed on the Stock Exchanges to facilitate easy liquidity. Listing enables the 
shareholders to monitor the movement of the share prices in an effective manner. The volume 
of trading in a scrip symbolises the interest it attracts from the market players thus assisting 
the shareholder to take prudent decisions on whether to retain their holdings or sell off or 
even accumulate further. 


To list the securities on a Stock Exchange, the issuing company has to go through set norms 
and procedures. 


Filing of the initial listing application: A letter is sent to the Stock exchanges where the issue 
is proposed to be listed giving the details and stating the intent of getting the shares listed on 
the Exchange. The initial listing application has to be sent with a fee of Rs.7,500/-. 


  Listing Norms and Procedures 
Listing of the Issue: The shares after having been allotted have to be listed compulsorily in 
the regional stock exchange and optionally at the other stock exchanges. 


_______________________________________________________________________________________________
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REFERENCE 
  


GUIDE FOR LATEST INFORMATION FROM INTERNET 


Glance through the latest earnings estimates and recommendations of leading 
Brokerage houses for the top companies. You will know what the company is going to 
earn for the next two years and what the institutional brokers are recommending in an 
easy to understand format. 
If You have internet connection alive, you may click on the Alphabet given below of 
your required company’s first alphabet to get full details as mentioned above. 


I(A). Company Details you get here-in-below from Money Control.Com 
With Regard to STOCKS 


A | B | C | D | E | F | G | H | I | J | K | L | M | N | O | P | Q | R | S | T | U | V 
| W | X | Y | Z | Others 


With Regard to MUTUAL FUNDS 


A | B | C | D | E | F | G | H | I | J | K | L | M | N | O | P | Q | R | 
S | T | U | V | W | X | Y | Z  172 


  


I(B). Alphabetical Listing of Companies 
A   B   C   D   E   F   G   H   I   J   K   L   M   N   O   P   Q   R   S   T   U   V   W   X   Y   Z   


___________________________________________________________________________


So also, if your computer is connected to Internet and if you are interested in knowing 
the public issue information, click on the two captions below to go to their respective 
web-pages to obtain the full information in this regard. This information is provided 
to help you for getting IPO information instantly.   


II. IPO 


IPO Info (ICICIDirect) IPO Info (Moneycontrol)   


  
  
  


__________________________________________________
So also if you want to know the book closure information, you will get the information 
in the below-mentioned web-pages.   


    III. Book Closure 
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 IV. Share Market Terms , Definition and Meaning - Alphabetical LISTING 


Note:-  Only with internect connection you can view the definitions 
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V. Reference Site in Internet for getting free tips on Indian Share Market 
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VI. Click here to view the videos on Shares, stocks, shares trading, analysis, etc thro' 
the links provided in our page of this.
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Information


Information, Rights, Safeguards


 and Redressal for Investors 


I. information for investors 


1.Introduction 


  Bombay Stock Exchange Limited established in 1875 as the Native Share and Stock 
Brokers Association is one of the oldest stock exchanges in Asia. The Exchange not only provides 
an efficient market but also upholds the interests of the Investors and ensures redressal of 
their grievances, whether against the companies or its Member-brokers. It strives to educate 
and enlighten the Investors by making available to them the necessary information. The 
Exchange popularly known as the Bombay Stock Exchange (BSE) provides all the market 
related information by issuing press release and these are also available on the website (i.e. 
www.bseindia.com). 


  2.Investors Service Cell 


Protecting the interest of Investors dealing in securities is one of the main objectives of 
the Exchange. In pursuit of this objective, an Investors Services Cell (ISC) was set up in 1986 
by Bombay Stock Exchange (BSE). The grievances of Investors against listed companies 
and members of the Exchange are redressed by the Exchange. The Exchange also assists 
in arbitration process both between Members & Investors. The capital market can grow only 
when the Investors find it safe for them to invest in the capital market and they are assured that 
the rules governing the market are fair and just to all the players in the market. 


  With a view to ensure speedy and effective resolution of claims, differences and disputes 
between non-members , the Exchange has laid down a set of procedures for arbitration 
thereof. These procedures are duly embodied in the Rules, Bye-laws and Regulations of 
the Exchange, which have been duly approved by the Government of India / Securities 
and Exchange Board of India (SEBI). 


3.Safeguards for Investors 


  These are some of the safe-guards that needs to be adhered to by the Investors before trading 
in the securities market. 


     1. While Selecting the Broker/ Sub-Broker 


            * Deal with only SEBI registered Broker / Sub-broker after due diligence. Details of List 
of Brokers can be procured from the Members List published by the Exchange and from the 
website: www.bseindia.com 


    2. Enter into an Agreement 


            * Fill in a Client registration form with Broker / Sub  broker 


            * Enter into Broker / Sub-broker  Client Agreement. This agreement is mandatory for 
all Investors for registering as a client of a BSE Trading Member. The Client should ensure 
the following before entering into an agreement: 


              Carefully read and understand the terms and conditions of the agreement, 
before executing the same on a valid stamp paper of the requisite value. 
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              Agreement to be signed on all the pages by the Client and the Member or 
their representative who has the authority to sign the agreement. Agreement has also to be 
signed by the witnesses by giving their name and address. 


     3. While Transacting 


            * Specify to the Broker / Sub- broker, Exchange through which your trade is to be 
executed and maintain separate account per Exchange. 


            * Obtain a valid Contract Note (from Broker) / Confirmation Memo (from Sub-broker) 
within 24 hours of the execution of the trade. 


              Contract note is a confirmation of trade(s) done on a particular day for and on behalf of 
a client in a format prescribed by the Exchange. It establishes a legally enforceable 
relationship between the Member and Client in respect of settlement of trades executed on 
the Exchange as stated in the Contract note. 


              Contract notes are made in duplicate, and the Member and Client both keeps one 
copy each. The Client are expected to sign on the duplicate copy of the contract note for 
having received the original. 


                 1. Contract Note  Form A  Contract Note issued where Member is acting for 
constituents as brokers and agents. 


               2. Contract Note  Form B Contract note issued by Members dealing with constituents 
as Principals. 


               3. Confirmation Memo  Form  Confirmation Memo issued by registered Sub-brokers 
acting for Clients / Constituents as Sub-brokers. 


            * Ensure that the Contract Note / Confirmation Memo contains: 


              SEBI registration number of the Member/ Sub-broker. 


              Details of trade such as, Order no, trade no., trade time, quantity, price, 
brokerage, settlement number, details of other levies. 


              The trade price should be shown separately from the brokerage charged. 


              As stipulated by SEBI, the maximum brokerage that can be charged is 2.5% of the 
trade value. This maximum brokerage is inclusive of the brokerage charged by the sub-broker 
(Sub-brokerage cannot exceed 1.5% of the trade value.) Any additional charges that the 
member can charge are Service tax @5% of the brokerage and any penalties arising on behalf 
of client (Investor). 


              The brokerage and service tax is indicated separately in the contract note. 


              Signature of authorised representative. 


              Arbitration clause stating that the trade is subject to the jurisdiction of Mumbai must 
be present on the face of the Contract note. 


 4. Ensuring Settlement. 
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            * Ensure delivery of securities /payment of money to the broker immediately upon 
getting the contract note for sale / purchase but in any case, before the prescribed pay-in-day. 


            * The Member should pay the money or securities to the Investor within 48 hours of 
the payout. 


            * Open Demat account. 


            * Preferably opt for buying and selling Demat shares. 


            * For delivery of shares from Demat a/c, give the Depository Participant (D P) Delivery 
out instructions to transfer the same from the beneficiary account to the pool account of 
broker through whom shares and securities have been sold. 


              The following details to be given to the DP: details of the pool a/c of broker to which 
the shares are to be transferred, details of scrip, quantity etc. As per the requirements 
of depositories the Delivery out Instruction should be given atleast 48 hours prior to the cut-off 
time for the prescribed securities pay-in. 


            * For receiving shares in your Demat a/c, give the Depository Participant (D P) 
Delivery  instructions to accept shares in beneficiary account from the pool account of 
broker through whom shares have been purchased. 


            * If physical deliveries are received  check the deliveries received as per Good/Bad 
delivery guidelines issued by SEBI. 


            * Bad delivery cases should be sorted out through Exchange machinery immediately. 


            * All registration of shares for ownership of physical shares should be executed by a 
valid, duly completed and stamped transfer deed. 


_________________________________________________________________  


4.Rights of Investors 


     1. To receive all benefits/ material information declared for the Investors by the Company. 


     2. Prompt Services from the Company such as transfers, Sub-divisions and consolidation 
of holdings in the Company. 


     3. Equity holders have a right to subscribe to further issue of Capital by the Company. 


     4. Brokerage not to exceed 2.5 per cent of the Contract Price. 


     5. Receipt of the Contract note from the broker in the specified format showing transaction 
price and brokerage separately. 


     6. Investors can expect delivery of shares purchased/value of shares sold within 2 days after 
the pay-out day. 


     7. Access to the Exchange arbitration facilities in case of dispute with brokers. Contact : 
The Investors Service Cell, The Stock Exchange, 1st Floor , Rotunda Bldg, Mumbai  400 001 


     8. For complaint against listed Companies/brokers contact: The Investors Service Cell, The 
Stock Exchange,1st Floor, Rotunda Bldg, Mumbai 400 001. 
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5.General Do's and Don’ts for Investors 


     1. Don't deal with unregistered intermediaries, as this would expose you to counter party risk. 


     2. Give clear and unambiguous instructions to your Broker / Sub-broker. 


     3. Keep a record of all instructions issued to the Broker / Sub-broker. 


     4. Confirm with your Broker / Sub-broker whether delivery is in physical or Demat form 
before selling shares. 


     5. Don't fall prey to promises of unrealistic high returns. 


     6. Don't indulge in speculative trading, go by fundamentals. 


     7. Trade within your predetermined limits. 


     8. Use the Investors Grievance Redressal system of the Exchanges to redress your grievances 
if any. 


     9. Understand the working of the Investor Service Cell for complaint against listed 
companies / Brokers. 


    10. You can trade on your own through Internet based trading by registering with a Broker. 


  


6.Process of solving investors grievances 


  BSE has established a full-fledged Investors Services Cell (ISC) to redress Investors 
grievances. Since its establishment in 1986, the Cell has played a pivotal role in enhancing 
and maintaining Investors faith and confidence by resolving their grievances either against 
listed companies or against Members of the Exchange. The services offered by the ISC are 
as under :   


Investors grievances against Listed Companies 


  ISC forwards the Complaints to the respective company and directs them to solve the 
matter within 15 days. In spite of the above efforts, if the company fails to resolve the 
Investors Complaints and the total no. of pending complaints against the company exceed 25 and 
if these complaints are pending for more than 45 days , after issue of show cause notice for 7 
days the Scrip of the company is suspended from trading till grievances are resolved. ISC 
also transfers such Scrips to  category for non-resolution of Investors Complaints. 


  ISC takes many other pro-active measures to resolve the Investors grievance such as: 


  Calling the Company representative to the Exchange to interact with Investors / Members 
to resolve the complaints. 


  Calling major Registrar & Transfer agent to the Exchange to interact and resolve the grievances 
of the Investors and Members of the Exchange. 


  Issuing monthly press release listing top 25 companies against whom maximum complaints 
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are pending for resolution. The same is also released on the website of the Exchange. 


  Pursuing Mumbai based companies to depute their representative to the Exchange to take 
the pending list of complaints & resolve the same immediately. 


  Investors' grievances against Members 


  The nature of complaints received by the Exchange can be broadly classified into the 
following categories: 


      * Non-receipt of delivery of shares/ Non removal of objection/Non-receipt of sale proceeds 
of shares/ Non-receipt of dividend/ Non-receipt of Rights, Bonus shares 


      * Disputes regarding Rate Difference 


      * Disputes relating to non-settlement of Accounts 


      * Miscellaneous Items 


  The complaints are forwarded to the concerned members to reply /settle the complaints 
within 7days from the receipt of the letter. If no reply is received or reply received is 
not satisfactory, the matter is placed before the IGRC (Investorâ€™s Grievance 
Redressal Committee) headed by Retd. High court Judge. IGRC is constituted by the 
Governing Board to resolve the Complaints of non-members against Members through the process 
of reconciliation. The parties are heard and the matter is tried to be solved amicably or it is 
referred for Arbitration under the Rules, Bye-laws & Regulations of the Exchange. 


7.Arbitration 


  The Investors complaints referred by IGRC can be against the (i) active members of the 
Exchange as well as the (ii) defaulter-members of the Exchange. The process of solving 
the Investors complaints through the arbitration procedure are as mentioned below: 


  Arbitration Procedure 


  For the purpose of resolution of grievances between Investors and Member-brokers, the 
Exchange has constituted an Arbitration Committee with the approval of SEBI. 


  The non-member arbitration panel consists of retired High Court and City Civil Court 
judges, Chartered Accountants, Company Secretaries, Solicitors and other professionals having 
in-depth knowledge of the capital market. 


  On receiving the direction for arbitration from the IGRC, the complainant (applicant) files 
relevant supporting documents for arbitration. A set of the arbitration documents is sent to the 
other party (respondent) for giving his counter reply. 


  After completion of the formalities, the matter is fixed for hearing before arbitrators. For 
claims less than Rs.10 lakhs, the applicant has/have to propose the name of three arbitrators 
and the respondent(s) has/have to consent on the name of one of the arbitrators. In case 
the respondent(s) does/do not consent on the arbitrator, the exchange appoints the arbitrator 
to adjudicate the matter. For claims above Rs.10 lakhs, a panel of three arbitrators, one each to 
be appointed by the applicant(s) and respondent(s) and the presiding arbitrator has to be 
appointed by the exchange to adjudicate the matter. 


  The date for hearing is fixed and the concerned parties are informed about the date 
through notices. After hearing both the parties and taking the submissions and the documents 
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on record, the arbitrator(s) close the reference and the award (decision) is given. 


  Appeal 


  If the applicant is not satisfied with the award he can appeal against the same in the 
Exchange within 15 days of the receipt of the award. The appeal bench of five arbitrators hears 
the matter and gives the award. 


  However, the aggrieved party has to deposit the awarded amount given by the Arbitral 
Tribunal with the Exchange unless and until the appeal bench exempts it partly or wholly. 


  If the award is in favour of the applicant, the active member has to abide by the decision. If 
he fails to abide by the award, the Disciplinary Action Committee (DAC) takes necessary 
action against him. The award becomes a decree after three months from the date on which it 
is given and can be executed as a court decree through a competent court of jurisdiction. The 
same can be challenged only in the High Court of Judicature, Mumbai. 


Arbitration Procedure against Defaulter Member of the Exchange 


  Any complaint against defaulter Members of the Exchange can directly be filed in 
arbitration. However the same has to be filed within 6 months from the date of declaring 
the Member as defaulter by the Exchange. The rest of the process is the same as above. 


  An award obtained against a defaulter member are scrutinized by the Defaulters committee (DC), 
a standing committee constituted by the Exchange, to ascertain their genuineness, etc. The 
awarded amount or Rs.10 lakhs whichever is lower is paid from the Customers Protection 
Fund (CPF). After the approval of the DC & Trustee of CPF, the amount is distributed to the 
clients who have obtained the award against defaulter member. 


    


8.Investors or Customers Protection Fund 


  BSE is the first Exchange to have set up the 'Stock Exchange Customers Protection Fund in 
the interest of the customer's of the defaulter members of the Exchange. This fund was set up 
on 10th July, 1986 and has been registered with the Charity Commissioner, Government 
of Maharashtra as a Charitable Fund. BSE is the only Exchange in India, which offers the 
highest compensation of Rs.10 lakhs in respect of the approved claims of any Investor against 
the defaulter members of the Exchange. 


  The members at present contribute contribute Rs.1.50 per Rs.10 lakhs of turnover. The 
Stock Exchange contributes 2.5% of the listing fees collected by it. Also the entire interest earned 
by the Exchange on 1% security deposit kept by with it by the companies making public / 
rights issues is credited to the Fund. 


9.Trade Guarantee Fund 


  In order to introduce a system of guaranteeing settlement of trades and ensure that 
market equilibrium is maintained in case of payment default by the Members the Trade 
Guarantee Fund was constituted and it came into force with effect from May 12, 1997. The 
main objectives of the fund are as given below: 


   1. To guarantee settlement of bonafide transactions of members of the Exchange inter se 
which form part of the Stock Exchange settlement system, so as to ensure timely completion 
of settlements of contracts and thereby protect the interest of Investors and the Members of 
the Exchange. 
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     2. To inculcate confidence in the minds of secondary market participants generally and 
global Investors, particularly to attract larger number of domestic and international players in 
the capital market. 


     3. To protect the interest of Investors and to promote the development of and regulation of 
the secondary market. 


    


The Fund is managed by the Defaulters Committee, which is a standing Committee constituted 
by the Exchange, the constitution of which is approved by SEBI. 


    


  


II. Rights of Investors 


     1. To receive material information from the company 


   2. Prompt services from company such as transfers, sub-divisions and consolidations of holdings 
in the company. 


   3. Equity holders have a right to subscribe to further issues of capital by the company. 


   4. Brokerage not to exceed 2.5 percent of the contract price. 


   5. Receipt of the contract note from the broker in the specified format showing transaction 
price and brokerage separately. 


   6. Investors can expect delivery of shares purchased / value of shares sold within 15 days 
from the end of settlement period. 


   7. Access to the Exchange arbitration facilities in case of dispute with broker. 


   8. For complaints against listed companies / brokers contact Investor Service Cell, Bombay 
Stock Exchange Limited, P.J. Towers, Dalal Street, Fort , Mumbai 400 001. 


  


    


  III. Safeguards For Investors 


        


The Stock Exchange Mumbai is one of the oldest stock exchanges in Asia which was founded 
in 1875. The Exchange not only provides an efficient market but also upholds the interests of 
the investors and ensures redressal of their grievances, whether against the companies or 
its member-brokers. It strives to educate and enlighten the investors by making available to 
them the necessary information transparently and promptly. Protecting the interest of 
investors dealing in securities is one of the main objectives of the Exchange. In pursuit of 
this objective the Bombay Stock Exchange (BSE) has issued the general safeguards that 
the investors have to follow while dealing in securities. 
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# While Selecting The Broker/ Sub-broker 


  # Enter Into An Agreement 


  # While Transacting 


  # Ensuring Settlement 


  # General Do's And Don'ts For Investors 


    


WHILE SELECTING THE BROKER/ SUB-BROKER 


      * Deal with only SEBI registered Broker / Sub-broker after due diligence. Details of List 
of Brokers can be procured from the Member's List published by the Exchange and from 
the website : www.bseindia.com 


    


ENTER INTO AN AGREEMENT. 


      * Enter into Broker / Sub-broker - Client Agreement. 


    * File a Client registration form with Broker / Sub - broker - Annexure A 


    


WHILE TRANSACTING. 


      * Specify to the Broker / Sub-broker, Exchange through which your trade is to be executed 
and maintain separate account per Exchange. 


    * Obtain a valid Contract Note (from Broker) / Confirmation Memo (from Sub-broker) within 
24 hours of the execution of the trade. 


          o Contract Note - Form 'A' - Contract Note issued where Member is acting for constituents 
as brokers and agents.- Annexure B 


          o Contract Note - Form 'B' - Contract note issued by Members dealing with constituents 
as Principals. - Annexure C 


          o Confirmation Memo - Form 'C' - Confirmation Memo issued by Sub-brokers acting 
for clients / constituents as Sub-brokers. - Annexure D 


    * Ensure that the Contract Note / Confirmation Memo contains Order no., trade no., trade 
time, quantity, price, brokerage and it is signed by authorised persons. 


  


  ENSURING SETTLEMENT. 


      * Ensure delivery of shares in respect of purchase and receipt of payment on sale of 
shares within two working days of pay-out. 
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    * Exchange issues Press Release immediately after pay-out. 


    * Preferably opt for buying and selling Demat shares. 


    * Open Demat account. 


    * Have shares transferred from the brokers pool account to your account immediately after 
the pay-out. 


    * If physical deliveries are received - check the deliveries received as per Good/Bad 
delivery guidelines issued by SEBI. 


    * All registration of shares for ownership of physical shares should be executed by a valid, 
duly completed and stamped transfer deed. 


    * Bad delivery cases should be sorted out through Exchange machinery immediately. 


GENERAL DO'S AND DON'TS FOR INVESTORS 


      * Don't deal with unregistered intermediaries, as this would expose you to counter party risk. 


    * Give clear and unambiguous instructions to your Broker / Sub-broker. 


    * Keep a record of all instructions issued to the Broker / Sub-broker. 


    * Confirm with your Broker / Sub-broker whether delivery is in physical or Demat form 
before selling shares. 


    * Don't fall prey to promises of unrealistic high returns. 


    * Don't indulge in speculative trading, go by fundamentals. 


    * Trade within your predetermined limits. 


    * Use the investor Grievance Redressal system of the Exchanges to redress your grievances 
if any. 


    * Understand the working of the Investor Service Cell for complaint against listed 
companies / Brokers. 


    * The Customer Protection Fund of Exchange compensates upto Rs.10 Lakhs per investor 
against possible Broker default. 


    * You can trade on your own through Internet based trading by registering with a Broker. 


  


  


  


IV.REDRESSAL OF INVESTORS GRIEVANCES 


 AND ARBITRATION PROCEDURE 
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The grievances of investors against listed companies and members of the Exchange are 
redressed by the Exchange. The Exchange also assists in arbitration process both between 
members & investors and members inter-se. 


  Investors. grievances against companies. 


Investors. grievances against member-brokers of the Exchange. 


Complaints of members inter-se. 


Resolution of complaints through arbitration. 


      * Arbitration between members inter-se. 


          o Arbitration Committee 


          o Lower Bench Arbitration 


          o Full Bench Arbitration 


          o Appeal before the Governing Board 


          o  Patawat Arbitration 


    * Arbitration between non-members and members and vice-versa. 


   (a) Investors. grievances against companies. 


  The investors' complaints against the companies are forwarded by the Exchange to the 
concerned companies and a copy of the letter sent to the company is also forwarded to 
the complainant. He is advised to intimate the Exchange if his complaint is not resolved within 
45 days. If a company fails to redress the complaint within 45 days, a reminder is sent. If 
a company still fails to respond to a large number of complaints pending against it, then 
a consolidated list of complaints is sent to it to resolve the same within 30 days. Inspite of the 
above efforts, if the complaints are not resolved, the company officials are asked to appear 
before the Investors' Grievance Redressal Committee (IGRC) appointed by the Governing Board 
of the Exchange to resolve all the investors grievances. This Committee consists of five 
members including a retired judge of Mumbai High Court. The company officials are impressed 
by the committee members to resolve all the pending grievances immediately. Through the 
above process, Investors' Service Cell was able to reduce the pending complaints considerably in 
the last two years. Inspite of these efforts, if the company fails to resolve complaints, then the 
scrip is likely to be to be shifted to "Z" group. A "Z" category company means that it has 
not complied with various provisions of listing agreement including non-resolution of 
investors' complaints. Through creation of "Z' category, the Exchange cautions investors to be 
more careful in their investments in scrips of such companies. Further, if a company fails to 
resolve investors' grievances, the Exchange may suspend trading in the scrip. 


    


(b) Investors. grievances against member-brokers of the Exchange. 


  The Exchange handles complaints of investors against members and vice-versa. The complaints 
of investors are forwarded by the Exchange to the concerned members to settle within 7 days 
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from the receipt of the letter. In case no reply is received from a member, a reminder is sent 
and the member is informed that if he does not reply/resolve the complaint immediately, a fine 
of Rs.500/- is levied on him. He is also directed to settle the matter expeditiously. In order 
to resolve the complaints expeditiously the matter is placed before the IGRC wherein both 
the investors and members present their case. After hearing both the parties, the Committee gives 
a decision which is binding on both the parties. In case a member fails to implement the decision 
of the IGRC, then the matter is referred to the Executive Director for taking disciplinary 
action against the member which includes referring the matter to the Disciplinary Action Committee. 


 (c) Complaints of members inter-se. 


  The complaints of members against other members of the Exchange generally pertain to: 


 i) settlement objections; 


  ii) Bad delivery of securities; 


  iii) Auctions, Re-auctions, Spot transactions, Call / Dividend adjustments, etc.; and 


  iv) Non-implementation of arbitration awards. 


  Members are required to lodge complaints against other members in the prescribed format 
in duplicate along with the necessary proof in support of the same. The complaints are 
then forwarded to the concerned respondent members asking them to either resolve the same 
under advice to the Exchange or offer their comments/explanation thereon within three days of 
the receipt of the same. In order to resolve the complaints of members interset a 
Brokers. Consultative Committee was appointed by the Governing Board. This Committee consists 
of five members of the Exchange. Whenever the complaints are received, the same are 
immediately put before the Committee. The Committee gives an award after hearing both 
the parties and if a party fails to implement the award then a show cause notice is issued to 
it. Inspite of this, if a member does not implement the award, then the Investors. Service 
Cell directly debits valan account of the member in the Clearing House and credits the 
other member. s account. As a result of the above, the number of pending complaints of 
members interse has been considerably reduced. 


    (d) Resolution of complaints through arbitration. 


  With a view to ensuring speedy and effective resolution of claims, differences and disputes 
between non-members and members and members inter-se, the Exchange has laid down a set 
of procedures for arbitration thereof. These procedures are duly embodied in the Rules, Bye-
laws and Regulations of the Exchange, which have been duly approved by the Government of 
India/SEBI, under the Securities Contracts (Regulation) Act, 1956. 


  Under the Rules, Bye-laws and Regulations of the Exchange, an in-house arbitration machinery 
has been provided to decide on : 


      * dispute between members inter-se; and 


    * dispute between non-members (clients/investors) and members of the Exchange. 


  All contracts of sale and purchase of securities entered into on the trading platform of 
the Exchange are subject to Mumbai jurisdiction and any disputes arising in respect of 
such contracts are necessarily required to be submitted for arbitration. However, complaints 
from non-members (clients/investors) against members and complaints of members inter-se are 
in the first case generally investigated by the Exchange. For the purpose of 
investigation, documentary proof like contract notes, bills, statement of accounts and 
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relevant documentary proof are called for from the parties. If required, personal meetings of 
the parties are also arranged in cases where issues to be resolved are of a complicated nature. As 
a last resort, where there are claims and counter-claims and the matter cannot be easily resolved 
by the intervention of the Exchange officials, the parties are advised to file an arbitration 
reference. The Exchange has amended the Bye-laws relating to arbitration between members 
with effect from 29th August, 1998 after getting the approval from SEBI. 


     1. Arbitration between members inter-se. 


      Arbitration Committee : 


      The provisions relating to Arbitration Committee which deals with arbitration between 
members inter-se are laid down in the Bye-laws Nos.282 to 315 of the Rules, Bye-laws 
and Regulations of the Exchange. 


      A three tier arbitration machinery has been provided in the Exchange to decide on 
disputes between members. All claims, complaints, differences and disputes between 
members arising out of or in relation to any bargains, dealings, transactions or contracts are 
subject to arbitration and are referred to the Arbitration Committee. The Arbitration Committee 
is appointed by the Governing Board every year. For the year 2000-2001, the Governing Board 
has appointed 23 members of the Exchange as members of the Arbitration Committee. 


      Lower Bench Arbitration : 


      A Committee of three arbitrators from the Arbitration Committee is constituted by the 
Secretary of the Arbitration Committee to look into such disputes if the value of the claim 
exceeds Rs. 25,000, while only one arbitrator will hear the dispute if value is less than Rs. 25,000. 
A member filing an arbitration reference is required to attach a coupon of Rs.100/- along with 
his arbitration application. Both the applicant and the respondent or their authorised 
representatives are required to be present in the arbitration meetings. After hearing the parties, 
the arbitrators give the award. 


      Full Bench Arbitration : 


      An aggrieved member, who is not satisfied with the award of the Lower Bench 
Arbitration Committee, may file an appeal before the Full Bench of the Arbitration Committee 
within seven days from the date of receipt of the award by him provided the sum involved in 
the award is not less than Rs.50,000/-. The member who desires to file an appeal before the 
full bench of the Arbitration Committee is also required to deposit the amount of the award or 
shares as stated in the Lower Bench award with the Exchange along with a fee of Rs.500/-. 
The deposit amount/shares are retained with the Exchange until the case is decided by the 
Full Bench. In the Full Bench Arbitration meetings, all the members of the Arbitration 
Committee decide the case of appeal against the award of the Lower Bench. 


      Appeal before the Governing Board : 


      A member who is not satisfied with the award of the Full Bench Arbitration Committee 
may prefer an appeal before the Governing Board provided the amount of the award of the 
Full Bench Arbitration Committee is not less than Rs.1,00,000/-. An appeal should be filed 
within seven days from the date of the award of the Full Bench Arbitration Committee by paying 
a fee of Rs.700/- and also by depositing the award amount/shares as stated in the award with 
the Stock Exchange. The Governing Board is the final appellate authority in the case of 
arbitration between members. Beyond this level there is normally no appeal provision but 
in exceptional situations the Governing Board may permit a member to make a further appeal to 
a Court of Law. 
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      Patawat Arbitration : 


      In addition to the three tier arbitration machinery as stated above, "Patawat Arbitration", i.
e., disputes arising out of physical delivery of securities, is held after every settlement (Patawat). 
In this arbitration, all the members of the Arbitration Committee participate and 
award "Chukadas" (awards) on the objection memos indicating whether documents delivered are 
"in order" or "not in order". The members/their representatives obtain the "Chukadas" in 
the Patawat Arbitration sessions. The member is required to affix a coupon of Rs.50/- on 
the objection memo, stating the nature of the objection as per the "Uniform norms for Good/
Bad delivery" guidelines standardized by SEBI across the Stock Exchanges while obtaining 
the award. 


     2. Arbitration between non-members and members and vice-versa. 


      Bye-laws Nos. 248 to 281 of the Rules, Bye-laws and Regulations of the Exchange deal with 
the procedure regarding arbitration between non-members (clients/investors) and members of 
the Exchange. At present members of the Exchange as well as outsiders act as arbitrators in 
the disputes and claims filed by the non-members against members of the Exchange and vice-
versa. The Exchange has since appointed a panel of 24 outside arbitrators consisting of 
retired Judges, Chartered Accountants and other persons from the financial field in addition to 
16 members of the Exchange. This is pursuant to instructions from SEBI to reconstitute 
the Arbitration Committee comprising of 40% of the members of the Exchange and 60% outsiders, 
i.e., those who are not members of the Exchange. 


      The Exchange has recently amended Bye-laws relating to Client v/s. Member arbitration 
in conjunction with Arbitration and Conciliation Act, 1996, passed by the Government of India. 
This has become effective from 29th August, 1998. Under the new amended bye-laws there is 
a panel of three arbitrators, one appointed by the applicant, one by the respondent and the third 
by the Exchange. In case the value of the disputed claim is less than Rs. 1 lakh, then only 
one arbitrator is appointed and if the value is greater than Rs. 1 lakh, then there are 
three arbitrators for the case. Under the new amended bye-law after getting the arbitration 
award, the aggrieved party can appeal to the arbitration tribunal for any 
typographical/computational error, if any, occurred in the award within fifteen days from the 
receipt of the award. In the amended Bye-law which provides for an appeal whereby the 
aggrieved party within fifteen days of the receipt of the award can file to the arbitration tribunal 
for re-hearing the whole case. On receipt of the appeal, the Exchange appoints an appeal 
bench consisting of five arbitrators who re-hear the case and then give the decision. The 
judgment of the appeal bench is by a majority decision and binding on both the parties. The 
final award of the bench is enforceable as if it were the decree of the Court. Bye-laws of 
the Exchange provide that all arbitration references be closed normally, within a period of 
four months. 


_________________________________________________________________________________________ 
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WHAT IS SHARE MARKET


WHAT IS SHARE MARKET 
  
Share Market - 
A Share market is the place where buying and selling of shares takes place.
Nowdays due to internet and advanced technology buying and selling of 
shares takes place anywhere in india and also from foreign country, there is 
no need to be physical present in exchanges like NSE and BSE. 
 
Share market and its analysis 
Financial markets like NSE (National Stock Exchange) and BSE (Bombay 
Stock Exchange) are countries economic barometer (a guide to economic 
growth). 
Stock markets like NSE and BSE enable trading of a company's stock. 
First let us understand the Working of a share (stock) market 
To learn more about how you can earn on the stock market, one has to 
understand how it works. A person want to buy/sell shares in the share 
market has to first place his/her order with a broker or can do themselves 
using online trading systems (this will be discussed later). 
When the buy order of the shares is communicated to the exchange [either 
NSE {National Stock Exchange} or BSE {Bombay Stock Exchange}]. The 
order stays in the queue of exchange's other orders and gets executed if the 
price of that share comes to that value. The shares purchased will be sent to 
the you either in physical or demat format 
 
Rolling Settlement Cycle: (RSC) 
RSC means when you will get your shares in your demat account or in 
physical form. 
In a rolling settlement, each trading day(T) is considered as a trading period 
and trades executed during the trading day(T) are settled on a T+2 basis i.
e. trading day plus two working days. 
PRIMARY & SECONDARY MARKET


RIMARY MARKET 
Market for new issues of securities, as distinguished from the Secondary 
Market, where previously issued securities are bought and sold. 
 
A market is primary if the proceeds of sales go to the issuer of the 
securities sold. 


This is part of the financial market where enterprises issue their new shares 
and bonds. It is characterised by being the only moment when the 
enterprise receives money in exchange for selling its financial assets. 
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SECONDARY MARKET 
The market where securities are traded after they are initially offered in the 
primary market. Most trading is done in the secondary market. 


To explain further, it is Trading in previously issued financial instruments. An 
organized market for used securities. Examples are the New York Stock 
Exchange (NYSE), Bombay Stock Exchange (BSE),National Stock Exchange 
NSE, bond markets, over-the-counter markets, residential mortgage loans, 
governmental guaranteed loans etc. 
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CLASSES ON : SHARE TRADING BASICS


BASICS ON SHARES TRADING
 
 


1.          An analytical study on Investment: How to find the best   


                suitable investment.    
 
Investing is a method of purchasing assets in order to gain profit in the form of reasonably predictable 
income (dividends, interest, or rentals) and appreciation over the long term. Investment is The act of 
committing money or capital to an endeavor with the expectation of obtaining an additional income or 
profit. It's actually pretty simple: investing means putting your money to work for you. The wonder of 
compounding (sometimes called "compound interest") transforms your working money into a state-of-
the-art, highly powerful income-generating tool. Compounding is the process of generating earnings on 
an asset's reinvested earnings. Even though all investors are trying to make money, each one comes 
from a diverse background and has different needs. Generally speaking, investors have a few factors 
to consider when looking for the right place to park their money. Safety of capital, current income and 
capital appreciation are factors that should influence an investment decision and will depend on a 
person's age, stage/position in life and personal circumstances. As a general rule, the shorter your 
time horizon, the more conservative you should be. 
 
Any investment depends on the factors: Purpose, Time, Risk Tolerance Capacity of the investor; and 
for selection of an investment  factors to be considered are: Percentage of Risk involved and 
percentage of return in terms of purchasing power. The purpose for which one goes for investment 
plays vital role in choosing the product. For example, if the investor wants to invest his savings for his 
retiring benefit when he is young, he can take more risk as he has the risk tolerance capacity; that 
means even if he loses this investment he has the capacity to earn this savings in the course of time  
before retirement; however, on the other hand, if a retired person wants to invest his retired benefits 
for a specific period for his daughter's marriage, naturally he has to choose the first priority of safety 
and thereafter only he can prioritise the percentage of return factor. The time factor, that means the 
period for which your money should stay away from you as an investment before you have to use it for 
a purpose, is very important. With regard to 'Risk factor' we will see the two extremities: in the first 
you invest in lottery ticket wherein you know very well that you may not get back your invested money 
whereas if at all you get the return that will be huge; say for example you purchase a lottery ticket for 
Rs.10 and you may get a prize of Rs.1,00,000 also. So in this case the return is 10,000 times greater 
than your original investment of Rs.10. So in the lottery system risk is 99% but return is 1000%. Now 
we will take another extreme case wherein you invest Rs.1000 in a nationalised bank and get back 
Rs.1100 at the end of year with 10% interest; in this case the risk is 1% but the return is 10%. 
Therefore considering these two extreme cases we conclude the golden hypothesis in investment: 
'more risk yields more return'. Now we will examine another important hypothesis in investment:' 
better risk yields better return'. Suppose you invest Rs.10,000 in SBI shares and Rs.10,000 in Reliance 
shares both being excellent stocks, after three years, SBI would have yielded double your investment 
whereas, because of bonus shares and right issues, Reliance would have yielded four times of your 
investment; therefore we can conclude that your choice of better stock has yielded better return. 
 
The rate of return on investments should be greater than the rate of inflation, leaving you with a nice 
surplus over a period of time. Now we will see what is the meaning of 'return'. Any return is good or 
bad in relation to your purchasing power. That is: suppose today you invest Rs.16,000 and purchase 
gold of 16gms for Rs.16000, and after three years your holding of gold then costs Rs.32000, then the 
return you get out of your investment clubbed with the capital should be worth more than Rs.32,000; 
then only the investment is a  worthy one. That means anything you purchase with the initial 
investment amount should be less than the quantity of the same thing with the amount of return of the 
investment at the time of encashment of the investment. i.e purchasing power of your initial 
investment should be < the purchasing power of your return including invested money, or the 
appreciation of your investment, on maturity/encashment.
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The following are brief descriptions for beginning investors to familiarize themselves with different kinds 
of investment options:


Bank Deposits


Various schemes for savings and investment are available in banks in the categories of simple interest 
and compound interest as per the needs of the public but at a lower rate of interest but with highest 
security.


Government Securities


These securities like N.S.C, Indira Vikas Patra, etc are highly secured but at lower rate of returns when 
you compare with other returns other than of banks.


Debentures


Standard companies issue debenture bonds to the public at a very rate of interest; and as debenture 
issues are nothing but borrowings the return of invested money is guaranteed and sometime there will be 
scope for converting part of, or full of, these debentures into shares of the companies; as such in addition 
to better return there is a probability of getting capital appreciation also.


Life Insurance 
Life Insurance policies are another kind of investment that is fairly popular. It is a way to ensure income 
for your family when you die. It allows you a sense of security and provides a valuable tax deduction.


Stocks 
Stocks are a unique kind of investment because they allow you to take partial ownership in a company. 
Because of this, the returns are potentially bigger and they have a history of being a wise way to invest 
your money.


Bonds 
A bond is basically a promise note from the government or a private company. You agree to give them a 
set amount of money as a loan and they keep it for a set number of years with a predetermined amount 
of interest. This is typically a safe bet and one that is a good investment for a first time investor because 
there is little risk of losing your money.


Mutual Funds 
Mutual funds are a kind of investment that are based on the gains and losses of a shareholder. Basically 
one person manages the money of several or many investors and invests in a list of various stocks to 
lessen the effect of any losses that may occur.


Real Estate 
Real Estate is a tangible kind of investment. It includes your land and anything permanently attached to 
your piece of property. This may include your home, rental properties, your company or empty pieces of 
land. Real estate is typically a smart and can make you a lot of money over time


Chit Funds


You remit certain amount of money for a certain period and get back the fixed and agreed amount of 
return after the period. This is just opposite to Recurring Deposit system. Every month total amount 
collected from all the members is auctioned on discount system and the discount amount is distributed to 
all the members; this share of discount is the return from the Chits and it will definitely be higher than 
the return from Banks and Post Office.


Brokered Certificates of Deposit (CDs) 
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CDs are a kind of investment where you deposit money for a set amount of time. The good thing about 
CDs is that you can take the money out at any time without paying a penalty fee. We all know life isn't 
predictable, so this is a nice feature to have in your option.


Money Market Funds 
A good short-term investment is a Money Market Fund. With this kind of investment you can earn interest 
as an independent shareholder.


Annuities 
If you are interested in tax-deferred income, then annuities may be the right kind of investment for you. 
This is an agreement between you and the insurer. It works to produce income for you and protect your 
earning potential.


401K Plans 
The easiest and most popular kind of investment is a 401K plan. This is due to the fact that most jobs 
offer this savings program where the money can be automatically deducted from your payroll check and 
you never realize it is missing. 


Conclusion:


Therefore, the best suitable investment for you is striking balance among purpose, time, risk and return 
to your requirement and risk tolerance capacity.  


When to invest and how much:


Remember that no amount is too small to make a beginning. Whatever amount of money you can spare 
to begin with is good enough. You can keep increasing the amount you invest over a period of time as 
you keep growing in confidence and understanding of the investment options available and So instead of 
just dreaming about those wads of money do something concrete about it and start investing soon as you 
can with whatever amount of money you can spare. In brief, cultivate the habit of savings irrespective of 
quantum, after some time transfer the savings to investment and finally at optimum level convert the 
'investment for return' to 'investment for apprciation'.


 


 
      
2.          Birth of Shares: How does a business develop into Public Ltd Co.  


Suppose you start a business of internet-center with your own capital, then it is called sole-proprietorship 
concern and you are able to generate a turn over of Rs.3.5 lacs per annum. 


Slowly you start running an institute for computer education in the same center and because of your 
excellent teaching and placement, the demand increases to such an extent for which you don't have 
sufficient funds to improve the infrastructure. So you approach your friends and make some of them as 
partners in your business . Therefore, now your business becomes a partnership firm. 


Now you step into B.P.O business and it grows very fast with a lot of demand; now you like to widen your 
capital, infrastructure and man-power to meet the demand and earn huge profit. Now also you approach 
other friends to join in your business but they are afraid of losing their personal assets also if this 
business fails, because, in the partnership, any loss in the business can be adjusted with the personal 
assets of partners if the total assets of the business is not sufficient to clear off the debts. However they 
are prepared to join in your business provided you go for converting your business concern as private Ltd.
Co because any loss of the company can be adjusted to the extent of one's shares and not beyond as far 
the share-holder's liability is concerned. Here, now, your business concern becomes Pvt.Ltd Co with share-
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holders (i.e your friends who have invested in your business).


 Thereafter you expand your business into software line and your business opportunities multiply to lacs 
of dollars; to face these opportunities, your requirement of funds touches Rs.1000 crores. Now you know 
that you can't raise this much of huge funds either with your friends, or banks.  So you approach your 
banker for the way out to meet these demands and the banker advises you to go for public offer of your 
shares to raise this much of money without interest to be paid. The reason the public become 
shareholders is to earn better return and also because of transferability of such shares. Therefore, with 
the help of your banker you advertise about public offer of your company's shares and because of your 
good-will in the market, your public issue is over subscribed. Now your concern has become Public Ltd 
Company. 


_____________________________________________________________________________________


 
3.          What is share and what are its advantages   


What is share


Share is nothing but the Ownership of the company divided into small parts and each part is called as 
Share or Stock. A person carrying a share of a company holds that part of ownership in that company. If 
you are holding shares of a company, that means that you are sharing the ownership of the company to 
the extent of percentage of your shares holding to the total no. of shares of the company and as well 
sharing the profit, of loss, of the company to the same extent. Equity is a share in the ownership of a 
company. It represents a claim on the company's assets and earnings. As you acquire more stock, your 
ownership stake in the company increases. The terms share, equity and stock mean the same thing and 
can be used interchangeably.


A share or stock is a document issued by a company, which entitles its holder to be one of the owners of 
the company. A share is issued by a company or can be purchased from the stock market. By owning a 
share you can earn a portion and selling shares you get capital gain. So, your return is the dividend plus 
the capital gain. However, you also run a risk of making a capital loss if you have sold the share at a price 
below your buying price.


●     Owning a stock or a share means you are a partial owner of the company, and you get voting rights 
in certain company issues 


●     Over the long run, stocks have historically averaged about 10% annual returns and investments in 
stocks can generate returns through dividends


It is important that you understand the distinction between a company financing through debt and 
financing through equity. When you buy a debt investment such as a bond, you are guaranteed the 
return of your money (the principal) along with promised interest payments. This isn't the case with an 
equity investment. By becoming an owner, you assume the risk of the company but however being a 
share-holder your maximum loss will be of your investment in the shares of the company but your 
personal assets are safe and beyond purview of the company's loss, unlike of sole-proprietorship , or of  
partnership.


Advantages of shares holding


1. Limited liability:-Another extremely important feature of equity is its limited liability, which means that, 
as a part-owner of the company, you are not personally liable if the company is not able to pay its debts. 
In case of holding equity shares, the maximum value you can lose is the value of your investment. Even if 
a company of which you are a shareholder goes bankrupt, you can never lose your personal assets. 
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2. Appreciation:-Shares in the secondary market move in tune with demand and supply of the company's 
shares and generally, the shares of good companies move upward thereby creating appreciation in its 
value, or because of bonus and rights issues you can multiply the quantity of the company's shares at a 
very low cost. 


3. Liquidity:-As shares are transferable, you can sell the shares on any day thereby such transferability 
and demand create liquidity for such shares. 


4. Profit without Investment:- As you get loan against standard shares easily from Banks, the loan amount 
may be re-invested in shares thereby, without your investment, you can earn profit that being the 
difference between the return from such shares and the interest you pay for such loan against shares.


_____________________________________________________________________________________


 
4.          Primary Market (I.P.O/Public Issue) and Secondary Market 


              (Share Market) 
 


(i) Primary Market
 
Why does a company issue stock? Why would the founders share the profits with thousands of people when 
they could keep profits to themselves? The reason is that at some point every company needs to raise money. To 
do this, companies can either borrow it from somebody or raise it by selling part of the company, which is 
known as issuing stock. The first sale of a stock, which is issued by the private company itself, is called 
the initial public offering (IPO). 
  
Above we have seen how a small computer center has become a giant software company thereby called for 
public participation in it by offering its shares to them. In investor's point of view, first you see an advertisement 
in papers, T.V and magazines about a company calling for public participation by way of applying for its shares 
at a fixed band-width. This is called Public issue of the company. These share applications will generally be 
available with brokers and bankers to the issue. You will get an abridged prospectus along with the application 
and full prospectus will be provided on demand but free of cost. SEBI is contemplating of bringing the 
procedure of applying for the shares of the public issue  electronically. 
also. Public issues can be classified into Initial Public offerings and further public offerings. In a public offering, the issuer 
makes an offer for new investors to enter its shareholding family. The issuer company makes detailed disclosures as per 
the DIP guidelines in its offer document and offers it for subscription. Initial Public Offering (IPO ) is when an unlisted 
company makes either a fresh issue of securities or an offer for sale of its existing securities or both for the first time to the 
public. This paves way for listing and trading of the issuer’s securities. 
When a company floats a public issue or IPO, it prints forms for application to be filled by the investors. Public issues are 
open for a few days only. As per law, any public issue should be kept open for a minimum of 3days and a maximum of 21 
days. For issues, which are underwritten by financial institutions, the offer should be kept open for a minimum of 3 days 
and a maximum of 21 days. For issues, which are underwritten by all India financial institutions, the offer should be kept 
open for a maximum of 10 days. Generally, issues are kept open for only 3 to 4 days. The duly complete application from, 
accompanied by cash, cheque, DD or stock invest should be deposited before the closing date as per the instruction on 
the from. IPO's by investment companies (closed end funds) usually contain underwriting fees which represent a 
load to buyers. 


Generally, most shares have a face value (i.e. the value as in a balance sheet) of Rs.10 though not always offered to the 
public at this price. Companies can offer a share with a face value of Rs.10 to the public at a higher 
price. The difference between the offer price and the face value is called the premium. As per the SEBI 
guidelines, new companies can offer shares to the public at a premium provided :
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1.The promoter company has a 3 years consistent record of profitable working.


2.The promoter takes up at least 50 per cent of the shares in the issue.


3.All parties applying to the issue should be offered the same instrument at the same terms, especially regarding the 
premium.


4.The prospectus should provide justification for the propose premium. On the other hand, existing companies can make a 
premium issue without the above restrictions.


Generally nowadays the premium for the public issue will not be fixed quantum but mentioned as band-width 
with minimum and maximum and you have to choose the premium according to its worth in your point of view 
and apply for such premium. After the closure of the issue they will decide a particular premium (say cut-off 
premium)  wherefrom to the maximum premium number of shares they allot should be equivalent to the total 
number of shares they offered to the public and this particular premium will be the premium they collect from 
all the allottees. 
Therefore, if the company is excellent like Reliance Power, you apply for maximum premium and if you are not 
very particular, but sure of good appreciation after certain period, you may opt for minimum premium and for 
others you opt for such premium of its worth. 


(ii) Secondary Market


Immediately after the public issue, the company, which has floated the shares to the public, registers with the stock-
exchanges, otherwise called share market, and thereby the company's shares can be purchased, or sold, in such 
markets, that is called trading. In our country there are two gigantic share markets viz; Bombay Stock Exchange and 
National Stock Exchange. These are the two exchanges in which you can carry out your trading thro' internet from 
anywhere. The public can not sell, or buy, shares in this market directly but thro' the registered share-brokers only. These 
brokers thro' their computer network with the respective exchange directly buy, or sell, any listed share. It is like your 
vegetable market in which you can purchase brinjal provided it is brought by some shop-keepers to sell. However 
common standard vegetables like onion, tomato, lady fingers, etc will be available always. Similarly you can purchase 
SBI shares provided there is somebody to sell the shares in the market and so also you can sell SBI shares provided 
somebody in the market is prepared to buy the same. Therefore the whole stock market functions on demand and supply 
principle. This is very important factor in your dealing with your share trading. Hence it will be feasible for you only when 
you  purchase standard shares which always command voluminous transactions everyday because of easy liquidity for 
you. The only exception can be for such shares (even though not much traded in the market) which you are sure of 
appreciating very high in the near future.


Therefore if you are interested in dealing with shares, then the first step is to become customer of any registered broker. 
We like to caution you that unless you are certain of integrity of a broker, don't become member of  the brokerage firm 
whatever less commission, or any other facility, he offers. However our strong suggestion is to go for on-line trading that 
too with such brokers like: I.C.I.C.I Bank, or Sharekhan, or Reliance Money, etc.


To learn more about how you can earn on the stock market, one has to understand how it works. A 
person want to buy/sell shares in the share market has to first place his/her order with a broker or can do 
themselves using online trading systems .When the buy order of the shares is communicated to the 
exchange [either NSE {National Stock Exchange} or BSE {Bombay Stock Exchange}]. The order stays in 
the queue of exchange's other orders and gets executed if the price of that share comes to that value. 
The shares purchased will be sent to the you either in physical or demat format. 
 
 
SEBI is a Government authority to monitor and control the share market in order to protect the investors. After SEBI is 
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established, the interest of the share holders in their holdings is very much protected. Nowadays your share transactions 
thro' your broker have been brought to such an extent of transparency that if you get doubt about any transaction done by 
your broker on your behalf, you can go to BSE, or NSE, web site and type the transaction code, given by your broker for 
the particular transaction, in the provided space and you get all the real details of the transaction so that you can cross 
verify the authenticity of the information given by your broker and the actual transaction taken place in the Exchange.


For your kind information, any transaction in the exchange materializes only after 1+2 days. RSC (Rolling Settlement 
Cycle) means when you will get your shares in your demat account or in physical form. In a rolling 
settlement, each trading day(T) is considered as a trading period and trades executed during the trading 
day(T) are settled on a T+2 basis i.e. trading day plus two working days. That means if you buy SBI shares 
today, only on the third day the shares will actually be credited in your D.P account; thereby, please note that, you can 
sell such shares which have not much transactions every day only on the third day of your purchase. In fact, some of the 
brokers do not allow you to sell your purchased shares until the shares are credited to your D.P account.


________________________________________________________________________________ 
 
  


       5.  How to apply for public issue and how to choose an I.P.O   


Suppose you want to apply for a public issue, the application for the issue will be available with your share-broker, or with 
the banker to the issue. Even though an abridged prospectus will be supplied along with the application, demand and obtain 
full prospectus which is available free.  Study the company's Balance Sheet and Profit & Loss account for the last three 
years in which look into their % of growth of turnover and profit. Observe about their borrowings and see how they have 
utilised the funds in the business. Look into the demand for their products, opportunity for its growth and capacity to grow. 
See the past history of the people governing the company and if the company's future depends upon such people, see 
whether they will stay with this company for a long time. Thereafter, if you are satisfied then you fill up the form and attach 
your cheque for the initial amount you have to pay along with the application and handover to the banker to the issue; 
however, in most cases of brokers they accept the applications from their customers, handover to the banker and return the 
acknowledgment to the respective customer.


As of nowadays, the offer price is demanded in a band system If the company is excellent like Reliance Power, you apply 
for maximum premium and if you are not very particular, but sure of good appreciation after certain period, you may opt 
for minimum premium and for others you opt for such premium of its worth. However, once stockinvest system is re-
introduced, you better make use of this system. Basically stock invest system is that wherein the amount you have to pay 
along with the application need not be paid by cash but by way of banker's guarantee otherwise called stock invest. Suppose 
you have a deposit with a bank you can utilise the deposit amount for primary market without either breaking the deposit or 
withdrawing the deposit prematurly and not losing the interest it earns. That means you take a chance for getting the shares 
allotted without losing your interest earning deposit but however if you are allotted, then you transfer the interest earning 
deposit to appreciating investment. The stock invest system works like this: suppose you have a deposit of Rs.50,000, and 
you want to send Rs.15000  to apply for a public issue, now you take a stock invest for Rs.15000 from the bank where you 
have the deposit . The stock invest is only Bank' guarantee to the company that if you are allotted shares, then the bank will 
pay the company to the extent of Rs.15,000; thereby the amount of Rs.15,000 will be debited to your account only when 
there is an allotment to you, otherwise the deposit stands intact yielding the interest without any break.


Moreover, before applying for any IPO , analyse the following factors: 


1. Who are the Promoters ? What is their credibility and track record ?


2. What is the company manufacturing or providing services - Product, its potential


3. Does the Company have any Technology tie-up ? if yes , What is the reputation of the collaborators
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4. What has been the past performance of the Company offering the IPO ?


5. What is the Project cost, What are the means of financing and profitability projections ?


6. What are the Risk factors involved ?


7. Who has appraised the Project ? In India Projects apprised by IDBI and ICICI have more credibility than small     Merchant 
Bankers


___________________________________________________________


 
6.          How to enter into Secondary Market? 


At the outset let us understand the principle of trading in share market. Share market at one point of time was like a fish 
market wherein all its members used to gather and transact their share business among themselves with an understanding of 
settlement of their transactions through the Stock Exchange to which they are members. Therefore if you want to sell, or 
purchase,  shares, invariably you have to approach any broker recognised by stock exchange as its member. This system is 
a necessity for the sake of settlement issues.


 Now you can understand that if you want to enter into Secondary Market, necessarily you have to become a customer of 
any broker; naturally every broker will have his own terms and conditions. By becoming his customer you have to open a 
Trading Account with him thereby your money in this account will be used to purchase shares and so also whenever you 
sell your shares the proceeds can be credited to this account. Trading account is like a Savings Bank account in a bank but 
the difference is that this account is being maintained by the broker.


Previously shares are distributed by way of share certificates which are hard copies. When you buy any shares, the 
respective share certificates are used to be handed over to you with a transfer certificate signed by the seller requesting the 
company to transfer the certificate to your name; and you have  to send the share certificate along with the transfer 
certificate to the company and get it transferred to your name thereafter only you become eligible to get dividend, right 
issues, bonus issues, etc. Because of this cumbersome procedure many people were not getting the certificates transferred 
to their names but used to sell the shares and pass on both the certificates to the purchaser thro' the broker; in the process if 
any body was interested to get it transferred the share to his name, the signatory of the transfer certificate being the nth 
unknown person, the transferee used to face a lot of technical problems for which his broker was also helpless. After SEBI 
was established, to tide over these problems, it has converted all the hard copies of share certificates into dematerialised 
electronic forms. That is how, now, you see all the shares in a separate account instead of being in certificate form, and 
such account, wherein your shares are being maintained, is called DEMAT account. So you have to open another account 
viz Demat account before entering into the secondary market.


Demat (short form of Dematerialization) is the process by which an investor can get shares (also called as physical  
certificates) converted into electronic form maintained in an account with the Depository Participant (DP). Depository is an 
organization responsible to maintain investor's securities (securities can be shares or any other form of investments) in the 
electronic form. All shares what you possess will show in your demat account, so you don't have to possess any physical 
certificates. They are all held electronically in your demat account. As you buy and sell the shares, accordingly your shares 
will get adjusted in your account. The market regulator, the Securities and Exchange Board of India (SEBI), has made it 
compulsory to open the demat account if you want to buy and sell shares. So a demat account is a must for trading and 
investing. When you approach any broker for your trading in shares, he will guide you to open a demat account. The 
documents required to open demat account are: Xerox copy of your PAN card, two photos and proof of your residence (for 
which any one of Voter's ID,  Passport,  Ration card,  Driver's license,  Photo credit card Employee ID card,  IT returns,  
Electricity/ Landline phone bill  is sufficient). Charges to open and maintain demat account vary from one DP to another. 
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To know the latest charges please visit websites of www.nsdl.co.in and www.cdslindia.com.


So you should have two accounts viz: trading account and DEMAT account with your broker and if your broker happens to 
be a banker he may treat your savings bank account itself as trading account; wherein trading account deals with money 
and the demat account deals only with shares. The one advantage with demat account is that there is no stipulation of 
maintaining minimum shares in the account. On opening of these two accounts you can start trading in shares. Generally 
you can purchase any no. of shares to the extent of balance available in your trading account and you can sell any share of 
any quantity to the extent of availability of such shares of such quantity in your demat account.


 


  ______________________________________________________________________________


 
7.          Secondary Market as Investment field & Gambling arena: 


              How to distinguish 
 
Some people say that dealing with secondary market is gambling and some other say that it is an investment. 
Now our doubt is  which is true and which is false; but the fact is both are true. In philosophical terms, the 
dealings in secondary market is like 'MAYA'.; that means; it depends upon how you perceive and handle your 
transactions. Now we will  elaborate on how the same one looks as gambling and as well as investment.
We will take up one hypothetical (imaginary) case for understanding this difference thoroughly. Let us imagine 
that Reliance is coming out with a public issue of its super market as 'Reliance Fresh' @Rs.150 per share and 
you are allotted 100 shares @ Rs.150 per share, wherein the original company's value of the share being Rs.100. 
In two years the company would have declared dividend of 40% each year consistently. Your friend Raman is 
very smart but would have deposited some money in a bank and on its maturity he would have got Rs.20,000. 
When he gets 9% interest if he re-deposits in the bank without capital appreciation, his investment in this share 
at a premium of Rs.50 more seems to be far better than the bank's deposit, as he will get 20% return and added 
to that, his investment appreciates in the course time by its price going up beyond his invested capital of Rs.200.
Therefore he offers to purchase the shares from you @200 which you also gladly oblige. Now I come into 
picture with an offer of Rs.250 per share to Mr.Raman because of the yield for my investment of Rs.250 , i.e 
@16%, is still better than bank's deposit with an assured capital appreciation. Thereafter my friend Mahesh 
offers Rs.300 with an eye on the  yield of 13.3% for his investment of Rs.300 per share. Similarly the offer goes 
upto Rs.400 wherein the yield is almost equivalent to the yield from the investment in the bank, however the 
people prefer the investment in this share because even though the yield is same there is capital appreciation 
which is not there in the investment in banks. Here capital appreciation need not be because of rise in the share 
price in the secondary market, but because of issuance of bonus shares, rights issue by company periodically. 
Now you observe that the rise in the share price from Rs.200 to Rs.400 is because of calculation of return being 
advantageous to purchasers; that means till now the share is purchased in the investment point of view only.
Your friend Ramu is observing the rise of the share's price by Rs.50 every day in the market and he is not 
bothered to find the reasoning behind such rise; rather he is anxious to make quick buck thro' share market. His 
calculation merely on the rate of rise of the share's price in the market shows that today's rate of Rs.400 will 
shortly become Rs.600; therefore he purchases the share @Rs.500 to sell it shortly @Rs.600 to make a quick 
buck of Rs.100 within a short time. He is neither interested to understand the reasonings for such rise nor 
bothered to find out the real worth of the share, but just goes by market trend. Here starts gambling.
 
In the above-mentioned hypothetical case, we observe that upto Rs.400, the share was going up with the 
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people's calculated moves as an investment and their main tool is calculation and their expectation is 'better 
return' with 'calculated risk'; but however after Rs.400, the share started to move upward only on the basis of 
people's temptation to make fast buck with an absolute risk. So long the share was moving up with calculated 
risk for a better return, the buying such share is called investment; whereas when the share started moving up 
with absolute risk on temptation such buying is called gambling. Therefore the line of division between 
investment and gambling in share market is whether the approach is based on calculation or based on 
temptation. Hence we deduce from the above is better to approach shares market with our own calculation based 
on our own sense rather than temptation.
 
We will take a hypothetical case to understand how to deal with without temptation but with profit. Suppose you 
like to deal with the market on intra-day basis because you have come to know that Mysore Cement may go up 
on that day; therefore you purchase 100 shares of Mysore Cements at the rate of Rs50 per share at the time of 
opening of the market in the morning and I have also purchased 100 shares of Mysore Cements at the same rate 
in the morning along with you. You are a sensible man dealing with shares with caution and calculation, 
whereas I am an over ambitious man dealing with shares with temptation of swiping heavy profits overnight. 
You calculate that Mysore Cements may go upto Rs57 today and to be on safer side you fix Rs.55 as your target 
to sell; and when it reaches Rs.55 you sell it without bothering  of its upward trend. Seeing the fast upward trend 
of the scrip, I have not sold my shares inspite of its reaching Rs.57 waiting for its maximum possible reach 
because of my temptation to capitalise the trend still more and more. But the scrip after touching Rs.62, falls 
down to Rs.48 in the evening.  Due to intra-day purchase I was compelled in the evening to sell the shares. Now 
you see that you have earned a profit of Rs.500 whereas I have lost Rs.200.  You won this game because of 
approaching with calculations, playing safer side and  standing by target without temptation; whereas I have lost 
inspite of opportunity of making profit because of only one factor viz temptation. Therefore always approach 
any scrip with your own logical calculations based on authentic information and your own analysis and after 
purchase of the scrip you fix logical but safer target to sell; when it reaches your target sell it without minding 
its upwards trend thereby your contentment will not only safeguard your investment but certainly bring the 
profit also. Safe Target is the only means to tide over temptation. Therefore, in the secondary market, we can 
conclude that temptation is the base for gambling and sensible safe-target, or purpose, is the basis of 
investment.
 
________________________________________________________________________________
 
8.          Picking up shares for Trading


Generally we pick-up shares to sell for profit and choose shares as investment for appreciation; so picking-up 
shares are for short-term  and we choose shares for mid-term and  long-term. Now we will see what factors 
we take into consideration for picking up shares. First of all we pick such shares in tune with our budget; for 
example if our budget is Rs.1000, then we may pick such small shares appreciating faster, otherwise if our 
budget is Rs.1,00,000, we may go for big shares yielding better short term results. So one's budget is the 
primary factor to select shares for faster turnover with higher return.


Next comes whether you deal in intra-day trading, or like to hold the shares for a few days. Suppose you 
have Rs.5000 budget: if it is intra-day you may even go for a big share say Jindal steel whose volatility in a 
day is quite large. For example, in this hypothetical case, suppose Jindal Steel's volatility is about Rs.500 in a 
day, you may purchase just one share at Rs.4700 and sell it in the evening encashing a profit of Rs.500 
keeping your liquidity quite intact for the next day. This Jindal Steel doesn't go on raising every day by 
Rs.500 but goes up by Rs.500 during the day and starts at beginning again on the next day, therefore, in this 
context, this is the best bet for intra-day trading. Suppose you go for purchasing shares for holding some 
days, you will not select Jindal Steel but small shares of Rs.30 - Rs.40 whose volatility is of Rs.5 to Rs.7 in a 
week, or 10 days. Therefore even selecting the scrips depends upon whether you go for intra-day or for 
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holding for some days.


The third factor you have to take into consideration for picking-up scrips for trading is the percentage of 
profit from the trend. Of course it is natural that you pick up such shares only which yields more profit within 
your stipulated time. However the important point we have to consider here is for a different reason. First of 
all within your budget select such shares which will, as per your analysis and calculations, yield  profit within 
your budgetary period and translate the quantum of profit of each share's yield to percentage of profit. Now 
it is easier for you to compare the yields of all the shares with one parameter of percentage; now pick the 
maximum percentage yielding shares for your purchase.


The fourth factor some times playing vital role is any important news about a particular company; however very important 
point to observe in such news is to see whether such happening will yield better profit for the company, and if so purchase 
the shares immediately without wasting a moment further because as time passes the share price will start going up like a 
rocket. As such whoever purchases such shares at the lowest will be the luckiest. Suppose you come to know that ABC 
company got a huge confirmed order which you know very well improves its profitability, there is no point in delaying in 
purchasing the shares at the earliest. Once such news starts spreading, the race starts for purchase of the shares of the 
company and therefore always be first but not last in such races. However here is the caution in such circumstances: be fast 
in analyzing sensibly, deciding practically and implementing immediately; but NOT to go for hasty, tempting and 
emotional decision just to be first in the race. 


The fifth factor is the swinging volatility of certain shares. Swinging is vibrating between two fixed points with the same 
rhythm; similarly certain shares swing between two points one at up and another at down periodically. Now you pick up 
such shares which go up to certain level and falls down to a certain level periodically and note down these two prices 
within which it swings and the period of each cycle of swinging. In a hypothetical case we assume that Mysore Cements at 
present swings between Rs.31 and Rs.41 in a fortnight; when it comes to Rs.33 purchase the shares and sell them off when 
it reaches Rs.38 and if it happens within a fortnight then your profit comes to 30% per month. There are lot of 
rhythmatically swinging shares in the market and it is your capacity to choose such shares and play with them for  high 
profit.


 ______________________________________________________________________________


 
   9.                Choosing shares for investment  


We have already seen above that we have to be very choosy in selecting shares for long term investment for 
better return with enviable appreciation; then what factors we have to take into consideration for selecting 
such shares! 


First and foremost factor is strength of the company. Look into its last 3 years' balance sheet wherein: (i) 
there  should be consistent increase in profitability; (ii) the company's assets should be more than liabilities; 
(iii) observe how they have utilised the borrowings: i.e for the company's growth, or for the directors' 
personal growth, or to cover up their financial mismanagement; (iv) how is the demand for its products and 
how are they able to out beat the competition (v) its strength in terms of its good will


Second factor is the strength of the share. When we buy a share, we actually buy a share of the net profit of 
the company. How much depends on two things? how much net profit it has made, and how many shares it has. Net 
profit per share is called earnings per share or EPS, and is what the owner of one share is entitled to out of the total net 
profit made by the company. 
The price per share divided by the earnings per share is the Price Earnings Ratio (PER) and is a measure of how much 
we pay for each rupee of net profit of the company we buy into when we buy a share. The point we are trying to 
convey is that the most critical factor that determines PE is future growth. Higher PEs do not always indicate an 
expensive stock. That's where we use the PEs growth ratio (PEG). This ratio enables us to catch stocks with growth, at 
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a reasonable price. The lower the PEG, more attractive the stock and vice versa.


 The objective of the PEG ratio is to attempt to catch a fast-growing stock at a comparatively cheap price. First the formula 
for calculating PEG. The PEG is calculated by dividing the PE by the forecasted EPS growth. 
Thus, PEG = PE /EPS growth. PEG ratio is all about catching higher growth at a reasonable price. A value below 1 is 
generally the thumb rule to indicate a cheap stock. A more accurate way of using the PEG would be to compare the same 
over companies within the sector to get a realistic result.


Along with Earnings Per Share (or EPS, as we now know it), the other most talked about ratio is Book Value Per Share. 
Book Value = Net worth/Number of equity shares; where, Net worth = Equity + Reserves. The Book Value is always 
evaluated in relation to the current market price. This ratio is known as the P/B, which is Price to Book Value. 
Thus, P/B = Stock Price/Book Value 
So what is the right P/B at which to buy a stock? Unfortunately, there is no right answer. As a thumb rule, however, a ratio 
lower than 1 is considered attractive. Put simply, it means you are buying the stock for less than its net worth. 


Third factor is the potentiality of the company to grow, or in other words its future growth. First of all you see what is the 
potentiality of the sector to which the company represents to grow in future. Secondly among its competitors observe what 
is its market share and its plans to improve upon this. Its plans for its future growth can be observed in the quarterly result 
announcements of companies.  Compare the plans of all the companies in one sector announced in a particular quarterly 
results and choose the best. You analyse yourself which are very good sectors potential to grow faster in future and among 
the sectors choose the best companies; and invest in such companies. Here we like to give one small piece of advice: please 
don't keep companies of one sector in your portfolio basket but spread over all the future growth oriented sectors in your 
investment portfolio.


The fourth factor playing vital role in choosing the shares for purchase on long term basis is who is running the actual 
show of the company. Here is a solid example to prove the vitality of this point in choosing right share for a very good 
appreciation of your investment. Mr.X was heading Zee company in the beginning and because of his dynamism and 
innovative management the company was surging ahead in the market. He left the company for some reason and Zee could 
not find a suitable substitute like him for a long time because of which it has started sliding down in the market. Left with 
no option, somehow the promoters could bring back Mr.X to Zees's helm of the affairs; and the moment the news broke 
about his return to Zee, its share price started zooming up and after his taking over, he proved his worth by starting many 
channels like Zee news, etc,  starting parallel cricket and other innovative marketing methods. Similarly, in an another case-
study, in 1996-97, when credit card business was handled by few corporates like Andhra Bank, Amercian Express, etc and 
when I.C.I.C.I bank, Citi Bank, S.B.I were yet to establish well in this field, one young lady of 25-27 years took over the 
affairs of credit card of Citi Bank in Bangalore. Then Citi Bank had no branch in Bangalore and they had not established 
their credit card business at corporate level. This lady took franchise of their credit card business and, all alone, came no.1 
in Bangalore outbeating the corporate whales in this field because of her dynamic and innovative approach in the business. 
That is the reason why we  insist here the importance of this point while choosing shares for your investment.


Lastly, circumstantial support for a sector is the fifth factor contributing to decide to invest in which shares for 
appreciation and better return. For example if the price of dollar in terms of Indian Rupees starts going up, then most of IT 
shares also start surging but whereas petrol company shares start falling down because IT Companies dealing with 
American market  will start receiving more Indian Rupees (for the contract would have been in terms of dollars) and its 
profit will also increase and in the case of petrol oil companies, due to dollar's appreciation they have to pay more  in 
dollars for the same quantity thereby  affecting their profitability unless they increase their price also in domestic market 
atleast to that extent. Similarly R.B.I's directions and policies will affect banks' stock prices and so also Government 
policies will affect Cement, Sugar, Steel and Construction scrips. Observing the changes in circumstantial supports 
intensively helps you a lot to make changes in  your investment portfolio according to changed scenario and  not only it 
safeguards your investments but also helps to shift to new fast growing potential sectors. 


file:///F|/sharetradingbasics.htm (12 of 23) [12/21/2009 8:20:28 PM]







CLASSES ON : SHARE TRADING BASICS


___________________________________________________________________


 
10.          Sources of information for trading in shares to earn 


                   better return
 
If you want to trade in shares regularly, fundamentally  you should be touch with latest information of what is 
happening in the market, in business field, industrial area, economic world, global economics, global markets, 
political arena, vital industrial and economic statistics and changes in government policies, RBI policies, SEBI 
directions, petrol and gold prices, etc, etc, etc. Now the question is where from one can get correct, authentic and 
timely latest information. For updating your knowledge on economics, business and industry, the economic 
newspapers, like Economics Times and Business Standard will suffice your purpose. Some of the magazines like 
Profit, The Week Business will provide lot of information in this regard. However if you are interested in knowing 
the latest  information bearing on the volatility of shares and, in general, share market, the best source, as on today, 
is CNBC TV 18 Channel. Moreover, if you want to know the information in depth about any particular share or 
about any company whose shares are quoted in the exchanges, the best source is internet. Moneycontrol.com, 
Sharekhan.com, rediff.com,  are some of the sites giving vast information in depth about shares, share market and 
companies. If you are trading on intra-day, the best site is rediff.com wherein you click on shares and in the 
opening page you find latest news with regard to shares and it is updated thro'out the stock exchange business 
hours. So also if you have time constraint to go thro' all these, then the best is the news at 8 A.M in CNBC TV 18 
channel in TV which gives an idea about the trend of the day's share market and latest news bearing on the shares' 
movements on the day. After every quarter ended, in the first week of next quarter you find the estimated result of 
important companies in moneycontol.com which will be very helpful to earn more than other months that too 
confidently. Here you can note down which are the companies whose estimated results are very high, say more 
than 40-50%, and from the result calendar  note down the date on which the result will be announced. You 
purchase such shares say about 5 days ahead of result and sell it on the next day of the result. Then you will realise 
that the income during this month will be the highest of the three months. So also you can collect share trading tips 
given by standard trading companies like I.C.I.C.I, Sharekhan, moneycontrol.com, rediff.com, etc, compare these 
tips and those tips of particular shares mentioned in all the statements can be chosen for your investment, or to 
make changes in your investment portfolio, on short term basis. The only caution we like to give here: Please don't 
go by the tips only but apply your mind, common-sense and analysis, and pick up the shares (1) which tally your 
analysis with theirs; (2) you are convinced of their analysis by reasoning ;and (3) where you trust particular 
person's, or portal's, recommendations to be certain always on the basis of your experience.
____________________________________________________________________________________


 
11.          What are NSE and BSE, and What are SENSEX and NIFTY?


There are a lot of exchanges in India dealing with share transactions and these exchanges are formed by an association of 
people forming a market exclusively to buy and sell shares of which the biggest and largest share market was Bombay 
Stock Exchange being nick named as BSE.  That was the only exchange in India which was transacting almost all 
companies' shares. But however after National Stock Exchange, being nick named as NSE, was formulated, BSE also went 
on on-line trading. Previously physical transaction of shares was the only means of trading for which only people in cities 
were able to trade in shares. In these circumstances, NSE was opened to cater the needs of every person wherever he may 
be. As NSE operates on on-line trading, anybody, wherever he may be, can trade in shares provided certain conditions are 
satisfied. Not to lose their business BSE also started on-line trading. NSE and BSE are the only two exchanges in India thro' 
which most of the share trading takes place. 


The Sensex is a stock index that represents changes in values of share prices of a select group of companies over a base 
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period; i.e the SENSEX, short form of the BSE-Sensitive Index, is a "Market Capitalization-Weighted" index of 30 stocks 
representing a sample of large, well-established and financially sound companies. It is the oldest index in India and has 
acquired a unique place in the collective consciousness of investors. The index is widely used to measure the performance 
of the Indian stock markets. SENSEX is considered to be the pulse of the Indian stock markets as it represents the 
underlying universe of listed stocks at The Stock Exchange, Mumbai. Further, as the oldest index of the Indian Stock 
market, it provides time series data over a fairly long period of time.SENSEX is calculated using a "Market Capitalization-
Weighted" methodology. As per this methodology, the level of index at any point of time reflects the total market value of 
30 component stocks relative to a base period.The calculation of SENSEX involves dividing the total market capitalization 
of 30 companies in the Index by a number called the Index Divisor.During market hours, prices of the index scrips, at 
which latest trades are executed, are used by the trading system to calculate SENSEX every 15 seconds and disseminated in 
real time.The closing SENSEX is computed taking the weighted average of all the trades on SENSEX constituents in the 
last 15 minutes of trading session. If a SENSEX constituent has not traded in the last 15 minutes, the last traded price is 
taken for computation of the Index closure. So also the index of National Stock Exchange is called NIFTY. 


_____________________________________________________________


 
12.          Types of Trading


(i) Intra-day Trading & Delivery Trading:-


You buy certain shares and sell all of them on the same day, then such transactions are called Intra-day Trading. Unique 
special feature available in intra-day is to sell shares without your holding the shares in your D.P account on the condition 
that you must purchase back before the market closes on the day and such trading is called 'short sell'. Second extra benefit 
available in intra-day is your financial capacity to trade in shares increases by 2- 10 times of your balance in Trading 
account. Number of times more than your available balance for intra day trading varies from broker to broker and the 
relationship you maintain with the broker. More over brokerage for intra day trading is very less compared to Delivery 
Trading. Now we will see how to make use of intra day to your maximum advantage and what are the cautions one has to 
bear in mind while dealing with this type of trading.


First of all before entering into Intra day Trading and before the market opens, you have to do a good home work and fine 
tune it with such perfection so as to go in with confidence. Preferably better you do intra day trading thro' your on line 
trading facility. Secondly during the share trading hours, your observation and alertness should be at peak;  your analysis, 
calculations and decision makings  should be fast and placing orders should be quick. In psychological point of view, 
emotional management and sensible thinking are pre-requisites. Practically squaring off at target level  and containing 
temptation to sweep are essential.


The best means of getting latest information for intra-day trading are: (i) rediff.com in internet and (ii) CNBC TV 18 
channel in T.V and the ultimate is to combine the both for obtaining latest news and information during the share trading 
hours. Please constrain yourself only to your analysis and calculated moves in intra-day trading but definitely not  just on 
trends and square off at your target irrespective of its upward trend beyond your target. While placing orders during intra-
day trading invariably use the trigger facility to minimise your unexpected loss. Use the extra funds available for intra-day 
trading very economically and this facility should be made use of only when you are certain of getting profit from these 
shares during the intra-day. Don't forget at any cost to purchase the shares which you have short-sold, because if you forget 
to square off short-sell on the day, then as per the rules of stock exchange, you may have to bear the highest price of the 
share in three days from the day of short-selling. Generally the only factor playing its vital role in picking shares for intra-
day trading is the worth information/news about any particular scrip in terms of affecting its profit yielding capacity; if its 
profit is to increase many fold then you can go for purchase and selling; and if its profit yielding capacity is dwindled, then 
short sell and purchase when its price falls considerably. When you buy a scrip, add the total brokerage and taxes for 
purchase and sale to its purchase price and this is your cost price. This is minimum price at which you should sell to arrive 
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at no profit and no loss basis, and to whatever extra amount you sell is your profit. This principle is applicable for delivery 
trading also. 


When you purchase shares and don't sell on the same day, then such trading is called delivery trading for which the 
brokerage is higher than that of for intra-day trading. Please note that the brokerage, commission and taxes are levied only 
at the time of purchase and selling but not on periodical basis. Delivery trading is utilised for short-term, mid-term and long-
term investments. If your purpose of share trading is for income out of investment in shares, then go for short 
term investment techniques and if the purpose is for appreciation and multiplication, better you opt long term 
investment plan. Apply the swing trading and trend trading techniques for short term investment and 
strength of company and its share; and its habit of issuing rights issue, convertible debenture and bonus 
shares determine the choice of such shares for long term investment.


The best time for intra-day is during the high volatile day; now the question is how to assess the day's 
volatility in advance and act accordingly to churn better profit out of the market's volatility. Now go through 
the factors for shares volatility explained below. In the morning before the market starts assess the range of 
volatility, or the range of the market's trend; analyse which shares may be affected positively or negatively. 
In the case of range of the market's trend, observe at what level of your assessed range the market starts 
and the remaining quantum of the range is your playing ground during the intra day. For example, you 
assess that the market may go up by 400 points and the market starts with 150 point up, then the remaining 
250 points is your playing ground; that means the 30 shares on which Sensex depends will react definitely to 
the volatility and as such purchase SBI in the morning and sell it off at sensex being at 400 points up. In the 
case of volatility assess the range of volatility of the day and accordingly purchase and sell the most volatile 
shares which react to the sensex during the cycles of volatility; don't expect the cycles of volatility more than 
twice or thrice in a day. Be cautious and play always at safer mode.


(ii) Swing Trading and Trend Trading:-


The basic strategy of Swing Trading is to jump into a strongly trending stock after its period of consolidation or correction 
is complete. Strongly trending stocks often make a quick move after completing its correction which one can profit from. 
Swing Trading works well for part-time traders — especially those doing it while at work. 
Whereas in trend trading you can identify a change of trend in the market as early as possible, take your position, ride the 
trend and close your position shortly after the trend reverses. Trend Trading will help you take large profits out of the 
market, without having to watch the market or stocks on a minute-by-minute or even a day-by-day basis. Trends can be 
measured using TRENDLINES which are explained in detail in the lessons portion.


___________________________________________________________________________
13.           Factors for Share Movements and Volatility


Factors for share movements are :-


(a) any significant changes in:


●     Economic conditions
●     Political trend
●     World indices
●     Demand and supply
●     Method of approach to the market
●     Thinking of Government and its policies
●     Flow in and out of foreign investors' funds


(b) important news bearing on


●     the profitability and its financial strength of any specific company
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●     the growth of any particular sector.


If the positive and negative of  some of the above mentioned features are effective on the market simultaneously, then the 
confusion prevailing in market pulls and pushes the market thereby creating volatility and the intensity of confusion is the 
parameter for the market's range of volatility.


To give an example of how political trend affects the market we will take Gujarat elections in this year, i.e in 2008. When 
Modi, leader of capitalist movement in Gujarat,  got re-elected with thumbing majority, all the Gujarat state Government's 
public sector shares started moving upward in anticipation  of his plan to privatise the public sector industries. So also any 
statement of Finance/Commerce  minister exposing the line of thinking of government with regard to any sector will affect 
the share prices of such sector.


There are certain parameters to measure the economic growth/fall and such publication of statistics of the parameters will 
definitely determine the trend of the share market. They are GDP, Industrial Output, Inflation Rate and unemployment 
position. Now we will see how these affect the market. The higher being inflation rate the purchasing power goes down 
thereby the quantum of sales of products in the market also falls down; hence the share market also starts climbing down. 
Any crash of a very big industry affects economy thereby affects the share market also. We have recently seen the 
accumulation of recoveries in housing loan section in U.S.A affected its share market and in turn taking this global cue 
Indian share market fell down; by which one should understand the connection between giant nation's economy and 
developing countries' share markets. Any slight changes in economy affects directly the share market.


World share markets especially of important countries like U.S.A and Japan will directly influence the trends in our market. 
This is called global cues. So observe the trends of these markets to assess the volatility, or movement of our shares on the 
day. Fortunately the share market in States closes at the early hours of Indian Standard Time and Asian markets open up at 
the early morning of I.S.T; therefore you can observe the trends of world markets before opening of our market thereby you 
can make your plans of your trading on the day. Generally the closing index of Dow Jones of U.S.A and opening index of 
Nikkei of Japan give an idea of opening of our Sensex/Nifty. One of the best sources for your plan of action for the day is 
the news of C.N.B.C TV18 at 8 A.M.


You know very well that the price of any commodity rise, or falls, according to demand and supply of the commodity and 
so also the shares. For our convenience we will take two types of shares for our consideration for the present discussion. 
One we will nick name as inner share and the another by  name outer share. Let us call all such shares on whose trend the 
Sensex points are determined as inner shares and all other shares as outer shares. This demand and supply factor plays vital 
role during intra-day trading. When the Sensex is on up-trend and the demand of an inner share is far greater than its 
supply, blindly you can purchase such shares for intra-day and if it is in reverse order,  either you can sell the shares if you 
are holding and purchase when it falls considerably. So also if Sensex is in down trend and supply is far greater than 
demand with regard to inner share, you can go for short sell confidently. Even though outer shares' tendency is to move 
with the trend of Sensex in general, it will not move correspondingly. If you want to know the trend of a certain share of 
outer share category, you have to take three factors into consideration. Firstly Sensex trend, secondly the demand and 
supply factor for the share, and lastly the circumstantial strength of the share. Each factor will have its own pull/push effect 
on the share and its movement will be the resultant of all these forces. Therefore, calculate the  strength (stronger or 
weaker) of each factor to influence and arrive the resultant force; basis on this resultant force determine the trend of the 
share and trade accordingly. Here the circumstantial strength depends upon any supporting information/news or the trend of 
its core sector.


Some time back small caps and mid caps started rising in the market whereas large caps were thrown to down trend. This 
change occurred because of change in priority of Foreign Investors from large caps to such small and  medium caps whose 
prices are low but actual worth is more. Therefore here we have to understand one thing that main players in the market viz 
foreign investors and mutual funds change their priorities in order to achieve their goal of high profitability. Therefore the 
changes in the methods of approach to the market by the main players change the course of direction of shares; so it 
becomes impertinent for you also to watch keenly the method of approach of the main players. To grasp this change in the 
direction, the sources are the F&O segment and the stastics of holdings of mutual funds.


In the socialistic pattern of governing in India, even slight economic policy changes affect the market because of 
government control over the business and industries; in the process having democratic pattern of governing but socialistic 
pattern of economics sometimes corruption play its own role in getting the government's policies shifted in favour of 
certain sector, or certain business houses. Studying the public statements of Finance minister and Commerce and industries 
ministers  in the prevailing context exposes their change of mind or change in the pattern of their approach to certain 
sectors, or indirectly helping certain business houses, or any unusual length of meeting of chief of certain business houses 
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with ministers also indicate the tendency of such changes; thereby either you can take certain calculated risk of purchase of 
such shares, or exercise caution of certain shares you are holding. Secondly the controlling agencies of Government like 
RBI and SEBI will be issuing their policy statements and the respective shares will dance accordingly. In this context,  it is 
pertinent to understand about the method of RBI controlling banks. All the banks are supposed to maintain certain 
percentage of their deposits in the Government approved securities and certain percentage in their account with RBI; the 
first one is called SLR and the second one is called CRR. RBI is the deciding authority of such percentages. Therefore 
watch RBI's enhancement and decrease of such percentages and any enhancement will banks to lose its liquidity thereby 
their credit portfolio becomes stringent. Therefore bank scrips start down trend in such circumstances. 


You know that in the recent years the SENSEX went to peak because of inflow of foreign funds increased multifold 
whereas when the funds started drying up SENSEX fell down to nadir; now you can understand that major role play in the 
market is of foreign funds and as such you should be watching constantly any major shift in this inflow or outflow. Any 
tendency of increase in the inflow clubbed with their method of approach to the market determines your shift in investment 
to such sectors for high profitability.


Be watching for any important information or news bearing on the profitability of a company. If the news is positive then 
observe whether such news will have long term effect on the company or is it a short term gain. For example when Tata 
Motors acquired a foreign company its share price fell down but whereas for a long term Tata Motors was a very good 
share to purchase because its financial strength will increase in the course of time on account of its acquisition even though 
for a short term the market felt it to be not a good one. Suppose you get information that L&T bags a confirmed order worth 
of Rs.1600 crores, the share's price of L&T will start jumping, because bagging business orders especially huge orders is 
like glucose for the company's business and profitability and as such the market reacts favourably but immediately. The 
acquisition, take-over and merger of Indian companies by other Indian companies give ample scope for you to make money 
especially fast bucks. Because such acquisition strengthens the financial status of the to be acquired company, its share 
price will definitely starts going up to the level of taking over company. Suppose if you get any information of A company 
acquiring B company, it may happen by way of  allotting certain A shares to certain B shares, or compensating B 
shareholders at a fixed price, or by purchasing B shares in the open share market. Now we will take the first case wherein 
suppose for 8 shares of B one share of A is being allotted, the moment you get this information compare the prevailing 
price of shares of A & B. In this hypothetical case, if the price of share of B is Rs.35 and the price of share of A is Rs.360, 
corner as much shares of A company as your budget allows for you get minimum of Rs.10 profit for each share; in the 
second case see the difference between the fixed price of compensation and the prevailing price and if it yields good profit 
you can encash this opportunity with certainty.  In the third case, you have to take calculated risk and go for short term gain.


If your analyse based on certain information shows the  growth of certain sector, it is natural for the people to go for buying 
the shares of the sector; nothing is new in this; but our approach in such situations is quite different. When a sector as a 
whole starts moving up, generally all the shares in the sector will start moving up and after consolidation only strong shares 
will stand at higher rate but whereas all other small shares of the sector which have moved along with all the shares of the 
sector will fall down to the level of its own strength. Here it is our suggestion that as soon as you get such information 
purchase the small shares in the sector and sell them at a calculated target and its percentage of profit will be more than that 
of gains from big shares. Here the principle which you encash to your advantage being market is always sentimental. 
Therefore when there is a very positive news for any sector, upward sentiments prevail for all the shares in the sector and 
once the reality is realized , all the shares will consolidate according to its own improved strength, thereby you should have 
encashed the sentiments to your maximum advantage before the realization of the reality dawns in the minds.


_______________________________________________________________________________


 
14.           On-line Trading:


Trading done through computer having internet connection is called online share trading. Instead of going to any share 
broker you can do trading yourself using online share trading method. First of all you need not have to depend on any share 
broker for buying and selling of shares. Depending on broker may result in delay of buying and selling of shares which may 
in turn result in huge loss or less profit. If you are doing online share trading then you can execute your trades at any time 
because you are observing every movement of share market right in front of your computer screen.


Essential of Online Trading - 
¨ Online trading account - You have to open an online trading account with any of the bank or financial trading system like 
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ICICIdirect, Sharekhan,Reliance, 5paisa.com etc.  
¨ A computer with internet connection or can do trading in internet cafe. 
¨ After successfully opening the online account you will receive the username and password with the help of which 
    you can login in online trading system and trade yourself. 
¨ The trading system executive (with whom you opened trading account) will help you initially about how to use the    
    online trading system. 
¨ Once you get familiar with the system then you can trade yourself at your home or in the internet cafe. 
¨ Nowadays you can get internet enabled on your cell (which is called GPRS) whose speed will be sufficient to do 
    trading and also the charges of GPRS are very nominal. 
Advantages of Online Trading 
¨ No need to depend on any broker or anybody else to place the order or to square off the order. In short you are the boss of 
yourself to do trading of shares. 
¨ Its reliable, convenient and you can take your own decisions yourself by actual selling or analyzing the market on 
    the computer screen instead of calling broker all the time and getting news about the market. 
¨ Its not possible or practical for a broker to update you about each and every news about the market or any news 
    which will influence or affect the share market. Because he may be having many other customers like you and    even if he 
updates you by that time the news have been affected the concerned sector or share. So if you are doing 
    online trading yourself, then you may save yourself from big disaster. You will get news and updates on 
    various websites and also on your online trading system and most of the information will be free of cost. 
    “Always remember share market always get influences (or affected) by the appropriate news. So get updated or 
    be in touch with news all the time. This will benefit you always. 
¨ By doing online trading yourself, you can see and judge where market (or your share) is heading by seeing different  graphs 
online yourself, which is not possible if you’re trading through broker. Some online trading systems have graphs integrated in 
their system, so your job is to just add those graphs and check the status of current market (or share) . And depending on 
your analysis you can take steps towards your successfully trading.  
¨ All your transactions and related documents can be seen online and can also be downloaded to your PC without 
    depending on your broker. You can also check the status of your amount on daily basis through you online trading system. 


●     You can trade in Future and Options also on line.


 
Factors to observe while trading on line 
 
The main advantages in on-line trading is the stastics and graphs available at finger tips to enable you to take decisions in 
time. Here we will see what are the statistics available for your trading. First and foremost important statistics available in 
your page is the demand and supply position of any share at that point of time, secondly  the present position of SENSEX 
and NIFTY and their trend, volumes traded in the share till that moment from the opening of share market on the day, 
graphs showing how SENSEX, NIFTY and any particular share moved from the opening till this moment in tune with time, 
how much a share price has moved up, or down, from the previous day's closing, in terms of quantum and as well as in 
terms of percentage, how much highest price a share has touched in the day so far and how much lowest it had gone upto in 
the day so far and so on. Even though all these stastics are available in your screen you can take important stastics for your 
analysis and calculation and take appropriate decision.


Caution


However we caution here that once you place order, it will ask again whether all the data you have filled up for trading are 
correct and please don't take it granted to be correct press 'yes' immediately. Please go thro' all the points mentioned in your 
order and after getting satisfied beyond doubt  about the data to be correct as per your requirement only click 'yes'; 
otherwise your filling up data wrongly in urgency may fire back on you. For example you wanted to sell certain shares 
because its value is at peak at that moment and in a hurry and  being in urgency to capitalise the opportunity right at that 
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moment itself, you click purchase instead of sell and without verifying it second time you confirm the order, now you 
imagine what will happen; therefore be cautious while placing order.


How can you take advantage of on-line trading


Take advantage of this system for your timely action; make use of stastics for your decision making. Once you decide the 
target of any share, place the order of selling, or buying, at your target level so that you need not be observing the share 
price to reach the target to capitalise the profit. While purchasing shares for intra-day, make use of trigger system to your 
safety, Just 10 minutes before, or while leaving the page, check up your position of any necessity of covering up any short-
sales, or any squaring off is to be completed. If any messenger system is available from your share broker make use of it for 
getting latest news and information updated from time to time. Always download the contract notes of every day and 
preserve them in your computer. Daily check your DP position and trading account balance and if there is any error bring it 
to the notice of your broker and get it rectified. All the on-line brokers give clues to their paid customers and make use 
them to your advantage. See that your portfolio page is updated regularly and check it whether it is being updated 
automatically. Usually even on-line brokers allow their customers to make use of three times of their trading account 
balance for intra-day trading. Sharekhan allows its customers to make use of certain percentage of price of certain shares 
for further purchase of shares over and above your trading account balance and that too this quantum of limit is extended 
for delivery trading also but however you have to repay the excess amount within 3-6 days without interest; make use of 
this golden opportunity when you are sure of certain shares behaving according to your calculations and sure of reaching 
your expected  target within 3 days. Moreover, Sharekhan allows its customers to place their orders in advance between 11 
P.M and 9 A.M and the order will be carried out during the  trading hours, and this is a boon for all the office-goers. When 
you purchase certain shares to sell them at your target, then register this aspect in the concerned page and on any 
subsequent day whenever your share touches your target price immediately you will be receiving sms in your mobile about 
this aspect so that you either sell it immediately  or place the selling order with your broker; and this facility is available for 
purchasing also; note that this facility is available in rediff.com for non on-line traders also and this facility in rediff.com is 
available free.


Our Recommendations: Of all the on-line service providers as on this day in 2008, no.1 with maximum customers base is I.
C.I.C.I bank, the second is Sharekhan and another reliable but upcoming provider is Reliance. Please do not bother for 
paying a little more brokerage but select the provider whose web-page is stable and faster, maximum facilities and 
privileges available for your trading, whose integrity is beyond doubt, If you are an office-goer, go to such provider who 
allows you to place your orders even during non-trading hours but at your convenient time to be executed in the next 
trading hours.


Drawbacks of on-line Trading and how to over come such draw backs


As there are couples of good advantages there are also some technical disadvantages. As every coin have two sides. 
¨ Disconnection from Internet - In online share trading there is the possibility that your internet 
    connection may get slow or get stopped, this may result in disconnection from share market. At such critical 
    times you have to call your executive (from whom you opened your trading account) and place your order or 
    square off your pending orders. 
¨ Computer Problem - If your computer stops functioning then this may also result in disconnection from share 
    market at this time.


In such circumstances, you can complete your planned tradings thro' off-line trading. Because of the above mentioned 
drawbacks, don't keep squaring off the positions till the last minute when by the time you place the orders over phone the 
market stands closed and due to lack of squaring off especially in the case of short-sell, you may have to pay a very heavy 
penalty. 
_____________________________________________________________________________________________ 
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15. Fundamental & Technical Analysis : helps to measure and determine the future course of prices


FUNDAMENTAL ANALYSIS seeks to determine future stock price by understanding and measuring the objective "value" of an 
equity. The study of stock charts, known as TECHNICAL ANALYSIS, believes that the past action of the market itself will 
determine the future course of prices. 


●     Using the stock chart is to identify the current trend. A trend reflects the average rate of change in a stock's price 
over time. Trends exist in all time frames and all markets. Day traders can establish the trend of their stocks to within 
minutes. Long term investors watch trends that persist for many years.


●     Volume measures the participation of the crowd. Stock charts display volume through individual HISTOGRAMS 
below the price pane. Often these will show green bars for up days and red bars for down days. Investors and traders 
can measure buying and selling interest by watching how many up or down days in a row occur and how their volume 
compares with days in which price moves in the opposite direction.


●     Pattern analysis gains its power from the tendency of charts to repeat the same bar formations over and over 
again. These patterns have been categorized over the years as having a bullish or bearish bias.


●     Moving averages are one of the oldest and most popular technical analysis tool. This section describes the basic 
of moving average and interpretation. Nowadays you get moving averages readily available on most of the websites. 
To brief you moving average is calculated by adding the closing prices of a stock for most recent 15 days and then 
dividing by 15 the result what you get is the 15 day moving average.


●     Support and resistance represent key junctures where the forces of supply and demand meet. In the 
financial markets, prices are driven by excessive supply (down) and demand (up). Supply is synonymous with 
bearish, bears and selling. Demand is synonymous with bullish, bulls and buying. As demand increases, 
prices advance and as supply increases, prices decline. When supply and demand are equal, prices move 
sideways as bulls and bears slug it out for control. Support and Resistance prices are very important in stock 
market and in technical analysis.


●     A candlestick chart displays stocks open high, low, and closing price. These type of charts are the most 
popular type of all charts.


●     RSI indicator is basically is a price-following indicator used to look for a divergence in which the stock is 
making a new high, but the RSI is failing to exceed its previous high


●     The ideas of Charles Dow, the first editor of the Wall Street Journal, form the basis of technical analysis today, 
called Dow Theory. Dow created the Industrial Average, of top blue chip stocks, and a second average of 
top railroad stocks (now the Transport Average). He believed that the behavior of the averages reflected the 
hopes and fears of the entire market. The behavior patterns that he observed apply to markets throughout the 
world. 


●     The Elliott Wave Theory is named after Ralph Nelson Elliott. Inspired by the Dow Theory and by 
observations found throughout nature, Elliott concluded that the movement of the stock market could be 
predicted by observing and identifying a repetitive pattern of waves. In fact, Elliott believed that all of man's 
activities not just the stock market, were influenced by these identifiable series of waves. 


●     When deciding on a trade or investment, be it short, intermediate or long term, multiple time frame 
analysis can help clear the noise and offer a balanced view.


●     Trendlines are an important tool in technical analysis for both trend identification and confirmation.      A  trendline 
helps identify the trend as well as potential areas of support and resistance and Trendlines illustrate the direction of 
the market movement and provide a primary consideration in any analysis.


●     External Relative Strength is the measure of how a security has performed versus all other securities.  This is 
superior to comparing a security to an index since most indexes are weighted by market cap or price. 


______________________________________________________________________________________________


 
16.               Brief Notes on 


 
(a)              Future & Options
 
Future or derivative trading is the process of buying or selling stock future or index future for a certain 
period of time and squaring off before the expiry date. Expiry period can be of one month, two month 
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and three month and not more then of three month. Its not compulsion that you have to square off your 
positions on the expiry date or wait till the expiry period but in fact  you can square off at any time 
even, at the same day, or you can hold as long as you want but remember to square off before expiry 
date. Most of the times on 3rd month expiry future you may see very less trading volumes. Generally 
most of the traders/investors trade or invest on current month future or second month future contract 
and you may see very low volumes on last month means third month expiry .But on Nifty index 
contract or on other index contract you may see good trading volumes even on 3rd month expiry future 
also. 
You can also buy and sell or sell and buy future contract on the same day of any expiry month. This is 
called as day trading or intraday in futures.Selling future contract before buying is called short selling. 
Short selling is allowed in futures trading.In future trading you get margin to buy (but can hold only up 
to maximum of 3 months), while in stock trading you  must have that much of amount in your account 
to buy.
You can short sell futures- You can sell futures without buying them which is called short selling and 
later buy within your expiry period, to cover up your positions. This is not possible in stocks. You can’t 
sell stocks before buying them in delivery (you can do in intraday). You can short sell futures and can 
cover off within your expiry period.
Brokerages offered for future trading are less as compared to stock delivery trading. Due to margin 
facility in future trading you may earn huge profit by investing fewer amounts but at the contrary side 
if your trade goes wrong then you may have to suffer huge loss.You can’t do future trading on all 
stocks. You can only do on listed stocks on Nifty and Jr. Nifty.In future trading you can do short 
selling and buy (cover) later when price comes down from your selling price you can short sell stock 
future as well as index future. But again same restriction will apply and that is of expiry period.
(b)              Trading in Commodities


Commodity trading is nothing but trading in commodity spot and derivatives (futures). If you are keen on taking a buy or 
sell position based on the future performance of agricultural commodities or commodities like gold, silver, metals, or crude, 
then you could do so by trading in commodity derivatives.


 Commodity derivatives are traded on the National Commodity and Derivative Exchange (NCDEX) and the Multi-
Commodity Exchange (MCX). Gold, silver, agri-commodities including grains, pulses, spices, oils and oilseeds, mentha 
oil, metals and crude are some of the commodities that these exchanges deal in.


Trading in commodities futures is quite similar to equity futures trading. You could take a long position (where you buy a 
contract) or a short position (where you sell it). Simply speaking, like in equity and other markets, if you think prices are on 
their way up, you take a long position and when prices are headed south you opt for a short position.The Forward Markets 
Commission is the regulatory body for the commodity market in India. It is the equivalent of the Securities and Exchange 
Board of India (Sebi), which protects the interests of investors in securities.All commodities produced in the agriculture, 
mineral and fossil sectors have been sanctioned for futures trading.Commodity trading is done in the form of futures and 
that throws up a huge potential for profit and loss as it involves predictions of the future and hence uncertainty and risk. 
Risk factors in commodity trading are similar to futures trading in equity markets.A major difference is that the information 
availability on supply and demand cycles in commodity markets is not as robust and controlled as the equity market.


The commodity market is driven by demand and supply factors and inventory, when it comes to perishable commodities 
such as agricultural products and high demand products such as crude oil. Like any market, the demand-supply equation 
influences the prices.Variables like weather, social changes, government policies and global factors influence the balance.


In order to trade futures contracts, you have to deposit margins in cash with us. There are two types of margins 
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namely, initial margin and mark to market margin   


1.    Initial margin: Initial margin is set by the exchange on basis of volatility in the particular commodity and 
is a percentage of the contract. 


2.    Mark to market margin: At the end of the day, the contract is marked to market, meaning your account is 
credited or debited based on the profit / loss made during the session. 


Where do I need to go to trade in commodity futures?
You have three options - the National Commodity and Derivative Exchange, the Multi Commodity Exchange of India Ltd 
and the National Multi Commodity Exchange of India Ltd. All three have electronic trading and settlement systems and a 
national presence.
How do I choose my broker?
Several already-established equity brokers have sought membership with NCDEX and MCX. The likes of Refco Sify 
Securities, SSKI (Sharekhan) and ICICIcommtrade (ICICIdirect), ISJ Comdesk (ISJ Securities) and Sunidhi Consultancy 
are already offering commodity futures services. Some of them also offer trading through Internet just like the way they 
offer equities. You can also get a list of more members from the respective exchanges and decide upon the broker you want 
to choose from.
What is the minimum investment needed?
You can have an amount as low as Rs 5,000. All you need is money for margins payable upfront to exchanges through 
brokers. The margins range from 5-10 per cent of the value of the commodity contract. While you can start off trading at Rs 
5,000 with ISJ Commtrade other brokers have different packages for clients.
For trading in bullion, that is, gold and silver, the minimum amount required is Rs 650 and Rs 950 for on the current price 
of approximately Rs 65,00 for gold for one trading unit ( 10 gm ) and about Rs 9,500 for silver (one kg).
The prices and trading lots in agricultural commodities vary from exchange to exchange (in kg, quintals or tonnes), but 
again the minimum funds required to begin will be approximately Rs 5,000.


 
(c)              Forex
 


A few years ago, foreign exchange trading was limited to banks and other large financial institutions. Now 
in this electronic age, any person can perform online trading with a personal computer and the Internet. 
Almost all banks, hedge funds, pensions, and mutual funds are involved in foreign exchange trading. 
Money can earned regardless if a currency is gaining or losing its value. 
 
You don't have to be a technical analyst and economics expert to trade in forex. I know at least a dozen 
chartered accountants who have lost money in stock market. All you need to learn is some money management, 
risk management and emotional management skills.In stocks you may short sell ...and buy back on the same day 
before the market closing and may make some profits or loss. you will not be allowed to carry forward your 
trade for next day. (it is possible in some countries or with some brokers) but in forex you can sell euros against 
dollars (u need not have euros) and close the deal (buy euro against dollar) after 15 days or a month and take 
your profits. So whichever side market moves you can make money. You need not worry if euro crash or yen 
crash or any other currency crashes.
In forex currencies are bought in lots which is normally USD 100,000. Few American companies recently 
introduced mini forex where you can buy small lots of USD 10,000. As a beginner I suggest you to go for mini 
forex trading. With a deposit of USD 5,000 the broker will allow you to buy currencies worth USD 500,000.


Lets concentrate only on major currencies. 
4 major currency pairs are 
euro/usd 
usd/yen 
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pound/usd 
usd/swiss frank


currencies are always quoted in pairs. buying euro/dollar means buying euro and selling dollar. selling dollar/yen means 
seling dollar against yen. if dollar/yen goes up it is dollar which becomes stronger against yen. if euro/dollar goes down, it 
is euro which is becoming weaker.


 
_______________________________________________________________________
 


The End
 


______________________________________________
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Stock Auctions


Stock Auctions
 
Of auctions and their origin  
The word auction, in simple terms, implies a public sale in which 
property or items of merchandise are sold to the highest bidder. 
 
Did you know that auctions used to take place way back during the 
Homeric period in Greece? It was a means of transferring the 
ownership of slaves from one person to the other. This same 
underlying concept of auction has taken a more refined form in recent 
times - like the auction of commodities or the belongings of famous 
personalities. Have you ever been to an auction house like Christie's 
or Sotheby's, where works of art are sold to the highest bidder in 
auction? 
 
Now, you are probably beginning to wonder what we are doing 
discussing auctions of slaves and commodities or art auction houses 
like Christie's and Sotheby's here, in the investment jungle! Allow us 
to clarify that our intention is not to discuss art auctions per se, but 
auctions conducted on the bourses. Auctions are not conducted only 
to sell merchandise or works of art in big auction houses; they are 
also a common feature on stock exchanges. 
 
Why conduct auctions in the stock market? 
Auctions are conducted on the exchanges when, for some reason, 
shares (physical or demat) are not delivered to the exchange on time. 
 
Exchanges conduct auctions to penalise the party for defaulting on 
delivering the shares on time, and thereby to protect the sanctity of 
settlements. It is a necessary evil - imagine the chaos if the defaulting 
party went scot-free and delivered shares at its own free will. This 
would trigger a chain reaction of defaults.  
 
If the defaulting party fails to deliver the shares on time to the 
exchange, the exchange in turn is unable to deliver the shares to the 
party who purchased them. The purchasing party in turn might have 
already sold those shares before receiving them from the exchange 
and now it would be unable to deliver those shares on time. This 
vicious chain could go on and on. 
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Therefore, it becomes imperative that 
auctions are held so that pay-in and pay-out of shares take place on 
time, in accordance with the settlement cycle of the respective 
exchanges. 
 
Reasons for shares to go on auction 
Shares come under the hammer when they have been either 
delivered short or found to be objectionable by the exchange. Based 
on the reasons why shares qualify for auction, they have been 
categorised into two types:


§                     Auction due to shortages
§                     Auction due to objection 


Auction due to shortages 
As has been discussed above, an auction due to shortages takes place 
when the delivering party fails to deliver its share on time to the 
exchange, thereby triggering the vicious chain reaction of the 
exchange being unable to deliver the shares on time to the 
purchasing party and purchasing party in turn being unable to deliver 
shares on time if it has already sold it and so on... One of the 
common reasons why shares come under auction due to shortages is 
the confusion that arises about the delivery date of the shares, if they 
are going into the 'no delivery' period. 
 
Auction due to objection 
Physical shares go in for auctions not only if they are delivered short, 
but also if they are found to be objectionable and not rectified on time 
by the party concerned. There are many reasons why shares could 
come under objection. To list a few:


§                     Transfer deed attached to the share certificate is out of date
§                     Details like distinctive number, folio number, certificate 
number, transferor names etc are not filled or filled incorrectly on 
the transfer form attached with the share certificate
§                     Witness stamp or signature on transfer deed is missing
§                     Signature of the transferor is missing
§                     Delivering broker's stamp is missing on the reverse of the 
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transfer deed
§                     Stamp of the registrar of the company is missing 


When a share is returned to the broker by the exchange as objection, 
the broker is liable to inform the client and get the objection rectified. 
If the party fails to rectify the objection within a stipulated time 
period, then the shares go for auction. The defaulting party is then 
penalised by having to bear the auction price. 
 
Does one always suffer a big loss in an auction? 
The defaulting party does suffer a loss when their shares go in for 
auction. Imagine the rate at which the auction would take place if the 
market is rising and there is a great demand for the stock. The 
defaulting party would be required to pay for the difference between 
the higher auction price and the actual sale price of the stock. 
 
Even in the case of a falling market when stocks are taking a beating, 
the defaulting party does not stand to gain the difference in the 
auction price and the actual sale price. The defaulting party instead 
has to forgo the entire sale proceeds it had earned. 
 
Or even worse is the case when there are no participants in an 
auction. In such a case, the auction price is decided by the exchange. 
It varies with exchanges and is called the 'close-out' price. 
 
How is the close-out price arrived at in three simple steps? 
 
Step one: The exchange decides upon a 'fixed' price and adds 20% 
to it. Incidentally, the fixed price varies with exchanges.  
 
For the Bombay Stock Exchange the fixed price is the 'standard rate/ 
hawala rate' decided by the exchange. This standard rate is calculated 
on the last day of the settlement. It is the simple average of all the 
trades executed on that particular day.  
 
The National Stock Exchange, on the other hand, takes the closing 
price of the stock under auction as the fixed price. The closing price is 
arrived at by taking the weighted average of all the trades executed 
in the particular scrip in the last thirty minutes of the trading session. 
 
Step two: The resulting price is then compared with the highest price 
for the stock in the settlement in which the defaulting party sold the 
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scrip. 
 
Step three: The higher of the two prices, ie the settlement price and 
the fixed price plus a 20% premium, is considered as the close-out 
price. 
 
Which means if the fixed price decided by the exchange is higher than 
the settlement price, the settlement price is deemed as the close-out 
price. Alternatively, if the settlement price is higher than the fixed 
price, the stock is 'closed out' at the settlement price. 
 
Understand things with Reliance 
Let us understand this better with an example. Let us assume that a 
party has defaulted on shares of Reliance Industries (RIL). And his 
shares are up for auction on the BSE. The BSE 'fixes' the 'hawala' 
price for RIL at Rs320. And as per rule, it also adds 20% to the fixed 
price and arrives at the final price of Rs384. 
 
Let us make another assumption at this stage. That the highest price 
in the settlement in which the defaulting party had sold the stock, 
was Rs400. 
 
Now, obviously, the close-out will take place at the settlement 
price of Rs400, as it is higher than the fixed price (Rs384). 
 
Other side of the coin 
What if the settlement had taken place at a price less than the fixed 
price of Rs384? What if it had taken place at, say, Rs305? Well, then 
the fixed price will be taken as the 'close-out' price as it is higher 
than the settlement price. And the stock will be auctioned at Rs384. 


 


  
 
By now you must have got a fair idea about the kind of losses and 
inconveniences that one is forced to face if his shares go into 
auction. Which is why it becomes imperative that as responsible 
market players we maintain the sanctity of settlements by ensuring 
our shares get delivered on time. 
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KNOW ABOUT STOCK EXCHANGE
 
What is a Stock Exchange? 
A common platform where buyers and sellers come together to transact in stocks and shares. It 
may be a physical entity where brokers trade on a physical trading floor via an "open outcry" 
system or a virtual environment. 


What is electronic trading? Electronic trading eliminates the need for physical trading 
floors. Brokers can trade from their offices, using fully automated screen-based processes. 
Their workstations are connected to a Stock Exchange's central computer via satellite using 
Very Small Aperture Terminus (VSATs). The orders placed by brokers reach the Exchange's 
central computer and are matched electronically. 


How many Exchanges are there in India?The Stock Exchange, Mumbai (BSE) and the 
National Stock Exchange (NSE) are the country's two leading Exchanges. There are 20 
other regional Exchanges, connected via the Inter-Connected Stock Exchange (ICSE). The BSE 
and NSE allow nationwide trading via their VSAT systems. 


Stock Exchange is a place where the buyers and sellers meet to trade in shares in an 
organized manner. There are at present 25 recognized stock exchanges in the country and 
are governed by the Securities Contracts (Regulation) Act, 1956. 


The functions of the stock exchange are as follows: 


1) The stock exchange ensures a measure of safety and fair dealing in shares. 


2) It translates short-term and medium term investments into long-term funds for companies. 


3) It directs the flow of capital to the area of maximum returns and ensures ample 
investment options for the investors depending on their risk preference. 


4) It induces the companies to raise their standards of performance. 


·  National Stock Exchange 


The National Stock Exchange (NSE) set up as a public limited company, is owned by the 
leading institutions of the country. Industrial and Development Bank of India (IDBI) is a 
major shareholder of NSE. 


The ownership and management of the Exchange is completely separated from the right to 
trading members, to trade on the NSE. The Exchange is managed by a Board of Directors. 
Decisions relating to market operations are delegated by the Board to an Executive 
Committee, which includes representatives from Trading Members, public and the management. 


The NSE has an automated order driven trading system. Member workstations are 
spreadout throughout the country and NSE’s network is one of the largest interactive VSAT 
based network. The NSE in its endeavour to provide transparency provides live quotes of all 
traded securities through its web site. 


Who can trade in the Secondary Market? 


·                            Share Brokers/Sub Brokers 


A stockbroker is a member of a recognized stock exchange. No stockbroker is allowed to buy, sell 
or deal in securities, unless he or she holds a certificate granted by SEBI. 


A stockbroker applies for registration to SEBI through a stock exchange or stock exchanges of 
which he or she is admitted as a member. A stockbroker may take the form of sole 
proprietorship, partnership or corporation. 
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Sub-broker is a person who intermediates between investors and trading members. Stockbrokers 
of Indian stock exchanges are permitted to transact with sub-brokers. 


Capital Adequacy Norms For Brokers 


Each stockbroker is subject to capital adequacy requirements consisting of two components: 


1. Base minimum capital, and 


2. Additional or optional capital related to volume of business. 


The amount of base minimum capital varies from exchange to exchange. The form in which the 
base minimum capital has to be maintained is also stipulated by SEBI. Exchange may 
stipulate higher levels of base minimum capital at their discretion. 


·                            How to register as a client? 
Details to be furnished 


Agreements with Clients 


The Trading Member shall enter into an agreement in the specified format provided by NSE with 
the client before accepting orders on latter’s behalf. The said agreement shall be executed on 
Non-Judicial Stamp Paper, duly signed by both the parties on all the pages. In Maharashtra, 
Non-Judicial Stamp Paper of Rs. 20 is required for the said agreement. Copy of the said 
agreement is to be kept permanently. 


In addition to the Agreement, the Trading Member shall seek information from the client in 
the 'Client Registration Application Form' obtaining information like: investor risk profile, 
financial profile, social profile, investor identification details, family, income, employment, 
age, investments, other assets, financial liabilities, other responsibilities, social 
standing, investments horizon, risk taking ability etc. The Trading Member shall obtain 
recent passport size photographs (three copies) of each of their clients in case of individual 
clients and of all partners in case of partnership firms and of the dominant promoter in case 
of corporate clients. The Trading Member shall also take proof of identification of the client. 


A stockbroker shall not deal knowingly, directly or indirectly, with a client who defaults to 
another stockbroker. 


A stockbroker shall not deal knowingly, directly or indirectly, with a client who defaults to 
another stockbroker. 


There is no limit on maximum number of clients for a trading member. 


Margins From the Clients 


SEBI has made it mandatory for the Trading Member to collect margins from clients in all 
cases where the margin in respect of the client in the settlement, would work out to be more 
than Rs.50,000/-. The margin so collected shall be kept separately in the client bank account 
and utilised for making payment to the clearing house for margin and settlement with respect 
to that client. 


Execution of Orders 


The Trading Member (Broker) shall ensure that appropriate confirmed order instructions 
are obtained from the clients before placement of an order on the system. In order to execute 
a trade for a client, a broker must have specific customer instructions as to name of the 
company, the precise number of shares and limit/market price condition. 


He shall keep relevant records or documents of the same and of the completion or otherwise 
of these orders thereof. 
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Where the client requires an order to be placed or any of his order to be modified after the order 
has been entered in the system but has not been traded, the Trading Member shall ensure that 
he obtains order placement/modification details in writing from the client. 


The Trading Member shall make available to his client the order number and copies of the 
order confirmation slip / modification slip / cancellation slip and a copy of the trade confirmation 
slip as generated on the Trading System, forthwith on execution of the trade. 


The Trading Member shall maintain copies of all instructions in writing from clients 
including Participants for an order placement, order modification, order cancellation, 
trade cancellation etc. 


Contract Notes 


A Stock-broker shall issue a contract note to his clients for trades (purchase/sale of 
securities) executed with all relevant details as required therein to be filled in. A contract note 
shall be issued to a client within 24 hours of the execution of the contract duly signed by the 
Trading Member or his Authorized Signatory or Client Attorney. 


No member of a recognised stock exchange shall in respect of any securities enter into any 
contract as a principal with any person other than a member of a recognised stock exchange, 
unless he has secured the consent or authority of such person and discloses in the 
note, memorandum or agreement of sale or purchase that he is acting as a principal. 


The Trading Member is required to maintain the duplicate copy of the contract notes issued for 
five years. 


The Trading Member shall ensure that - 


a)Contract Notes are to be in the prescribed format, 


b)Maintain details in the counterfoils of contract notes, 


c)Stamp duty is paid, 


d)The service tax charged in the bill is shown in the contract note, and 


e)Contract notes are signed by the authorised signatory. 


It is a statement confirming the trades executed on a given day for and on behalf of the client and 
it is issued in a format specified by the regulatory authorities. It gives details such as order 
number, time, trade number, executed time, quantity, rate at which the transaction took 
place, brokerage charged by the broker, rate inclusive of the brokerage, service tax payable on 
the transaction etc., 


The Contract Note is sent to the client within 24 hours of the execution of the trade. 


Is it necessary to get a Contract Note from the Broker? What is the importance of a Contract Note? 


It is very much necessary to get a contract note from your broker. Besides confirming 
your transactions, it serves as an exhibit when you have a grievance with your broker 
regarding under performance or non-performance of the obligations mentioned thereof. 
Traders’ Mechanisms 
  
·                            Execution of Orders 
·                            Price Determination under Market conditions 
·                            Outcry System 


A trading system in which all the Members and/or their authorised representatives used to 
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assemble at the trading floor of the respective stock exchanges. Trades were executed on 
the buyers and sellers orally indicating their interests in a counter. 


·  Screen Based Trading 


The central computer located at the Exchange is connected to the workstations of the 
Brokers through satellite using Very Small Aperture Terminals (VSATs). Orders placed at 
the Brokers' workstations reach the central computer and are matched by the computer based 
on price and time priority. 


Now let us discuss briefly the facilities that are available on the Trading Screen. 


Information on a Company's performance 


You can view information regarding a company's performance on screen. The company profile 
is updated on a regular basis by the Exchange to the benefit of investors. 


Modify or Cancel an Order 


The order placed earlier can be modified or cancelled provided it has not been executed till then. 


Trade Cancellation- is it possible? 


Trade cancellation normally is not possible. However, one can send a request to the 


Exchange to that effect. The Exchange will then try out the possibility and revert back. 


Stop Loss Order 


Everyone trades in the market to make a profit and it is not always possible to square off a 
trade with a surplus. A client can atleast minimise his losses if he can resort to using this 'stop 
loss’ order option. 


A stop loss order is one, which is placed with a 'trigger price' and is placed to minimise the 
losses and the order can be either for a purchase or a sale. A stop loss buy/sell order is keyed in 
to cover a sale/purchase made earlier in the day. 


Now with regard to the Stop Loss Orders, certain attributes are to be understood. 


'Trigger Price' and the way a stop loss order works 


The Trigger Price is one, which is entered by the client when he places a stop loss order. As 
said earlier, a client in order to minimise his loss, places a stop loss buy order against his 
earlier sale. For example, if he has short sold a scrip at Rs. 125, he wants to ensure his loss 
is minimised. He may willing to afford a loss of, say, Rs.10/- per share. In these circumstances, 
he places a stop loss buy order (a limit order) at Rs.135/- and sets a trigger price of Rs. 132/-. 
The trigger price must be between the last traded price and the limit buy order price. Once, the 
price of the scrip breaks this trigger price barrier, the 'stop loss' attribute is removed and the 
order gets converted into a limit buy order at Rs.135/-. 


In the same way, the stop loss trigger price has to be between the last traded price and the limit 
sell order, when he is trying to minimise his loss on his purchase position. 


'Disclosed Quantity' 


An order can be entered in the system wherein only a fraction of the order quantity is disclosed 
to the market. For example, if the order is for 1000 shares and the disclosed quantity is 200 
shares, then only 200 is disclosed to the market. Once this gets executed, a subsequent quantity 
of 200 is disclosed and so on. 
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Off line Order entries It is possible to place orders even after the market is closed. The order 
will be stored in the system and be routed to the market when it opens again the following day. 


Delivery Based trading 


When you want to buy or sell a share for the purpose of receiving or effecting deliveries, it 
means you are doing a delivery-based transaction. 


Square off trade 


When you close out your position (purchase or sale) taken earlier in the settlement, it is said 
you have squared off your transaction. Only the net difference is payable or receivable by you. 


Margin Trading 


Normally when you want to buy a share on a delivery basis, you are required to bring in the 
entire amount as upfront. But when you want to do margin trading, all you have to do is pay, say 
for example 25% to 33% of the exposure you want to take. Which means, to have an exposure 
limit of Rs.1,00,000/-, you will have to pay a margin deposit of Rs. 25,000/- or 
Rs.33,000/- depending upon the broker with whom you are dealing. 


Leverage Effect under Margin Trading 


The Brokers normally allow the customers an exposure limit of 3 to 5 times of the margin 
money brought in by the customers. This ability to control a large monetary amount 
with correspondingly small amount of capital is the leverage effect one gets in margin 
trading concept. 


Exposures and Settlements Wednesday, 20 November , 2002, 16:30 
Last Updated: Wednesday, 20 November , 2002, 17:47 


Gross Exposure/Net Exposure 


·                                  ·           What is Exposure Limit? How is it fixed? 


The Exposure Limit is the maximum value of open positions a customer is allowed to have at 
any point of time during a settlement. This is fixed based on the margin amount paid by 
the customer. 


·                                  ·           What is Gross Exposure? What is Net Exposure? 


The total value of all open positions (both purchases and sales) held by the customer at any point 
of time during the settlement is known as the Gross Exposure. The total value of all his 
purchases minus the value of his sales at any point of time during the settlement is known as his 
net exposure. 


·                                  ·           Different Types of Margin 
·                                  ·           Calculation of Margins 
·                                  ·           How and When Margins are paid? 
·                                  ·           Release of Margin 
·                                  ·           Transfer of Funds and Documents 
·                                  ·           Pay In and Pay Out of Funds and Securities 
·                                  ·           What is Payment Gateway Interface? 
·                                  ·           Physical and Demat Deliveries 
·                                  ·           ·  Good / Bad Deliveries 
·                                  ·           Corporate Benefits 


Entitlement to Corporate Benefits 


What is a Rolling Settlement? 
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It is an account period for transactions where settlement is made on the third working day after 
the trading day (T+3). On the T+3rd day pay-in and pay-out of both funds and deliveries take 
place at the clearing corporation of the stock exchange. 


Payments and Deliveries 


Pay-in and Pay-out 


A Pay-in day is the designated day on which funds and securities are transferred by the 
Trading Member to the National Securities Clearing Corporation Limited (NSCCL), the clearing 
house of the National Stock Exchange. 


A Pay-out day is the designated day on which funds and securities are transferred to the 
Broker's account by the NSCCL. 


At present, in the Rolling Settlement (where the settlement is on a daily basis), Pay-in and Pay-
out are scheduled on the T+3rd day, where T stands for the trading day and +3 denotes the 
third working day following the trading day. 


When and how should payment be made? 


You are required to pay the entire amount towards your purchases before placing the order in 
case you are making a delivery-based transaction. You have to assign the required funds to 
the Broker' s account if you have the account in the same bank as that of the broker. In the event 
of your having an account in a different bank, the cheque or pay order issued by you should 
get credited to the broker's account before a purchase order is placed. 


If you are doing margin trading, then the required margin money should already be lying with 
the broker's account. 


When and how should scrips be delivered or transferred? 


The scrips you intend to sell should be transferred to the Broker's DP account prior to your 
placing the sale order. Or you may place a sale order for a scrip which had been earlier 
purchased by you and lying with the Broker in his DP account. 


Sale proceeds 


The broker will make payment to you against your sales, subject to your timely delivery/transfer 
of the scrips sold, to his DP account. The payment will be made to you within 48 hours of the 
broker getting the pay-out from the Exchange. However, the broker may hold back your payment 
in the event of your taking a fresh position meanwhile. 


Delivery of Scrips 


Subject to your effecting full payment towards your purchase obligation, the securities will 
be transferred to your DP account within 48 hours of the broker receiving the pay-out of 
deliveries from the exchange. The Broker may hold back the securities for reasons such 
as requirement of additional margin payable by you or the securities having been sold by you in 
the meantime. 


The Auction House Wednesday, 20 November , 2002, 16:31 
Last Updated: Wednesday, 20 November , 2002, 17:47 


What is an Auction? 


A mechanism used by the Stock Exchange to fulfill its obligation to the buyer of a security. It is 
done when the seller is unable to deliver the scrips sold by him. The security in question is 
offered by a member who has ready possession of the scrips. 


file:///F|/stockexchange.htm (6 of 28) [12/21/2009 8:21:12 PM]







KNOW ABOUT STOCK EXCHANGE


The securities are put up for auction by the Exchange on account of non-delivery of securities by 
the selling trading member to ensure that the buying trading member receives the securities due 
to him. The non-delivery by the trading member could arise on account of short delivery, 
bad deliveries not rectified and company objections not rectified by them. 


The Exchange purchases the requisite quantity in the Auction Market and gives them to the 
buying trading member. 


Can I take part in the Auction Market? 


Yes, you can take part the Auction Market provided your Broker allows you to do that. Still you 
must ensure that the shares you want to offer are readily available for delivery because, they 
have to be transferred to the Clearing Corporation within a day. 


You also should be aware of the fact that securities not delivered on auction pay-in day or 
bad delivery of securities delivered in auction are directly squared off at a price specified by 
the Exchange/Clearing Corporation. 


Is there any possibility of the share not being offered in Auction? What happens in that case? 


At times there is a possibility of the shares not being available in the Auction market. In such 
cases, the transaction is squared up as per SEBI guidelines which states that the transaction shall 
be squared up at the highest price on the NSE from the relevant trading period till the close-out 
day or at 20% above the last available trading price on the NSE, whichever is higher 


The Clearing House Wednesday, 20 November , 2002, 16:35 
Last Updated: Wednesday, 20 November , 2002, 17:47 


Role of Clearing Corporations 


·                                  ·           Depository 


NSDL is India’s first depository. Depository is an entity that converts physical share certificates 
into electronic form. This eliminates the need to deliver physical certificates on sale and transfer 
all exchange and transfer takes place in the electronic form. All settlement activity takes 
place through the Depository. An investor is required to open accounts with Depository 
Participants (DP) who are members of the NSDL. Investors can open as many accounts as they 
wish to open. They have to present their physical certificates to the DP to be converted to 
electronic form. The DP sends the shares to the company/ transfer agent who destroys the 
physical certificates and equivalent number of securities are credited to the investors account. 
This process is called dematerialisation. An investor can dematerialise his entire depository 
eligible securities through the same account provided all of them have the same holding pattern 
of names. Once the shares are dematerialised, they can be traded through any member of a 
stock exchange by giving details of his account with the DP. 


Depository trades are done in account period settlement and rolling settlement. SEBI has 
notified certain securities to be in compulsory demat form. For such securities, investors have 
the option to settle in rolling or account period settlement. However, all other demat securities 
are to be settled in rolling settlement, that is on T+5 day. 


An investor also has the option to apply to the company to rematerialise his 
shares. Rematerialisation means converting shares held in electronic form back to 
physical certificates. 


·                                  ·           Depository Participants 


Depository Participants are agents of the depository. They are the intermediaries between 
the depository and the investors. The relationship between the DPs and the depository is 
governed by an agreement made between the two under the Depositories Act. In a strictly 
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legal sense, a DP is an entity that is registered as such with SEBI under the provisions of the 
SEBI Act. As per the provisions of this Act, a DP can offer depository-related services only 
after obtaining a certificate of registration from SEBI. 


·                                  ·           Clearing member 


The entities that are authorised to pay in and receive the pay out from a clearing 
corporation/clearing house against trades done by them or their clients are known as 
clearing members (CMs). CMs are identified in the system through their CM-BP ID. All pay-in 
and pay-out transactions are carried out through their accounts. 


There are two types of clearing members: 


1. All members of a stock exchange popularly known as brokers are clearing members; 


2. Custodians who are permitted by the stock exchange to act as a clearing member. 


Every broker in a stock exchange offering settlement in dematerialised securities opens a 
distinct account called ‘clearing member account’. It is identified with a number called ‘CM-
BP-ID’ (Clearing Member-Business Partner Id). If a broker deals in more than one stock 
exchange, he is allotted one CM-BP-ID per stock exchange. The DI slip should contain the CM-BP-
ID relevant to the stock exchange in which the trade was done. 


·                                  ·           Pool Account 


A Demat account maintained by the Trading Member with a Depository Participant affiliated to 
either to the National Securities Depository Limited or Central Depository Services Limited 
as prescribed by the concerned Stock Exchange with whom he is registered as a Member. 
The securities sold by the clients of the Trading Member are transferred from their DP account to 
the Pool Account the Trading Member who in turn instructs them to be transferred to the 
Clearing Corporation through the Depository (NSDL or CDSL). In the same manner, the 
securities bought by his clients are transferred to the Trading Member's Pool Account by the 
Clearing Corporation on the Pay-out day. 


·                                  ·           Beneficiary Account 


This is an account opened by investors to hold their securities in dematerialised form with 
a depository and to settle the transactions of sale and purchase of such securities in book-entry 
form through the depository system. An account holder is legally entitled for all rights and 
liabilities attached to the securities (i.e., equity shares, debentures, government securities, 
etc.) held in that account. Therefore, the account is called “beneficial owner account” also. 
A beneficiary account can be in the name of an individual/corporate or the broker himself for 
the purpose of his personal investments in demat form. The account is opened with a DP. 


House account - An account opened by a DP for the custody of and transactions in its 
own investments is referred to as a house account, and all other beneficiary accounts are referred 
to as non-house accounts. DPs are required to open house accounts for their transactions to 
prevent co-mingling of their securities investments with the investments of their clients. 


·                                  ·           Who can open a Beneficiary Account? 


Neither the Depositories Act, 1996 nor the Regulations made under the Act lay down 
any specifications about who can open a beneficiary account. Since all beneficial owners are 
deemed to be members of a company (under section 41(3) of the Companies Act, 1956), only 
those who are eligible to become members of a company under the Companies Act, 1956 can open 
a beneficiary account with a depository. Thus, all legal entities with the exception of 
partnership firms can open an account in the depository system. 


FAQ's ON ROLLING SETTLEMENTS 
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  What is the Rolling Settlement? 


  What is the status of Indian Capital Markets in terms of Rolling Settlements of trades? 


  What is the pay-in and pay-out schedule for scrips under CRS on T+3? 


  Why we need Rolling Settlements? 


  What do you mean by T+5, or T + 3…. What is 3 or 5? 


  What are the advantages of Rolling Settlements compared to weekly settlements? 


  Can one square off transactions done in Rolling Settlements? 


  How can one prepare himself for Rolling Settlement? 


  What is Trade to Trade in the Rolling Settlements? 


  Why BSE has included the scrips under Trade to Trade to "Z" group ?. 


  What about scrips where trading and settlement takes place on Trade to Trade basis because 
of Surveillance reasons? 


  An investor holds shares of the company XYZ Ltd. The company has been included in "Z" group 
for not making demat arrangements. When the scrip of XYZ Ltd. would be shifted back from 
"Z" group? 


  I am holding shares of XYZ Ltd., which has been included in "Z" group for not making 
demat arrangements. Whether, the company would be shifted out of "Z" group as soon as 
the company makes demat arrangements. Under what conditions the company would remain in 
"Z" group notwithstanding demat arrangements?. 


  Can one deliver the shares in the physical form where only demat deliveries are permitted? 


  How to identify the scrips which are settled with compulsory demat delivery in the 
Rolling Settlements? 


  What is the margining system in Rolling Settlements? 


  What is the circuit filters system applicable for scrips traded in Compulsory Rolling Settlements? 


  An investor has sold shares in the CRS scrip for delivery, can he avoid paying VaR/Mark to 
Market losses? 


  What happens if one fails to submit shares sold? 


  What happens if one buys shares on one day and sells the same on the following day and does 
not get delivery of shares purchased? 


  How is the No-delivery fixed in Rolling Settlement? 


  What would happen in the scenario when the No- Delivery is abolished? 


  Can one take advantage of price differential prevailing on two Exchanges in the Rolling Settlement? 


  1.Q. What is the Rolling Settlement? 


  A. Rolling Settlement is a mechanism of settling trades done on a Stock Exchange on T, i.e., 
trade day plus "X" trading days, where "X" could be 1,2,3,4 or 5 days. In other words, in T
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+5 environments trades done on T day are settled on 5th working day excluding the T day. In 
India, until recently, the settlement of majority of trades was done on Account Period basis, 
where trades done in a trading cycle of 5 days were consolidated, scrip-wise netted and 
settlement of such netted trades took place on a single day in the following week. Thus, it 
took anywhere between one to two weeks for the investor depending upon the day of his 
transaction to realize the money for shares sold or get delivery of securities purchased. However, 
in the Rolling Settlements, trades done on each single day are settled separately from the 
trades done on earlier or subsequent trading days. The netting of trades is done only for the day 
and not for multiple days. In our markets, the trades in Rolling Settlements, to begin, with 
were settled after 5 trading days from the day of trading and w.e.f. April 1, 2002, the trades in 
all the scrips listed and traded on the Exchange are now settled on T+3 basis. However, 
the investors are advised to check with their broker about the exact date of settlement, 
as deviations are possible on account of intervening holidays etc. 


            


  2.Q. What is the status of Indian Capital Markets in terms of Rolling Settlements of trades? 


  A.The Indian stock markets until recently were largely operating on Account Period basis, 
where transactions done during a week were netted and settled on a pre- specified date in a 
batch mode in the following week. The capital markets world over were settling the trades in 
scrips on Rolling basis as per the recommendations of Group of 30(G 30) (A group to identify 
the best international practices of securities clearing and settlements). Securities and 
Exchange Board of India (SEBI)- the market regulator in India, has gradually mandated that 
certain scrips would be settled exclusively on Rolling Settlement basis. This commenced in 
January 2000. Till June 2001, trading in a small number of scrips of small and mid cap 
companies had been shifted to Compulsory Rolling Settlement (CRS). However, w.e.f. July 2, 
2001, SEBI mandated CRS in all large cap companies (mostly forming part of BSE- 200 Index 
and the scrips having a facility of deferral of the trading positions) on T+5 basis. Further, w.e.
f., December 31, 2001, trading and settlement in all listed securities have been mandated 
under CRS on T+5 basis and Weekly or Account period settlement has been discontinued. 
With effect from April 1, 2002, trades are settled on T+3 basis as against T+5 earlier. 


 3.Q. What is the pay-in and pay-out schedule for scrips under CRS on T+3? 


  A. The transactions in the scrips in CRS are settled on T+3 basis, i.e., both pay- in and pay- out 
of monies and securities for transactions on T day takes place on the same day, i.e., on T+3. 
With this, Indian exchanges have achieved settlements on Delivery v/s Payment (DvP) basis at 
the Exchange-member level. 


  4.Q. Why we need Rolling Settlements? 


  A.   Internationally, the Rolling Settlements have been accepted as the best method of 
settling trades. G 30 way back in 1989 had recommended that settlement of trades at 
Stock Exchanges should take place on T+5 on Rolling Settlement basis and subsequently the 
same should be done on T+3 basis. Therefore, Rolling Settlements in any capital markets 
represent the best international practice. 


  5.Q. What do you mean by T+5, or T + 3…. What is 3 or 5? 


  A. In Rolling Settlements, 3 or 5 denotes after how many trading days the trades done on T 
day will be settled by payment of monies and delivery of securities. 


  6.Q. What are the advantages of Rolling Settlements compared to weekly settlements? 


A.  Since, in the Rolling Settlements, the trades are settled earlier than in account period 
settlement, the settlement risk is lower. The reason for this could be that in weekly settlements, 
the cumulative position built up over various days was consolidated, netted and settled on a 
single day. This resulted in higher deliveries to be settled for the trades done during the week. 
Since in Rolling Settlements, trades on a particular day are settled separately from the trades 
done on any other days, the settlement risk is considerably reduced. Moreover, the sellers 
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and buyers get the monies and securities for their sale and purchase transactions, 
respectively earlier than in Account Period settlements. This also achieves international best 
practice for settling trades. 


  7.Q. Can one square off transactions done in Rolling Settlements? 


  A. Yes, since the trades done during a day in a Rolling Settlement except those in scrips in 
"Z" group are netted, one can square off the transaction on that day only. The trades in "Z" 
group scrips are not allowed to be netted and are settled on a trade to trade basis. As such, 
the squaring off should be done before close of the market hours on that day. It may be 
clearly understood that the trades during a day cannot be squared off or netted with transactions 
on the earlier or subsequent days. 


  8.Q. How can one prepare himself for Rolling Settlement? 


  A. As discussed earlier, the settlement of trades in all listed securities is done in 
Rolling Settlements on T+3 basis, where the settlement period has considerably reduced. It 
is, therefore, necessary for the investors to fully acquaint themselves with the dynamics of the 
new systems. In respect of those securities which can only be delivered in demat mode, it 
is imperative for the investors to get their holdings in the physical form in these scrips converted 
in the demat form. Further, since the movement of funds and securities need to be very fast 
in Rolling Settlements, the investors should assess the Depository Participant and 
banking infrastructure available at their location. The investors are advised to move their 
shares from their Beneficiary Owner A/c with DPs to the broker's pool account at the earliest 
after the sale transactions are done. Further, the physical shares ( in case of the settlement 
of trades in the securities where delivery in physical form is permitted) should be sent to the 
broker at the earliest after sale order has been executed. Similarly, the investors should arrange 
for remittance of funds to their broker sufficiently in time, after he has executed a 
purchase transaction on their behalf, so as to enable the latter to meet the pay-in deadline. 
Timely receipt of funds and securities from the investors by the brokers ensures that they are 
able to meet their settlement obligation relating to money and securities with the exchange on time. 


  9.Q. What is Trade to Trade in the Rolling Settlements? 


  A. SEBI has mandated that trading and settlement in all listed securities on the Exchanges 
would take place only in CRS. Further, it had directed all the companies to sign agreements 
and establish connectivity with both the Depositories latest by September 30, 2001. SEBI 
has further mandated that the trading and settlement in securities of those companies which 
have failed to make the required demat arrangements by the above stipulated date, be shifted 
to Trade to Trade basis. Once any scrip is shifted to Trade to Trade basis, the transactions in 
the scrip are not netted and all purchase and sale transactions in the same scrip in single 
settlement are to be settled separately. For example, trading and settlement in securities of XYZ 
Ltd. have been shifted to Trade to Trade. An investor has bought 100 shares of the company in 
the morning on April 1, 2002 (Rolling Settlement No. 06/02-03) and he squares off purchase 
of these 100 shares by selling the same in the trading hours on the same day. In this case, 
his purchase and sale transactions would not be netted and the investor would be required to 
give delivery of 100 shares against his sale transaction and payment for the purchase transaction 
of 100 shares. 


  10.Q. Why BSE has included the scrips under Trade to Trade to "Z" group ?. 


 A. With a view to forewarn investors planning to make an investment in the securities of 
the companies, which have violated provisions of the Listing Agreement or have large 
investors complaints pending against them, the Exchange has shifted all such securities to 
a separate category called "Z" group. In "Z" group all the trades are settled on Trade to Trade 
basis. Moreover, an alert message "The scrip is in "Z" group where the trades would be settled 
on Trade to Trade basis. Do You Wish to Continue?" is flashed whenever a buy or sale order in a 
"Z" group scrip is placed 


  In order to give proper alert message on the BOLT system that trades in a particular scrip would 
be settled on Trade to Trade basis, the Exchange has included in "Z" group the securities of all 
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those companies which have failed to make demat arrangements with both depositories, latest 
by September 30, 2001. 


  The investors while trading in "Z" group scrips should, therefore, exercise caution while 
indicating "Yes" for the above message. 


  11.Q. What about scrips where trading and settlement takes place on Trade to Trade basis 
because of Surveillance reasons? 


  A. At times, the trading and settlement in scrips is placed by the Exchange on Trade to Trade 
basis because of Surveillance reasons. Such scrips are not included in "Z" group for 
settling transactions in these scrips on Trade- to- Trade basis and trading and settlement 
continues to be in their respective B1 or B2 groups. A $ sign is however, placed alongside the 
Scrip ID of the scrips in BOLT to indicate that trading and settlement in the scrip is on trade to 
trade basis. Further, the names of these companies are available in the News Category 
"Scrips under Trade-to-Trade- other than "Z" group" on the BOLT system. Investors should 
exercise due caution while placing orders in these scrips as netting of buy and sale position in 
the same scrip on the same day is not permitted. 


  12.Q. An investor holds shares of the company XYZ Ltd. The company has been included in 
"Z" group for not making demat arrangements. When the scrip of XYZ Ltd. would be shifted 
back from "Z" group? 


 A. The trading and settlement in the securities of those companies, which have failed to 
make demat arrangements by the stipulated time, have been shifted to "Z" group. Once 
these companies make demat arrangements with both the depositories, the trading and 
settlement in the same would be shifted back from the "Z" group to their original group after 
three months from the date of making the required demat arrangements by giving advance notice 
to the market. 


  13.Q. I am holding shares of XYZ Ltd., which has been included in "Z" group for not making 
demat arrangements. Whether, the company would be shifted out of "Z" group as soon as 
the company makes demat arrangements. Under what conditions the company would remain in 
"Z" group notwithstanding demat arrangements?. 


  A. The Exchange would normally shift out those companies, which have made 
demat arrangements, after three months from the date of doing so. However, if in the 
meanwhile, the company has been identified as "Z" Group Company on account of violation 
of provisions of the Listing Agreement or non-resolution of investor complaints, such 
companies would continue to be in "Z" group eventhough they might have made arrangement 
for demat. 


  14.Q. Can one deliver the shares in the physical form where only demat deliveries are permitted? 


  A. Yes! The investors can sell and deliver the scrips in the physical form where only 
demat deliveries are permitted. The Exchange settles such transactions under the Exit 
Route Scheme announced for scrips in compulsory demat delivery for all investors. The 
transactions of this type, which are executed in "C" group at the Exchange system, are settled 
on Trade-to-Trade basis, i.e., without netting of buy and sell position in the same scrip. 
The investors can sell only upto 500 shares in physical form at one time in one single order. 
The market deliveries are not permitted and the shares delivered have to be in the name of 
the investor. 


  15.Q. How to identify the scrips which are settled with compulsory demat delivery in the 
Rolling Settlements? 


  A. The trades in all "A", "B1" and "B2" group scrips can only be settled with demat 
delivery. However, the trades in B1 group securities of State Bank of Bikaner and Jaipur, State 
Bank of Travancor and State Bank of Mysore, although permitted in CRS on netting basis, are 
settled in physical form since these banks have obtained exemption from SEBI 
from dematerialization of their securities. Further, the trades in certain scrips which have 
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been mandated by SEBI for compulsory demat delivery for all investors but have been included 
in "Z" group by the Exchange are compulsorily required to be settled by demat delivery and 
the market lot of such scrips is 1 (one). 


  16.Q. What is the margining system in Rolling Settlements? 


 A. For the trades in CRS, Value at Risk (VaR) based margining approach has been adopted. In 
the VaR system of margining, historical volatility of scrips and overall market volatility 
represented by Sensex (at BSE) is considered to arrive at a VaR margin percentage for a scrip. 
As the scrips traded on the Exchange are divided into following two groups for calculation of 
VaR margins as per the SEBI directive, VaR margins are to be calculated depending on the group 
to which the scrip belongs. 


  Group I: 246 highly liquid scrips which had the facilities of BLESS, ALBM or MCFS or included in 
the BSE 200, mandated in Compulsory Rolling Settlements w.e.f. July 2, 2001 plus 15 scrips 
earlier placed in Compulsory Rolling Settlements having the facility of BLESS (Rolling) 


  Group II. remaining scrips. 


  VaR margin for Group I is calculated as the higher of Scrip VaR and Index VaR multiplier with 
a suitable multiplier and in Group II is calculated based on Daily Index VaR multiplied with a 
suitable multiplier. 


  These percentages calculated at the end of a day are applied on the next day's positions. The 
rates of margin are available for download by members. The same are also available on BSE 
website i.e., www.bseindia.com in Market Live- Market Summary Section on a daily basis. 
Further, the mark to market differences are collected on a daily basis and the member-brokers 
are required to maintain a capital level, as prescribed by the Exchange, adequate to support 
their exposure at all times. 


  17.Q. What is the circuit filters system applicable for scrips traded in Compulsory 
Rolling Settlements? 


  A. In case of 54 scrips, which are included in the SENSEX & S&P CNX Nifty or where 
derivative trading is permitted- daily 10% circuit filter is currently applicable. As such, the prices 
in these 54 scrips are allowed to move in a trading day on either side to the extent of 10% of 
their closing price on the previous trading day. For remaining scrips traded in CRS, a circuit filter 
of 20% is uniformly applied. However, the Exchanges have the power to reduce the circuit filter 
for surveillance reasons. 


  18.Q. An investor has sold shares in the CRS scrip for delivery, can he avoid paying VaR/Mark 
to Market losses? 


  A. Yes! the shares sold by an investor should be delivered to the Clearing House of the Exchange 
in demat form. From the day of delivery of such shares to the Clearing House, the gross exposure 
of the shares sold is excluded from the gross exposure of the member-broker and VaR margin 
and Mark to Market losses etc. on such quantity of shares sold is not computed. 


  19.Q. What happens if one fails to submit shares sold? 


  A. In case, one fails to deliver the shares sold in the Rolling Settlement, the Exchange conducts 
an Auction of the quantity short delivered/ not delivered on T+4, to meet the obligation of 
delivery of shares to the buyer. In this Auction session, offers are invited from fresh sellers 
for quantities short delivered. The highest offer price is allowed upto the close-out rate and 
the lowest offer price in auction can be 20% below the closing price on a day prior to the day 
of auction. The member through whom one has sold the shares is not allowed to offer shares in 
the scrip for which he has failed to make delivery. 


 In case no offers are received in auction for a particular scrip, the sale transaction is closed-out at 
a close-out price, determined by higher of the following:- 
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- Highest price recorded in the scrip from the settlement in which the transaction took place upto 
a day prior to the day of the auction. 


  OR 


  - 20% above the closing price on a day prior to the day of auction. 


  However, in case of the close- out of the shares under objections, shortages in the trades done 
in "C" group or "Z" group where the auction rate is not available, 10% above the closing price on 
a day prior to the day of auction is considered instead of 20% for calculation of the close- out 
price for scrips in other groups. 


  - In such case, if the auction price/close-out price is higher than the standard price of 
the settlement in which the transaction was done, the difference is recovered from the seller 
who has failed to deliver the scrips. However, in case, auction/ close-out price is lower than 
standard price, the difference is not given to the seller but is credited to the Investors 
Protection Fund. 


  20.Q. What happens if one buys shares on one day and sells the same on the following day 
and does not get delivery of shares purchased? 


  A. The pay-out of the shares purchased would take place on T+3 day. In case, an investor does 
not receive the shares purchased on account of non- delivery by the seller, he may receive the 
same in the auction pay-out on T+5 day. In case one has sold the shares on the next day, the 
pay-in of these shares would become due on T+4 day. This would lead to mismatch in 
delivery obligations for sale transactions, which became due on T+4 and receipt of the 
shares purchased via auction would happen on T+5 day. Hence, the sale transaction due on T+4 
day would result into a failure and the shares not delivered would be auctioned or closed-out 


  However, the investors should note that the total shortages in the various scrips in the CRS 
are quite negligible, and the investors are most likely to get the shares purchased by them on 
the Pay-out day (T+3) itself. However, it is advisable to sell the shares purchased only after 
the same have been received by the concerned member-broker from the Exchange or have 
been credited to the demat account of the investor. 


  21.Q. How is the No-delivery fixed in Rolling Settlement? 


 A. The Stock Exchange announces a No-delivery period in scrips on the basis of intimation from 
the companies about Book Closure (BC)/Record Date (RD). During the period of No-delivery, 
the settlement of purchase/sale transactions is not effected. No-delivery period for various scrips 
is indicated in the settlement calendar of BSE (generally No-delivery period is for one week). 
The transactions in the scrips done at the Exchange during the No-delivery period are netted 
and settled in the settlement in which the scrips come out of No-delivery. 


  22.Q. What would happen in the scenario when the No- Delivery is abolished? 


  A. The No- Delivery system has till now been used to ensure that the trades takes place at 
the prices which are reflective of the corporate benefits attached to the securities traded. 
The Exchanges have decided to abolish No-Delivery for the scrips which are traded on 
compulsory demat form and Book Closure or Record dates have fixed by the companies 
for corporate benefits like bonus dividend and where no corporate benefits are attached. This 
would come into effect from May 1, 2002. In such cases the Exchange would announce an Ex- 
date and the investors should quote the prices for the concerned scrips assuming the 
corporate benefits are not attached from that date onwards. However, the No- Delivery 
would continue to be applicable for all scrips where physical shares can be delivered and/or 
where the corporate benefits are other than referred to above. 


 23.Q. Can one take advantage of price differential prevailing on two Exchanges in the 
Rolling Settlement? 
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 A. It is likely that at certain point of time, there is a difference in the prevailing prices of a scrip 
on two Exchanges. However, in Rolling Settlements, the settlement of transactions on all 
Exchanges is done on T+3 and as such, the investors would be required to settle buy and 
sale transactions entered simultaneously on two Exchanges, on the same day and time. 
Therefore, the advantage of price difference can only be availed of, provided the investor 
holds securities sold on one Exchange and has funds to take delivery at the Exchange 
where securities have been purchased. 


__________________________________________________________________________________________-


On Stock Markets 
(Ever wondered how the budget affects the stock market?) 


 
 


Article 1: Limit Order   
(You think placing an order is easy? Dream on!)


Ever overheard a typical conversation between a broker and his client? Here is an excerpt of what 
it is usually like? 
 
 Client: What is the market rate of Infosys? 
Broker: Quoting Rs7,500/505? 
Client: OK, buy 100 shares of Infosys? 
 
What will the broker do now? He will buy Infosys shares in the market at any (the best) 
available price till he has a 100 of them. 
 
By buying shares for his client in this manner, the broker just executed a 'Market Order'. 
  


What is a Market Order? 


A 'Market Order' is an order to buy or sell a stock immediately at the best available price in 
the market. Sometimes it is referred to as an 'Unrestricted Order', since it comes with no 
conditions attached from the client. 
 
Hence, it is the simplest order that can be placed in the market. The client just informs his broker 
to execute the trade and the broker executes the trade at the best price available in the market. 
 
Interestingly, it is the only order that guarantees execution unless of course the 'circuit breakers' 
set by the exchanges come into play! 


 


Hmm! Could anything go wrong here? 
Imagine a situation where just as our client is placing his market order, a big fund places a 
'market order' to buy 20,000 shares of Infosys! 
 
The price is soaring through the skies and in the melee our client manages to buy his 100 shares 
of Infosys at Rs7,700! Our client is caught completely unawares. 
 
Since the client thought that he was buying just 100 shares, he would have assumed that his 
trade would get executed very close to the market price of Rs7,550. In the end, he bought 
100 shares a good Rs150 higher than expected. What if the client was playing it tight and 
cannot fork out the extra Rs15,000 that his 'market order' resulted in...? 
 
Is there any way of avoiding these hazards while placing an order? 
 
Hallelujah! Thank God for small mercies like the 'Limit Order'. 
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What is a Limit Order? 
An order placed with a broker to buy or sell at a predetermined amount of shares at a specified 
price or better than the specified price. 
 
So how would the conversation of our client with his broker have gone if our client knew about 
'Limit Orders'? 
 
 Client: What is the market rate of Infosys? 
Broker: Quoting Rs7,500/505?. 
Client: OK, buy 100 shares of Infosys at Rs7,550. 
 
What will the broker do this time around? He will buy 100 shares for our client at a price of Rs7,550. 
 
In case a fund places a big 'market order' to buy 20,000 shares of Infosys on the same day and 
in the process takes the price to Rs7,700, our broker will wait for the price to come back to 
Rs7,550 before buying shares for our client. 


 


Know the limits of a Limit Order 
A good question may crop up at this stage: What if the price does not drop below Rs7,700 at 
all? Well, what can we say? Our client missed an opportunity to probably make a decent profit 
on Infosys? ! Too bad. 
 
In other words, there is a flip side to using a 'Limit Order' vis-?is a 'Market Order'. 


 


Which one, when? That depends on your timeframe 
This depends on your time horizon. In case of our client, it depends on what he is buying the 
100 shares of Infosys for. If he is buying these 100 shares with the intention of selling them within 
a month at Rs8,500, then it makes a lot of difference whether he buys it at Rs7,550 or Rs7,700. 
 
On the other hand, if he is buying these 100 shares with the intention of holding it for the next 
five years during which time he hopes to sell it at Rs15,000, then the difference of Rs150 a share 
he sacrifices now pales in comparison to the profit of Rs7,450-7,300 per share he hopes to 
make over this long period. 
 
In case the price never drops below Rs7,700, our client would have missed out on a Rs7,300 
profit in 5 years because of insisting on saving Rs150! Reminds us of the proverb " Penny 
wise, pound foolish." 
 
Of course, the knowledgeable amongst you would have figured out that 'Limit Orders' are 
more useful for the traders whereas the 'Market Orders' are more useful for the investors. 


 


The tricky question is how do you set the limit for a 'limit order'? 
The limit can be set based on your perception of what is the right value. After all, we have our 
own perception of value when we buy shirts or vegetables. This goes for stocks as well! 
 
For traders, the limit price depends on the potential profits they see from that level, and their 
risk-reward playoff. 
 
By the way, limit orders allow an investor to limit the length of time an order can be 
outstanding before cancelled. A quick look at the various limit orders that can be placed: 
 
End of Day: Any order to buy or sell a stock that automatically expires if not executed on the 
day the order is placed. 
 
Good till Date: Any order to buy or sell a stock that automatically expires if not executed on 
the date specified when the order is placed or the end of the particular settlement on the 


file:///F|/stockexchange.htm (16 of 28) [12/21/2009 8:21:12 PM]







KNOW ABOUT STOCK EXCHANGE


exchange, whichever comes first. 
 
End of Settlement or Good Till Cancelled: Any order to buy or sell a stock that 
automatically expires if not executed by the end of the settlement on the exchange unless the 
order is cancelled during that period. 
 
Now that we have understood the basics of 'Limit Order', it is time to move on. Next, we 
will understand the 'Stop Loss' order better. 


 


Article 2: Arbitrage between NSE & BSE   
(A hard look at what this arbitrage business between NSE and BSE really means)


These set of transactions are probably the most badly understood transactions. The financial 
dailies have added to its popularity by just displaying closing price differences between the 
two exchanges to highlight profit making opportunities. 
 
But they are misleading as very few shares actually change hands at that price. But to top it 
all these transactions are not 'arbitrage'! 
 
The fact that you use the word 'arbitrage' must mean that the transaction is riskless and hence safe! 
 
Are these transactions really riskless? 
 
The arbitrage between NSE and BSE has two parts to it. In the first stage you sell on NSE and 
buy on BSE at the end of settlement (Tuesdays of every week) and then reverse the transaction 
on the very next trading day (buy on NSE and sell on BSE). 
 
Why does arbitrage need to be executed in two phases? 
 
The first part leaves an open position on two different exchanges with not only two 
different settlements but also two different settlement standards. Hence, you need to get 
your delivery from BSE and deliver at NSE. One goof up somewhere would mean 'auction' 
and 'penalty'. What was meant to be a 'free' lunch can end up being a very 'costly' 
luncheon. However, it's true that with dematerialisation the risks of delivery have been mitigated 
to a large extent 
 
Once you have two parts to the transaction, you are still taking a risk- an overnite price risk. 
After all, prices can change sharply the following day on both the exchanges. You can say that 
you are betting on relative price differences between BSE/NSE and these could move in 
tandem after all. But what if the stock hits the lower circuit or the upper circuit? You can buy on 
one exchange but cannot sell on the other or vice versa. Gosh! You cannot complete 
your transaction and might get saddled with the position! 
 
In short, this is not 'arbitrage' as it is not riskless. Unable to coin a better term people called it so. 
It is a misnomer.And it probably makes sense for a broker to indulge in such so called 
'arbitrage' transactions. 
 
For normal traders, it does not make sense paying brokerage four times and still carry out 
the transactions between the exchanges. A better option is to arbitrage between futures and 
the cash market or just take part in 'vyaj badla'. 
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Article 3: Fiscal policy and the markets   
(There's no escaping fiscal deficit. Ever wondered how rising fiscal deficit affects the stock m...)


No escaping the fiscal deficit 
There's no escaping the fiscal deficit. The thing has escaped from the pink papers, where it 
rightfully belongs, to the ordinary newspapers. The investor has enough on his mind tracking 
his portfolio, so why does he need to bother about the fiscal deficit? 
 
Think of the government as the biggest player in the financial markets. That's the reason why 
we lesser mortals have to bother about it. It's a bit like the Unit Trust of India. When the UTI 
got into trouble last year, the markets took a tumble, and then waited with bated breath for UTI 
to get bailed out. And the government is many many times bigger than the UTI. 
 
Sure, the government doesn't play the stockmarkets itself, except through its 
disinvestment programmes, but it controls the debt markets. The government's need for 
borrowing money to finance its expenses is nothing but another name for the fiscal deficit. 
No wonder it affects the entire economy. 


 


Government borrowing affects the entire economy 
How does it do that? Well, if government borrows too much, it "crowds out" the private sector. 
The stock of financial resources (money) being limited, excess government borrowing results 
in there being less left over for the private sector. Also, when government borrowings increase, 
the demand for credit increases relative to the supply for it. So the cost of credit increases. The 
cost of credit is nothing but the interest you pay. And when interest rates rise, that's 
obviously negative for companies, as higher interest costs eat into profits. 


 


Borrowing from RBI-a surefire recipe for inflation 
Sometimes, the government does not borrow directly from the market but instead borrows from 
the Reserve Bank. That's actually equivalent to printing money, and is called, in the 
jargon, monetising the deficit. When this happens, the amount of money supply increases and 
that makes price rise as well. Don't get it? Well if we all had a printing press at home in which 
we could print money then we could all become crorepatis. We could afford to pay any amount 
to buy anything we wanted to. Everything then becomes an auction and there is no limit on 
how high prices can go because there is no limit on how much you can afford to pay-after all, 
you have a printing press at home. But that is a surefire recipe for inflation. 
 
When the government borrows from the RBI very much the same happens. Sure not all of us have 
a printing press. But this is one hell of a big printing press. So prices are bound to rise. And then 
the price that you pay for money (which is nothing but interest rates) begins to rise too up. 


 


To keep deficit in check, government raises resources through higher taxes... 
The moral of the story is that the government should cut its coat according to its cloth. How can 
the government do that? One easy way is to raise resources. The simplest way to do that, as we 
are painfully aware, is to increase taxes. Increased taxes takes away purchasing power from 
people, thereby reducing demand. It also dampens the incentive for people to work harder. 
During the bad old socialist days, marginal tax rates went up to over 90%, leading to a 
flourishing black economy. These days, thankfully, finance ministers realise that too much 
taxation is counter-productive. But the point is, whether the government chooses to tax more or 
not has implications for companies and therefore for the markets. 


 


...and that impacts stocks 
While corporate tax rates apply equally to all companies, changes in the rates of excise and 
customs duties affect different industries in different ways. That's why we have all those analyses 
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on budget day trying to gauge the impact of the budget proposals on industries and 
individual companies. Obviously stocks too are impacted. 


 


Disinvestment-a resource-raising route which also affects market 
The other way of raising resources is through disinvestment. Divesting the government stakes 
in good companies brings good quality investments into the stockmarket and helps investors. 
Deficit can also be checked through expenditure cuts 
But raising resources is not the only way to keep the deficit in check. The other way is to 
reduce government expenditure. Is that a good thing? It depends on the state of the economy. 
If there is a recession going on and there is substantial excess capacity, reducing the deficit 
would reduce purchasing power and hurt demand. The need here would be to increase 
government expenditure to kickstart the economy. 


 


The quality of the deficit is of great import 
At other times, however, reducing government expenditure would be a good thing. It 
depends, however, on what kind of expenditure you prune. If the government cuts down on 
capital expenditure, that is the expenditure required for building physical and social 
infrastructure, then economic growth is bound to suffer. Government investment in roads, 
telecom, ports, etc, has knock-on effects on the rest of the economy, improving productivity 
and raising investment demand. That translates into orders for capital goods companies. 
Growth obviously translates into growth for individual companies, raising their valuations. If, on 
the other hand, the government reduces subsidies, rationalises prices, and trims flab in an effort 
to become more productive, that is to be welcomed. In other words, it's not just the fiscal 
deficit that is important, but the quality of that deficit. 


 


State of government finances should concern investors 
The government, through its fiscal policy, has the power to control the economy, interest rates 
and with it, the direction of the markets. Investors have reason, therefore, to be concerned 
about the state of the government's finances. 


 


Article 4: Monetary policy and the stock market   
(The monetary policy has everything do to with inflation, interest rates and the stock market. W... )


Monetary policy affects all of us 
You would have noticed the reams of newsprint churned out when the Reserve Bank of 
India announces its monetary policy every six months. Like a lot of people, you would have 
thought that 


●     it is merely another reason to fill the financial pages; or, 
  


●     more charitably, it may be important for banks but not for ordinary investors like you and me.


The fact is that RBI monetary policy has an effect on all investors. Let's take a look how.


A tool to control inflation, which directly affects interest rates 
Monetary policy is aimed at controlling the level of inflation & interest rates in the economy. To 
do that, the Reserve Bank tries to lower the money supply when prices are rising. How does it 
do that? By lowering the amount of money available with banks. Raising reserve requirements, i.
e., the amount of money which banks must keep impounded with the RBI, is one way. 
Another method is to sell bonds to the banks. When banks buy bonds from the RBI, money flows 
out from banks to the RBI, lowering the amount of money available for lending. You'll 
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remember that just before the 1996 election finance minister Manmohan Singh tried his best 
to lower inflation, believing that a lower inflation rate would improve the chances of a 
Congress government. He got that wrong, but in the process RBI squeezed money supply. 
 
What happened next is history. Because money was scarce, interest rates started moving up 
to astronomical levels. Companies found that they were starved of funds, or couldn't afford the 
high rates. The ultimate result was that the economy slid into a recession. 
 
So by changing the money supply, the Reserve Bank can determine the level of interest 
rates. Higher levels of interest rates impact corporate bottomlines and discourage companies 
from investing. That slows down growth. 


 


Does the process work the other way? 
In other words, can the RBI spark an economic recovery by increasing money supply, with 
resultant lower interest rates? The evidence does not seem as strong. Lower interest rates can 
help in creating the right atmosphere for a recovery, but it is not enough to spark one by 
itself. Some kind of stimulus to demand must go hand in hand as well. 


 


Impact on stockmarket 
In the West, where both the bond as well as the equity markets are mature, an increase in 
interest rates leads to more money flowing into bonds. Other things remaining the same that 
means less money for the equity markets. You'll remember that late last year, when the 
Dow showed signs of weakness, Federal Reserve Chairman Alan Greenspan decided to lower 
the Federal funds rate and the discount rate. Lowering the rate at which banks could access 
Federal funds was a signal for interest rates to go down in the rest of the economy. Money 
flowed from the bond into the equity markets, the Dow crossed the magic 10,000 mark, 
and Greenspan single-handedly saved the world! In India, the bond markets are not very liquid, 
and only the banks are active in that market. Since banks do not invest in equities, 
except marginally, there is no flow of funds from the bond to the equity markets. So the impact 
of monetary policy on the equity markets here is indirect, rather than through the direct route. 
 
There's yet another way in which higher interest rates affect the advanced economies. 
Because almost everyone in the US has borrowed up to his neck, interest rates are important 
for consumer spending. When interest rates rise, people spend less because they can't afford 
to borrow at the high rates. This lowers demand and slows the economy down. 
 
However, the RBI does have a more direct way of influencing the stockmarket. That is by 
varying the percentage of funds which banks are allowed to invest in the stockmarket. At 
present, the limit is 5 per cent of the incremental deposits of banks. That means, if a bank 
gets Rs100 worth of new deposits, it can invest Rs5 in the stockmarket. Unfortunately, with 
banks not being very keen on investing in equity, their investments been far below the limit. 


 


RBI can also influence exchange rates 
The central bank also has the power to decide the level of the currency both by direct 
intervention and by targeting interest rates, which are a key factor in determining exchange rates. 
If it feels the rupee is too weak, it sells dollars in the market and buys rupees. If it feels the 
rupee should go down a bit, all it has to do is buy dollars. The rupee's exchange rate obviously 
has enormous implications for importers and exporters. What's more, even those companies 
which produce for the domestic market would be affected, because the price of imports would 
be changed. For instance, Reliance Industries would benefit if the rupee becomes stronger, as 
the price of competing imports would rise. Similarly, companies which export software would 
benefit when the rupee weakens. 
 
Well so the next time the newspapers devote reams of newsprint to the monetary policy, scan it 
well-it has serious implications on the stock market. 
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Article 5: The MSCI Index   
(Discover why the Indian stock market keenly watches the changes in the MSCI Index...)


Who is MSCI? 


Morgan Stanley Capital International Inc. (MSCI) is a leading provider of global indices, 
benchmark related products and services to investors worldwide. MSCI indices are the most 
widely used benchmarks by global portfolio managers. 
 
According to a recent survey by Merrill Lynch/Gallup, over 90% of the North American and 
Asian international equity assets are benchmarked to the MSCI Indices. In Europe too, over 50% 
of the continental fund managers peg their portfolios to the MSCI Indices. 
 
Besides this, the MSCI has 1200 customers worldwide who use its indices as a benchmark. 
Hence any change in these indices has a significant impact on global capital markets. 


 What does it mean to be a benchmark? 


How does the global fund manger decide where to invest his money and in what proportion 
(asset allocation as they call it)? He needs a benchmark that indicates the available 
investment opportunities around the globe. 
 
The benchmark is typically an Index. The most popular global indices are the MSCI indices. 
The MSCI Indices (there are a basket of them) consist of various stocks from individual 
countries. The global fund managers can then benchmark their performance in two ways. 
 
Either they can mimic the entire portfolio of stocks and hence peg the return to that of the index 
or they can choose some other stocks that can outperform the return of this index. Hence 
the portfolio manager's investment patterns are determined not just by how attractive 
the companies in your country are but also by the weight of your country in the MSCI index. 


 How is the index generated? 


The MSCI equity indices are constructed in a consistent manner across all countries, encompassing 
a total of 23 developed markets and 28 emerging markets. This consistent approach to 
index construction ensures proper representation of the country's underlying industry 
distribution and market capitalization. It allows investors to accurately compare equity 
performance across markets, regions and sectors. 
 
In this process, MSCI tracks developments in almost 3000 companies (both listed and 
unlisted) around the globe. These equities account for over 99% of the world's total 
market capitalization. 
 
MSCI country equity indices are constructed using the following five steps: 


§                     Define the listed securities within each country. 


§                     Sort the securities into industry groups and select securities until 60% of each 
industry's market cap. 


§                     Select the securities with good liquidity and free float. 


§                     Avoid cross-ownership among stocks in the index. 


§                     Apply the full market capitalization weight to each stock. 


 
This method not only ensures the inclusion of every industry into the country's index, but also 
that they represent 60% of the market capitalization. In other words, one can determine 
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the performance of a particular country's market by calculating the returns of the country's 
MSCI index. 
 
These 51 MSCI Country Indices are used to generate regional indices such as MSCI Europe 
Index, MSCI Emerging Market Index. Those global managers who want to expose their fund with 
a certain regional risk can use these regional indices. 
 
The MSCI world index is constructed by combining the MSCI country indices under 
certain weightages. This world index is revised on a quarterly basis and therefore the 
country's weightage keeps shifting on the basis of expected performance of different MSCI 
Country Indices. 


 Powerful enough to affect country's capital market 


It is very difficult for any global fund manager to track the whole world's equity market and 
optimize the profit of his portfolio. MSCI Indices cover almost 99% of the entire world's 
market capitalization; therefore almost 90% of the global managers from North America and 
Asia follow these indices for their investment decisions. 
 
Here's the clincher. If MSCI revises weightage of any country in the MSCI world index then most 
of the global managers react to it and shift their investments correspondingly. 
 
For example, if MSCI announces any dip in the India 's weightage in the world index and 
increases say Thailand 's weightage, then global managers will decrease their exposure to 
Indian stocks and the money will shift to Thai stocks. 
 
Hence, these revisions of country's weight in the index can cause huge sums of capital to either 
flow in or out of a country changing the fortunes of its capital market. 


MSCI's index changes may see India's weight dip          -FE 16/5/2000 
 


India's weight may be hit as MSCI overhauls systems - ET 16/5/2000 
  
MSCI index to cut India weightage                                     - BS 16/5/2000 


 


Yesterday, all the financial newspapers highlighted a possible revision of MSCI's world index and 
a cut in India's weightage from the present 9% to 3%. But what is MSCI and why are 
people concerned over a possible revision of its indices? 


 


Who is MSCI? 
Morgan Stanley Capital International Inc. (MSCI) is a leading provider of global indices, 
benchmark related products and services to investors worldwide. MSCI indices are the most 
widely used benchmarks by global portfolio managers. 
 
According to a recent survey by Merrill Lynch/Gallup, over 90% of the North American and 
Asian international equity assets are benchmarked to the MSCI Indices. In Europe too, over 50% 
of the continental fund managers peg their portfolios to the MSCI Indices. 
 
Besides this, the MSCI has 1200 customers worldwide who use its indices as a benchmark. 
Hence any change in these indices has a significant impact on global capital markets. 


 


What does it mean to be a benchmark? 
How does the global fund manger decide where to invest his money and in what proportion 
(asset allocation as they call it)? He needs a benchmark that indicates the available 
investment opportunities around the globe. 
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The benchmark is typically an Index. The most popular global indices are the MSCI indices. 
The MSCI Indices (there are a basket of them) consist of various stocks from individual 
countries. The global fund managers can then benchmark their performance in two ways. 
 
Either they can mimic the entire portfolio of stocks and hence peg the return to that of the index 
or they can choose some other stocks that can outperform the return of this index. Hence 
the portfolio manager's investment patterns are determined not just by how attractive 
the companies in your country are but also by the weight of your country in the MSCI index. 


 


How is the index generated? 
The MSCI equity indices are constructed in a consistent manner across all countries, encompassing 
a total of 23 developed markets and 28 emerging markets. This consistent approach to 
index construction ensures proper representation of the country's underlying industry 
distribution and market capitalization. It allows investors to accurately compare equity 
performance across markets, regions and sectors. 
 
In this process, MSCI tracks developments in almost 3000 companies (both listed and 
unlisted) around the globe. These equities account for over 99% of the world's total 
market capitalization. 
 
MSCI country equity indices are constructed using the following five steps: 


●     Define the listed securities within each country. 
●     Sort the securities into industry groups and select securities until 60% of each industry's market cap. 
●     Select the securities with good liquidity and free float. 
●     Avoid cross-ownership among stocks in the index. 
●     Apply the full market capitalization weight to each stock.


 
This method not only ensures the inclusion of every industry into the country's index, but also 
that they represent 60% of the market capitalization. In other words, one can determine 
the performance of a particular country's market by calculating the returns of the country's 
MSCI index. 
 
These 51 MSCI Country Indices are used to generate regional indices such as MSCI Europe 
Index, MSCI Emerging Market Index. Those global managers who want to expose their fund with 
a certain regional risk can use these regional indices. 
 
The MSCI world index is constructed by combining the MSCI country indices under 
certain weightages. This world index is revised on a quarterly basis and therefore the 
country's weightage keeps shifting on the basis of expected performance of different MSCI 
Country Indices.


 


Powerful enough to affect country's capital market 
It is very difficult for any global fund manager to track the whole world's equity market and 
optimize the profit of his portfolio. MSCI Indices cover almost 99% of the entire world's 
market capitalization; therefore almost 90% of the global managers from North America and 
Asia follow these indices for their investment decisions. 
 
Here's the clincher. If MSCI revises weightage of any country in the MSCI world index then most 
of the global managers react to it and shift their investments correspondingly. 
 
For example, if MSCI announces any dip in the India's weightage in the world index and 
increases say Thailand's weightage, then global managers will decrease their exposure to 
Indian stocks and the money will shift to Thai stocks. 
 
Hence, these revisions of country's weight in the index can cause huge sums of capital to either 
flow in or out of a country changing the fortunes of its capital market. 
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Article 6: Meet the Sensex   
(We all know what the Sensex is. Or do we really? )


What is a stock index? 
Probably, the first thing you ask your broker when you ring him during market trading hours 
is: where is the market? What does he mean when he says it is up 25 points (say)? He is 
referring to the Sensex being up by that much. Now one assumes you already knew that 
anyway. But do you know what the Sensex represents exactly? 
 
The Sensex is a stock index that represents changes in values of share prices of a select group 
of companies over a base period. 


 


The many uses of a stock index 
The companies included in any stock index are generally leaders and representatives of 
their respective industries. Hence an index as a whole represents the wellbeing of the 
most important industries in an economy. And since industrial performance is a proxy 
for determining the state of an economy, we could say that the stock index itself also echoes 
the economic welfare of a country. 
 
The index also acts as a barometer for market behaviour. So if the index value goes down, it 
means the market is bearish (selling, therefore not optimistic of an upward trend) and if it goes 
up then it is bullish (buying, in the expectation of a rise based on positive news/performance). 
 
An index can be used to benchmark portfolio performances. In our write-up on MSCI indices, we 
saw that almost 70% of the global managers benchmark their portfolio returns against MSCI 
indices' returns. 
 
Now in order to benchmark a portfolio or to evaluate the economy using the stock index, we 
need for it to have a value. We know that, for instance, both the Sensex and the Nifty 
possess values that change daily. 


What a Sensex value represents 
As per the definition of an index, a Sensex value of 4600 and Nifty value of 1400 (say) represent 
the change in the collective value of the share prices of select companies over a base period. 
 
The BSE Sensex came into existence in the year 1979 with a start value of 100, whereas the 
NSE Nifty was born in year 1991 again with a start value of 100. That means the value of 
the companies in the Sensex has increased 42 times in 21 years, while the value of the companies 
in Nifty has jumped 14 times in 10 years. 


 


Criteria for choosing Sensex companies 
Moving to the next question that Sharekhan senses burning in your mind: On what basis is 
a company elected to be in a stock index? Why does the Sensex include an Infosys and not a 
Wipro? Here's what companies must have to play a part in any index: 
 
Market capitalisation: The company's scrip should figure in the top 100 companies listed 
by market capitalisation. Also market capitalisation of the scrip should be more than 0.5% of 
the total market capitalisation of the index i.e. the minimum weightage in the index should be 0.5%. 
 
Industry representation: Scrip selection would take into account a balanced representation of 
the listed companies. The index companies should be leaders in their industry group with 
sound management. 
 
Scrip group: The stock should preferably be from the A trading group. 
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Trading frequency: The stock should have been traded on every trading day for the last one year. 
 
Number of trades: The stock should be among the top 150 companies listed by average number 
of trades per day for the last one year. 
 
Number of shares: The scrip should be among the top 150 companies listed by average number 
of shares traded per day for the last one year. 
 
Trading activity: The average number of shares traded per day as a percentage of the 
total number of outstanding shares of the scrip should be greater than 0.05 % for the last one year. 
 
Financial track record: The company should have either a consistent dividend paying record or 
a good profitability record. 
 
Wipro does qualify on some criteria, such as the market capitalisation and being 
industry- representative, but on account of its low free float, it stays out of the Sensex. In 
contrast, Infosys qualifies on market capitalisation as well as liquidity and hence it forms a part 
of the Sensex. 
 
Sensex companies are continuously monitored on the above characteristics and if in any year, 
a company does not satisfy all conditions, it is replaced by another company that does have 
all defined characteristics. 


 


The magic of 100 
In 1979, BSE decided to start Sensex (BSE-30). For this, it added the market capitalisation of all 
the selected thirty stocks at that time and divided the sum by a unique number to make the 
Sensex amount to a value of 100. This unique number is known as base of the Sensex. 
 
This base is a very dynamic number and its value keeps changing with the changes in 
the composition of the Sensex or with the any change in the included companies' equity. Hence 
for all rights issue and any other change in the equity of the composite companies, the base of 
the index is adjusted so that the value of the index does not get destroyed. 
 
Our Sensex is based on the market capitalisation of stocks that form part of the index. The 
greater the market capitalisation of a company, the higher its stock's influence on the 
Sensex movement. So, in the current scenario, an 8% increase in Infosys' share price affects 
the Sensex more than an 8% increase in Grasim's share price. 
 
But market capitalisation is not the only possible influential factor. There are some more 
possible factors that can move the index, but before getting into that, we shall leave you to 
absorb the above. Happy musing! 


 


Article 7: Stock Auctions   
(Stock Auctions - the necessary evil that protects stock exchanges and investors)


Of auctions and their origin 
The word auction, in simple terms, implies a public sale in which property or items of 
merchandise are sold to the highest bidder. 
 
 Did you know that auctions used to take place way back during the Homeric period in Greece? 
It was a means of transferring the ownership of slaves from one person to the other. This 
same underlying concept of auction has taken a more refined form in recent times - like the 
auction of commodities or the belongings of famous personalities. Have you ever been to an 
auction house like Christie's or Sotheby's, where works of art are sold to the highest bidder 
in auction? 
 
Now, you are probably beginning to wonder what we are doing discussing auctions of slaves 
and commodities or art auction houses like Christie's and Sotheby's here, in the investment 
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jungle! Allow us to clarify that our intention is not to discuss art auctions per se, but 
auctions conducted on the bourses. Auctions are not conducted only to sell merchandise or works 
of art in big auction houses; they are also a common feature on stock exchanges. 


 


Why conduct auctions in the stock market? 
Auctions are conducted on the exchanges when, for some reason, shares (physical or demat) 
are not delivered to the exchange on time. 
 
Exchanges conduct auctions to penalise the party for defaulting on delivering the shares on 
time, and thereby to protect the sanctity of settlements. It is a necessary evil - imagine the chaos 
if the defaulting party went scot-free and delivered shares at its own free will. This would trigger 
a chain reaction of defaults. 
 
If the defaulting party fails to deliver the shares on time to the exchange, the exchange in turn 
is unable to deliver the shares to the party who purchased them. The purchasing party in turn 
might have already sold those shares before receiving them from the exchange and now it would 
be unable to deliver those shares on time. This vicious chain could go on and on. 
 
 Therefore, it becomes imperative that auctions are held so that pay-in and pay-out of shares 
take place on time, in accordance with the settlement cycle of the respective exchanges. 


 


Reasons for shares to go on auction 
Shares come under the hammer when they have been either delivered short or found to 
be objectionable by the exchange. Based on the reasons why shares qualify for auction, they 
have been categorised into two types: 
 
  


1.  Auction due to shortages 
  


2.  Auction due to objection


Auction due to shortages 
As has been discussed above, an auction due to shortages takes place when the delivering 
party fails to deliver its share on time to the exchange, thereby triggering the vicious chain 
reaction of the exchange being unable to deliver the shares on time to the purchasing party 
and purchasing party in turn being unable to deliver shares on time if it has already sold it and 
so on... One of the common reasons why shares come under auction due to shortages is 
the confusion that arises about the delivery date of the shares, if they are going into the 
'no delivery' period. 


 


Auction due to objection 
Physical shares go in for auctions not only if they are delivered short, but also if they are found to 
be objectionable and not rectified on time by the party concerned. There are many reasons 
why shares could come under objection. To list a few: 
 
  


●     Transfer deed attached to the share certificate is out of date 
  


●     Details like distinctive number, folio number, certificate number, transferor names etc are not 
filled or filled incorrectly on the transfer form attached with the share certificate 
  


●     Witness stamp or signature on transfer deed is missing 
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●     Signature of the transferor is missing 
  


●     Delivering broker's stamp is missing on the reverse of the transfer deed 
  


●     Stamp of the registrar of the company is missing


When a share is returned to the broker by the exchange as objection, the broker is liable to 
inform the client and get the objection rectified. If the party fails to rectify the objection within 
a stipulated time period, then the shares go for auction. The defaulting party is then penalised 
by having to bear the auction price.


 


Does one always suffer a big loss in an auction? 
The defaulting party does suffer a loss when their shares go in for auction. Imagine the rate at 
which the auction would take place if the market is rising and there is a great demand for the 
stock. The defaulting party would be required to pay for the difference between the higher 
auction price and the actual sale price of the stock. 
 
Even in the case of a falling market when stocks are taking a beating, the defaulting party does 
not stand to gain the difference in the auction price and the actual sale price. The defaulting 
party instead has to forgo the entire sale proceeds it had earned. 
 
Or even worse is the case when there are no participants in an auction. In such a case, the 
auction price is decided by the exchange. It varies with exchanges and is called the 'close-out' price. 


 


How is the close-out price arrived at? 
In three simple steps. 
 
Step one: The exchange decides upon a 'fixed' price and adds 20% to it. Incidentally, the 
fixed price varies with exchanges. 
 
For the Bombay Stock Exchange the fixed price is the 'standard rate/ hawala rate' decided by 
the exchange. This standard rate is calculated on the last day of the settlement. It is the 
simple average of all the trades executed on that particular day. 
 
The National Stock Exchange, on the other hand, takes the closing price of the stock under 
auction as the fixed price. The closing price is arrived at by taking the weighted average of all 
the trades executed in the particular scrip in the last thirty minutes of the trading session. 
 
Step two: The resulting price is then compared with the highest price for the stock in 
the settlement in which the defaulting party sold the scrip. 
 
Step three: The higher of the two prices, ie the settlement price and the fixed price plus a 
20% premium, is considered as the close-out price. 
 
Which means if the fixed price decided by the exchange is higher than the settlement price, 
the settlement price is deemed as the close-out price. Alternatively, if the settlement price is 
higher than the fixed price, the stock is 'closed out' at the settlement price. 


 


Understand things with Reliance 
Let us understand this better with an example. Let us assume that a party has defaulted on 
shares of Reliance Industries (RIL). And his shares are up for auction on the BSE. The BSE 'fixes' 
the 'hawala' price for RIL at Rs320. And as per rule, it also adds 20% to the fixed price and 
arrives at the final price of Rs384. 
 
Let us make another assumption at this stage. That the highest price in the settlement in which 
the defaulting party had sold the stock, was Rs400. 
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Now, obviously, the close-out will take place at the settlement price of Rs400, as it is higher 
than the fixed price (Rs384). 


Other side of the coin 
What if the settlement had taken place at a price less than the fixed price of Rs384? What if it 
had taken place at, say, Rs305? Well, then the fixed price will be taken as the 'close-out' price as 
it is higher than the settlement price. And the stock will be auctioned at Rs384. 
 
By now you must have got a fair idea about the kind of losses and inconveniences that one is 
forced to face if his shares go into auction. Which is why it becomes imperative that as 
responsible market players we maintain the sanctity of settlements by ensuring our shares 
get delivered on time. 
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STOCK MARKET INDEX 


 
An Index is a comprehensive measure of market trends, intended for investors who are 
concerned with general stock market price movements. An Index comprises stocks that have 
large liquidity and market capitalisation. Each stock is given a weightage in the Index equivalent 
to its market capitalisation. At the NSE, the capitalisation of NIFTY (fifty selected stocks) is taken 
as a base capitalisation, with the value set at 1000. Similarly, BSE Sensitive Index or 
Sensex comprises 30 selected stocks. The Index value compares the day's market capitalisation 
vis-a-vis base capitalisation and indicates how prices in general have moved over a period of time. 
Meet the Sensex 


  
  
What is a stock index? 
Probably, the first thing you ask your broker when you ring him 
during market trading hours is: where is the market? What does he 
mean when he says it is up 25 points (say)? He is referring to the 
Sensex being up by that much. Now one assumes you already knew 
that anyway. But do you know what the Sensex represents exactly? 
 
The Sensex is a stock index that represents changes in values of 
share prices of a select group of companies over a base period. 
  
The many uses of a stock index 
The companies included in any stock index are generally leaders and 
representatives of their respective industries. Hence an index as a 
whole represents the wellbeing of the most important industries in 
an economy. And since industrial performance is a proxy for 
determining the state of an economy, we could say that the stock 
index itself also echoes the economic welfare of a country. 
 
The index also acts as a barometer for market behaviour. So if the 
index value goes down, it means the market is bearish (selling, 
therefore not optimistic of an upward trend) and if it goes up then it 
is bullish (buying, in the expectation of a rise based on positive news/
performance). 
 
An index can be used to benchmark portfolio performances. In our 
write-up on MSCI indices, we saw that almost 70% of the global 
managers benchmark their portfolio returns against MSCI indices' 
returns. 
 
Now in order to benchmark a portfolio or to evaluate the economy 
using the stock index, we need for it to have a value. We know that, 
for instance, both the Sensex and the Nifty possess values that 
change daily. 
  
What a Sensex value represents 
As per the definition of an index, a Sensex value of 4600 and Nifty 
value of 1400 (say) represent the change in the collective value of 
the share prices of select companies over a base period. 
 
The BSE Sensex came into existence in the year 1979 with a start 
value of 100, whereas the NSE Nifty was born in year 1991 again 
with a start value of 100. That means the value of the companies in 
the Sensex has increased 42 times in 21 years, while the value of 
the companies in Nifty has jumped 14 times in 10 years. 
  
Criteria for choosing Sensex companies 
Moving to the next question that Sharekhan senses burning in your 
mind: On what basis is a company elected to be in a stock index? 
Why does the Sensex include an Infosys and not a Wipro? Here's 
what companies must have to play a part in any index: 
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Market capitalisation: The company's scrip should figure in the top 
100 companies listed by market capitalisation. Also market 
capitalisation of the scrip should be more than 0.5% of the total 
market capitalisation of the index i.e. the minimum weightage in the 
index should be 0.5%. 
 
Industry representation: Scrip selection would take into account a 
balanced representation of the listed companies. The index 
companies should be leaders in their industry group with sound 
management. 
 
Scrip group: The stock should preferably be from the A trading 
group. 
 
Trading frequency: The stock should have been traded on every 
trading day for the last one year. 
 
Number of trades: The stock should be among the top 150 
companies listed by average number of trades per day for the last 
one year. 
 
Number of shares: The scrip should be among the top 150 
companies listed by average number of shares traded per day for the 
last one year. 
 
Trading activity: The average number of shares traded per day as 
a percentage of the total number of outstanding shares of the scrip 
should be greater than 0.05 % for the last one year. 
 
Financial track record: The company should have either a 
consistent dividend paying record or a good profitability record. 
 
Wipro does qualify on some criteria, such as the market 
capitalisation and being industry- representative, but on account of 
its low free float, it stays out of the Sensex. In contrast, Infosys 
qualifies on market capitalisation as well as liquidity and hence it 
forms a part of the Sensex. 
 
Sensex companies are continuously monitored on the above 
characteristics and if in any year, a company does not satisfy all 
conditions, it is replaced by another company that does have all 
defined characteristics. 
  
The magic of 100 
In 1979, BSE decided to start Sensex (BSE-30). For this, it added 
the market capitalisation of all the selected thirty stocks at that time 
and divided the sum by a unique number to make the Sensex 
amount to a value of 100. This unique number is known as base of 
the Sensex. 
 
This base is a very dynamic number and its value keeps changing 
with the changes in the composition of the Sensex or with the any 
change in the included companies' equity. Hence for all rights issue 
and any other change in the equity of the composite companies, the 
base of the index is adjusted so that the value of the index does not 
get destroyed. 
 
Our Sensex is based on the market capitalisation of stocks that form 
part of the index. The greater the market capitalisation of a 
company, the higher its stock's influence on the Sensex movement. 
So, in the current scenario, an 8% increase in Infosys' share price 
affects the Sensex more than an 8% increase in Grasim's share price. 
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But market capitalisation is not the only possible influential factor. 
There are some more possible factors that can move the index, but 
before getting into that, we shall leave you to absorb the above. 
Happy musing! 
  
Technical Analysis of Indian stock market 1.BSE Sensex Index 


The BSE SENSEX is not only scientifically designed but also based on globally accepted 
construction and review methodology. First compiled in 1986, SENSEX is a basket of 30 
constituent stocks representing a sample of large, liquid and representative companies. The 
base year of SENSEX is 1978-79 and the base value is 100. The index is widely reported in 
both domestic and international markets through print as well as electronic media. 


Technical Analysis of Indian stock market BSE Sensex Index 


The Index was initially calculated based on the "Full Market Capitalization" methodology but 
was shifted to the free-float methodology with effect from September 1, 2003. The "Free-
float Market Capitalization" methodology of index construction is regarded as an industry 
best practice globally. All major index providers like MSCI, FTSE, STOXX, S&P and Dow Jones 
use the Free-float methodology. 
 
Due to is wide acceptance amongst the Indian investors; SENSEX is regarded to be the pulse of 
the Indian stock market. As the oldest index in the country, it provides the time series data over 
a fairly long period of time (From 1979 onwards). Small wonder, the SENSEX has over the 
years become one of the most prominent brands in the country. 


Technical Analysis of Indian stock market BSE Sensex Index 


1 Day Technical Analysis Chart of Indian stock market BSE Sensex Index 


 


5 Day Technical Analysis Chart of Indian stock market BSE Sensex Index 


 


1 Year Technical Analysis Chart of Indian stock market BSE Sensex Index 
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FAQ's 
 
Q.1 What is SENSEX?  
The SENSEX, short form of the BSE-Sensitive Index, is a "Market Capitalization-
Weighted" index of 30 stocks representing a sample of large, well-established 
and financially sound companies. It is the oldest index in India and has acquired a 
unique place in the collective consciousness of investors. The index is widely used 
to measure the performance of the Indian stock markets. SENSEX is considered to be 
the pulse of the Indian stock markets as it represents the underlying universe of 
listed stocks at The Stock Exchange, Mumbai. Further, as the oldest index of the 
Indian Stock market, it provides time series data over a fairly long period of time 
(since 1978-79). 
 
 
Q.2 What are the objectives of SENSEX?  
The SENSEX is the benchmark index of the Indian Capital Markets with wide 
acceptance among individual investors, institutional investors, foreign investors and 
fund managers. The objectives of the index are:  
 
To measure market movements  
Given its long history and its wide acceptance, no other index matches the SENSEX 
in reflecting market movements and sentiments. SENSEX is widely used to describe 
the mood in the Indian Stock markets.  
 
Benchmark for funds performance  
The inclusion of blue chip companies and the wide and balanced industry 
representation in the SENSEX makes it the ideal benchmark for fund managers to 
compare the performance of their funds.  
 
For index based derivative products  
Institutional investors, money managers and small investors all refer to the SENSEX 
for their specific purposes The SENSEX is in effect the proxy for the Indian stock 
markets. The country's first derivative product i.e. Index-Futures was launched 
on SENSEX. 
 
 
Q.3 What are the criteria for selection and review of scrips for the SENSEX?  
 
A. Quantitative Criteria:  
 
1. Market Capitalization: 
The scrip should figure in the top 100 companies listed by market capitalization. 
Also market capitalization of each scrip should be more than 0.5 % of the total 
market capitalization of the Index i.e. the minimum weight should be 0.5 %. Since 
the SENSEX is a market capitalization weighted index, this is one of the primary 
criteria for scrip selection. (Market Capitalization would be averaged for last six months)  
 
2. Liquidity: 
(i) Trading Frequency: The scrip should have been traded on each and every trading 
day for the last one year. Exceptions can be made for extreme reasons like 
scrip suspension etc. (ii) Number of Trades: Number of Trades: The scrip should be 
among the top 150 companies listed by average number of trades per day for the last 
one year. (iii) Value of Shares Traded: Value of Shares Traded: The scrip should be 
among the top 150 companies listed by average value of shares traded per day for the 
last one year.  
 
3. Continuity:  
Whenever the composition of the index is changed, the continuity of historical series 
of index values is re-established by correlating the value of the revised index to the 
old index (index before revision). The back calculation over the last one-year period 
is carried out and correlation of the revised index to the old index should not be less 
than 0.98. This ensures that the historical continuity of the index is maintained.  
 
4. Industry Representation:  
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Scrip selection would take into account a balanced representation of the listed 
companies in the universe of BSE. The index companies should be leaders in their 
industry group.  
 
5. Listed History:  
The scrip should have a listing history of at least one year on BSE.  
 
B. Qualitative Criteria:  
 
Track Record:  
In the opinion of the Index Committee, the company should have an acceptable 
track record. 
 
 
Q.4 What is the beta of SENSEX scrips?  
Beta measures the sensitivity of a scrip movement relative to movement in the 
benchmark index i.e. SENSEX. A Beta of one means that for every change of 1% in 
index, the scrip moves by 1%. Statistically Beta is defined as: Covariance 
(SENSEX, Stock )/ Variance(SENSEX) 
Note: Covariance and variance are calculated from the Daily Returns data of the 
SENSEX and SENSEX scrips. 
 
 
Q.5 How is SENSEX calculated?  
SENSEX is calculated using a "Market Capitalization-Weighted" methodology. As per 
this methodology, the level of index at any point of time reflects the total market value 
of 30 component stocks relative to a base period. (The market capitalization of a 
company is determined by multiplying the price of its stock by the number of 
shares issued by the company). An index of a set of a combined variables (such as 
price and number of shares) is commonly referred as a 'Composite Index' by 
statisticians. A single indexed number is used to represent the results of this 
calculation in order to make the value easier to work with and track over time. It is 
much easier to graph a chart based on indexed values than one based on actual values.  
 
The base period of SENSEX is 1978-79. The actual total market value of the stocks in 
the Index during the base period has been set equal to an indexed value of 100. This 
is often indicated by the notation 1978-79=100. The formula used to calculate the 
Index is fairly straightforward. However, the calculation of the adjustments to the 
Index (commonly called Index maintenance) is more complex.  
 
The calculation of SENSEX involves dividing the total market capitalization of 
30 companies in the Index by a number called the Index Divisor. The Divisor is the 
only link to the original base period value of the SENSEX. It keeps the Index 
comparable over time and is the adjustment point for all Index maintenance 
adjustments. During market hours, prices of the index scrips, at which latest trades 
are executed, are used by the trading system to calculate SENSEX every 15 seconds 
and disseminated in real time. 
 
 
Q.6 How is the closing Index calculated?  
The closing SENSEX is computed taking the weighted average of all the trades on 
SENSEX constituents in the last 15 minutes of trading session. If a SENSEX 
constituent has not traded in the last 15 minutes, the last traded price is taken 
for computation of the Index closure. If a SENSEX constituent has not traded at all in 
a day, then its last day's closing price is taken for computation of Index closure. The 
use of Index Closure Algorithm prevents any intentional manipulation of the closing 
index value. 
 
 
Q.7 How is the routine maintenance of SENSEX carried out?  
One of the important aspects of maintaining continuity with the past is to update the 
base year average. The base year value adjustment ensures that additional issue 
of capital and other corporate announcements like bonus etc. do not destroy the value 
of the index. The beauty of maintenance lies in the fact that adjustments for 
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corporate actions in the Index should not per se affect the index values.  
 
The Index Cell of the Exchange does the day-to-day maintenance of the index within 
the broad index policy framework set by the Index Committee. The Index Cell 
takes special care to ensure that SENSEX and all the other BSE indices maintain 
their benchmark properties by striking a delicate balance between high turnover in 
Index scrips and its representative character. The Index Committee of the Exchange 
has experts from different field of finance related to the capital markets. They 
include Academicians, Fund-managers from leading Mutual Funds, Finance - 
Journalists, Market Participants, Independent Governing Board members, and 
Exchange administration. 
 
 
Q.8 How are adjustments for Bonus, Rights and newly issued Capital carried out in SENSEX?  
The arithmetic calculation involved in calculating SENSEX is simple, but problem 
arises when one of the component stocks pays a bonus or issues rights shares. If 
no adjustments were made, a discontinuity would arise between the current value of 
the index and its previous value. The Index Cell of the Exchange periodically adjusts 
the base value to take care of such corporate announcements.  
Adjustments for Rights Issues:  
When a company, included in the compilation of the index, issues right shares, the 
market capitalisation of that company is increased by the number of additional 
shares issued based on the theoretical (ex-right) price. An offsetting or 
proportionate adjustment is then made to the Base Market Capitalisation (see ' 
Base Market Capitalisation Adjustment' below).  
Adjustments for Bonus Issue:  
When a company, included in the compilation of the index, issues bonus shares, 
the market capitalisation of that company does not undergo any change. Therefore, 
there is no change in the Base Market Capitalisation, only the 'number of shares' in 
the formula is updated.  
Other Issues: Base Market Capitalisation Adjustment is required when new shares 
are issued by way of conversion of debentures, mergers, spin-offs etc. or when equity 
is reduced by way of buy-back of shares, corporate restructuring etc.  
Base Market Capitalisation Adjustment: The formula for adjusting the Base 
Market Capitalisation is as follows:  
 
New Base Market Capitalisation = Old Base Market Capitalisation X (New 
Market Capitalisation/Old Market Capitalisation) 
  
To illustrate, suppose a company issues right shares which increases the 
market capitalisation of the shares of that company by say, Rs.100 crores. The 
existing Base Market Capitalisation (Old Base Market Capitalisation), say, is 
Rs.2450 crores and the aggregate market capitalisation of all the shares included in 
the index before the right issue is made is, say Rs.4781 crores. The "New Base 
Market Capitalisation " will then be: Rs.2501.24 crores = 2450 X (4781+100)/4781  
 
This figure of 2501.24 will be used as the Base Market Capitalisation for calculating 
the index number from then onwards till the next base change becomes necessary. 
 
Q.9 With what frequency is SENSEX calculation done?  
During market hours, prices of the index scrips, at which trades are executed, 
are automatically used by the trading computer to calculate the SENSEX every 15 
seconds and continuously updated on all trading workstations connected to the 
BSE trading computer in real time.  
 
 
SENSEX Calculation Methodology 
  
Introduction 
  
For the premier Stock Exchange that pioneered the stock broking activity in India, 128 years 
of experience seems to be a proud milestone. A lot has changed since 1875 when 318 
persons became members of what today is called "The Stock Exchange, Mumbai" by paying 
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a princely amount of Re1. 
  
Since then, the country's capital markets have passed through both good and bad periods. 
The journey in the 20th century has not been an easy one. Till the decade of eighties, there was 
no scale to measure the ups and downs in the Indian stock market. The Stock Exchange, 
Mumbai (BSE) in 1986 came out with a stock index that subsequently became the barometer of 
the Indian stock market. 
  
SENSEX is not only scientifically designed but also based on globally accepted construction 
and review methodology. First compiled in 1986, SENSEX is a basket of 30 constituent 
stocks representing a sample of large, liquid and representative companies. The base year 
of SENSEX is 1978-79 and the base value is 100. The index is widely reported in both domestic 
and international markets through print as well as electronic media. 
  
The Index was initially calculated based on the "Full Market Capitalization" methodology but 
was shifted to the free-float methodology with effect from September 1, 2003. The "Free-
float Market Capitalization" methodology of index construction is regarded as an industry 
best practice globally. All major index providers like MSCI, FTSE, STOXX, S&P and Dow Jones 
use the Free-float methodology. 
  
Due to is wide acceptance amongst the Indian investors; SENSEX is regarded to be the pulse of 
the Indian stock market. As the oldest index in the country, it provides the time series data over 
a fairly long period of time (From 1979 onwards). Small wonder, the SENSEX has over the 
years become one of the most prominent brands in the country. 
  
The growth of equity markets in India has been phenomenal in the decade gone by. Right from 
early nineties the stock market witnessed heightened activity in terms of various bull and bear 
runs. The SENSEX captured all these events in the most judicial manner. One can identify the 
booms and busts of the Indian stock market through SENSEX. 
  
  
SENSEX Calculation Methodology 
  
SENSEX is calculated using the "Free-float Market Capitalization" methodology. As per 
this methodology, the level of index at any point of time reflects the Free-float market value of 
30 component stocks relative to a base period. The market capitalization of a company 
is determined by multiplying the price of its stock by the number of shares issued by the 
company. This market capitalization is further multiplied by the free-float factor to determine 
the free-float market capitalization. 
  
The base period of SENSEX is 1978-79 and the base value is 100 index points. This is often 
indicated by the notation 1978-79=100. The calculation of SENSEX involves dividing the Free-
float market capitalization of 30 companies in the Index by a number called the Index Divisor. 
The Divisor is the only link to the original base period value of the SENSEX. It keeps the 
Index comparable over time and is the adjustment point for all Index adjustments arising out 
of corporate actions, replacement of scrips etc. During market hours, prices of the index scrips, 
at which latest trades are executed, are used by the trading system to calculate SENSEX every 
15 seconds and disseminated in real time. 
  
  
Dollex-30 
  
BSE also calculates a dollar-linked version of SENSEX and historical values of this index are 
available since its inception. (For more details click ‘Dollex series of BSE indices’) 
  
  
Understanding Free-float Methodology 
  
Concept: 
  
Free-float Methodology refers to an index construction methodology that takes into 
consideration only the free-float market capitalization of a company for the purpose of 
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index calculation and assigning weight to stocks in Index. Free-float market capitalization is 
defined as that proportion of total shares issued by the company that are readily available 
for trading in the market. It generally excludes promoters' holding, government holding, 
strategic holding and other locked-in shares that will not come to the market for trading in 
the normal course. In other words, the market capitalization of each company in a Free-float index 
is reduced to the extent of its readily available shares in the market. 
  
In India, BSE pioneered the concept of Free-float by launching BSE TECk in July 2001 and 
BANKEX in June 2003. While BSE TECk Index is a TMT benchmark, BANKEX is positioned as 
a benchmark for the banking sector stocks. SENSEX becomes the third index in India to be based 
on the globally accepted Free-float Methodology. 
  
  
Major advantages of Free-float Methodology: 
  
    * 
  
      A Free-float index reflects the market trends more rationally as it takes into consideration 
only those shares that are available for trading in the market. 
    * 
  
      Free-float Methodology makes the index more broad-based by reducing the concentration of 
top few companies in Index. For example, the concentration of top five companies in SENSEX 
has fallen under the free-float scenario thereby making the SENSEX more diversified and 
broad-based. 
    * 
  
      A Free-float index aids both active and passive investing styles. It aids active managers 
by enabling them to benchmark their fund returns vis-à-vis an investable index. This enables 
an apple-to-apple comparison thereby facilitating better evaluation of performance of 
active managers. Being a perfectly replicable portfolio of stocks, a Free-float adjusted index is 
best suited for the passive managers as it enables them to track the index with the least 
tracking error. 
    * 
  
      Free-float Methodology improves index flexibility in terms of including any stock from 
the universe of listed stocks. This improves market coverage and sector coverage of the index. 
For example, under a Full-market capitalization methodology, companies with large 
market capitalization and low free-float cannot generally be included in the Index because they 
tend to distort the index by having an undue influence on the index movement. However, under 
the Free-float Methodology, since only the free-float market capitalization of each company 
is considered for index calculation, it becomes possible to include such closely held companies in 
the index while at the same time preventing their undue influence on the index movement. 
    * 
  
      Globally, the Free-float Methodology of index construction is considered to be an industry 
best practice and all major index providers like MSCI, FTSE, S&P and STOXX have adopted 
the same. MSCI, a leading global index provider, shifted all its indices to the Free-float 
Methodology in 2002. The MSCI India Standard Index, which is followed by Foreign 
Institutional Investors (FIIs) to track Indian equities, is also based on the Free-float 
Methodology. NASDAQ-100, the underlying index to the famous Exchange Traded Fund (ETF) - 
QQQ is based on the Free-float Methodology. 
  
Definition of Free-float: 
  
Share holdings held by investors that would not, in the normal course come into the open market 
for trading are treated as 'Controlling/ Strategic Holdings' and hence not included in free-float. 
In specific, the following categories of holding are generally excluded from the definition of 
Free-float: 
  
    * Holdings by founders/directors/ acquirers which has control element 
    * Holdings by persons/ bodies with "Controlling Interest" 
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    * Government holding as promoter/acquirer 
    * Holdings through the FDI Route 
    * Strategic stakes by private corporate bodies/ individuals 
    * Equity held by associate/group companies (cross-holdings) 
    * Equity held by Employee Welfare Trusts 
    * Locked-in shares and shares which would not be sold in the open market in normal course. 
  
The remaining shareholders would fall under the Free-float category. 
  
  
Determining Free-float factors of companies: 
  
BSE has designed a Free-float format, which is filled and submitted by all index companies on 
a quarterly basis with the Exchange. (Format available on www.bseindia.com) The 
Exchange determines the Free-float factor for each company based on the detailed 
information submitted by the companies in the prescribed format. Free-float factor is a multiple 
with which the total market capitalization of a company is adjusted to arrive at the Free-float 
market capitalization. Once the Free-float of a company is determined, it is rounded-off to the 
higher multiple of 5 and each company is categorized into one of the 20 bands given below. A 
Free-float factor of say 0.55 means that only 55% of the market capitalization of the company 
will be considered for index calculation. 
  
  
Free-float Bands: 
  
  
% Free-Float                                  Free-Float Factor 
  
>0 – 5%                                             0.05 
          
>50 – 55%                                         0.55 
  
>5 – 10%                                          0.10 
          
>55 – 60%                                        0.60 
  
>10 – 15%                                        0.15 
          
>60 – 65%                                        0.65 
  
>15 – 20%                                        0.20 
          
>65 – 70%                                       0.70 
  
>20 – 25%                                       0.25 
          
>70 – 75%                                       0.75 
  
>25 – 30%                                       0.30 
          
>75 – 80%                                     0.80 
  
>30 – 35%                                     0.35 
          
>80 – 85%                                     0.85 
  
>35 – 40%                                     0.40 
          
>85 – 90%                                     0.90 
  
>40 – 45%                                     0.45 
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>90 – 95%                                     0.95 
  
>45 – 50%                                     0.50 
          
>95 – 100%                                   1.00 
  
Index Closure Algorithm 
  
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. If a SENSEX constituent has 
not traded in the last 30 minutes, the last traded price is taken for computation of the Index 
closure. If a SENSEX constituent has not traded at all in a day, then its last day's closing price 
is taken for computation of Index closure. The use of Index Closure Algorithm prevents 
any intentional manipulation of the closing index value. 
  _________________________________________________________________ 
Click here to view the Free Float methodology of calculation of index by NSE
______________________________________________
Maintenance of SENSEX 
  
One of the important aspects of maintaining continuity with the past is to update the base 
year average. The base year value adjustment ensures that replacement of stocks in 
Index, additional issue of capital and other corporate announcements like 'rights issue' etc. do 
not destroy the historical value of the index. The beauty of maintenance lies in the fact 
that adjustments for corporate actions in the Index should not per se affect the index values. 
  
The Index Cell of the exchange does the day-to-day maintenance of the index within the broad 
index policy framework set by the Index Committee. The Index Cell ensures that SENSEX and all 
the other BSE indices maintain their benchmark properties by striking a delicate balance 
between frequent replacements in index and maintaining its historical continuity. The 
Index Committee of the Exchange comprises of experts on capital markets from all major 
market segments. They include Academicians, Fund-managers from leading Mutual Funds, 
Finance-Journalists, Market Participants, Independent Governing Board members, and 
Exchange administration. 
  
  
On-Line Computation of the Index: 
  
During market hours, prices of the index scrips, at which trades are executed, are 
automatically used by the trading computer to calculate the SENSEX every 15 seconds 
and continuously updated on all trading workstations connected to the BSE trading computer in 
real time. 
  
  
Adjustment for Bonus, Rights and Newly issued Capital: 
  
The arithmetic calculation involved in calculating SENSEX is simple, but problem arises when one 
of the component stocks pays a bonus or issues rights shares. If no adjustments were made, 
a discontinuity would arise between the current value of the index and its previous value despite 
the non-occurrence of any economic activity of substance. At the Index Cell of the Exchange, 
the base value is adjusted, which is used to alter market capitalization of the component stocks 
to arrive at the SENSEX value. 
  
The Index Cell of the Exchange keeps a close watch on the events that might affect the index on 
a regular basis and carries out daily maintenance of all the 14 Indices. 
  
    * 
  
      Adjustments for Rights Issues: 
      When a company, included in the compilation of the index, issues right shares, the free-
float market capitalisation of that company is increased by the number of additional shares 
issued based on the theoretical (ex-right) price. An offsetting or proportionate adjustment is 
then made to the Base Market Capitalisation (see 'Base Market Capitalisation Adjustment' below). 
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    * 
  
      Adjustments for Bonus Issue: 
      When a company, included in the compilation of the index, issues bonus shares, the 
market capitalisation of that company does not undergo any change. Therefore, there is no 
change in the Base Market Capitalisation, only the 'number of shares' in the formula is updated. 
  
    * 
  
      Other Issues: 
      Base Market Capitalisation Adjustment is required when new shares are issued by way 
of conversion of debentures, mergers, spin-offs etc. or when equity is reduced by way of buy-
back of shares, corporate restructuring etc. 
  
    * Base Market Capitalisation Adjustment: 
  
      The formula for adjusting the Base Market Capitalisation is as follows: 
                                              New Market Capitalisation 
      New Base Market Capitalisation     =          Old Base Market Capitalisation   
x          --------------------------------------- 
                                              Old Market Capitalisation 
  
      To illustrate, suppose a company issues right shares which increases the market capitalisation 
of the shares of that company by say, Rs.100 crores. The existing Base Market Capitalisation 
(Old Base Market Capitalisation), say, is Rs.2450 crores and the aggregate market capitalisation 
of all the shares included in the index before the right issue is made is, say Rs.4781 crores. 
The "New Base Market Capitalisation " will then be: 
      2450 x (4781+100)             
      --------------------------  =          Rs.2501.24 crores 
               4781                        
  
      This figure of 2501.24 will be used as the Base Market Capitalisation for calculating the 
index number from then onwards till the next base change becomes necessary. 
  
Back 
  
SENSEX - Scrip selection criteria: 
  
The general guidelines for selection of constituents in SENSEX are as follows: 
  
    * Listed History: 
      The scrip should have a listing history of at least 3 months at BSE. Exception may be 
considered if full market capitalisation of a newly listed company ranks among top 10 in the list 
of BSE universe. In case, a company is listed on account of merger/ demerger/ 
amalgamation, minimum listing history would not be required. 
  
    * Trading Frequency: 
      The scrip should have been traded on each and every trading day in the last three 
months. Exceptions can be made for extreme reasons like scrip suspension etc. 
  
    * Final Rank: 
      The scrip should figure in the top 100 companies listed by final rank. The final rank is arrived 
at by assigning 75% weightage to the rank on the basis of three-month average full 
market capitalisation and 25% weightage to the liquidity rank based on three-month average 
daily turnover & three-month average impact cost. 
  
    * Market Capitalization Weightage: 
      The weightage of each scrip in SENSEX based on three-month average free-float 
market capitalisation should be at least 0.5% of the Index. 
  
    * Industry Representation: 
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      Scrip selection would generally take into account a balanced representation of the 
listed companies in the universe of BSE. 
  
    * Track Record: 
      In the opinion of the Committee, the company should have an acceptable track record. 
  
  
Index Review Frequency: 
  
The Index Committee meets every quarter to discuss index related issues. In case of a revision 
in the Index constituents, the announcement of the incoming and outgoing scrips is made six 
weeks in advance of the actual implementation of the revision of the Index. 
 
  
  
Technical Analysis of Indian stock market 
NSE S&P CNX Nifty 50 Index 


The NSE S&P CNX Nifty 50 index is a well diversified 50 stock index accounting for 24 sectors of 
the economy. It is used for a variety of purposes such as benchmarking fund portfolios, index 
based derivatives and index funds. 


Technical Analysis of Indian stock market NSE S&P CNX Nifty 50 Index 


NSE S&P CNX Nifty 50 is owned and managed by India Index Services and Products Ltd. 
(IISL), which is a joint venture between NSE and CRISIL. IISL is India's first specialised 
company focussed upon the index as a core product. IISL have a consulting and licensing 
agreement with Standard & Poor's (S&P), who are world leaders in index services. 


The main features of the NSE S&P CNX Nifty 50 index are: 


·                            The average total traded value for the last six months of all Nifty stocks 
is approximately 77% of the traded value of all stocks on the NSE 
  


·                            Nifty stocks represent about 61% of the total market capitalisation as on 
August 31, 2004. 
  


·                            Impact cost of the S&P CNX Nifty for a portfolio size of Rs.5 million is 0.10% 
  


·                            S&P CNX Nifty is professionally maintained and is ideal for derivatives trading. 


  


Technical Analysis of Indian stock market NSE S&P CNX Nifty 50 Index 


1 Day Technical Analysis Chart of Indian stock market NSE S&P CNX Nifty 50 Index 


 


5 Day Technical Analysis Chart of Indian stock market NSE S&P CNX Nifty 50 Index 
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1 Year Technical Analysis Chart of Indian stock market NSE S&P CNX Nifty 50 Index 


 


NSE Nifty Junior Index 


The next rung of liquid securities after S&P CNX Nifty is the CNX Nifty Junior index. It may be 
useful to think of the S&P CNX Nifty and the CNX Nifty Junior as making up the 100 most 
liquid stocks in India. 
 
As with the S&P CNX Nifty, stocks in the CNX Nifty Junior are filtered for liquidity, so they are 
the most liquid of the stocks excluded from the S&P CNX Nifty. 
 
The maintenance of the S&P CNX Nifty and the CNX Nifty Junior are synchronised so that the 
two indexes will always be disjoint sets; i.e. a stock will never appear in both indexes at the 
same time. Hence it is always meaningful to pool the S&P CNX Nifty and the CNX Nifty Junior into 
a composite 100 stock index or portfolio. 
 
The main features of the CNX Nifty Junior Index are: 


·                            CNX Nifty Junior represents about 10% of the total market capitalisation as 
on August 31, 2004 
  


·                            The average traded value for the last six months of all Junior Nifty stocks 
is approximately 8% of the traded value of all stocks on the NSE 
  


·                            Impact cost for CNX Nifty Junior for a portfolio size of Rs.2.50 million is 0.30% 


  


______________________________________________________________________________________________________________________________________________________ 
NSE CNX Midcap Index 


The medium capitalised segment of the stock market is being increasingly perceived as an 
attractive investment segment with high growth potential. The primary objective of the NSE 
CNX MidCap Index is to capture the movement and be a benchmark of the midcap segment of 
the market. 
 
The main features of the NSE CNX Midcap Index are: 


·                            NSE CNX Midcap Index represents about 77% of the total market 
capitalization of the Mid-Cap Universe and about 75% of the total traded value of the Mid-
Cap Universe (Mid-Cap Universe is defined as stocks having average six months 
market capitalization between Rs.75 crores and Rs.750 crores). 
  


·                            Industry weightages in the index dynamically reflect industry weightages in 
the market. 
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·                            Provide investors a broad based benchmark for comparing portfolio returns vis-
à-vis market returns in the midcap segment. 


1 Day Technical Analysis Chart of Indian stock market NSE CNX Midcap Index 


 


5 Day Technical Analysis Chart of Indian stock market NSE CNX Midcap Index 


 


1 Year Technical Analysis Chart of Indian stock market NSE CNX Midcap Index 


  


 ______________________________________________________________________________________________________________________________________________________ 


 NSE CNX IT Sector Index 


Information Technology (IT) industry has played a major role in the Indian economy during the 
last few years. A number of large, profitable Indian companies today belong to the IT sector and 
a great deal of investment interest is now focused on the IT sector. In order to have a 
good benchmark of the Indian IT sector, IISL developed the CNX IT sector index. 
 
Companies in this index are those that have more than 50% of their turnover from IT 
related activities like software development, hardware manufacture, vending, support 
and maintenance. The index is a market capitalisation weighted index with its base period 
being December 1995 and the base date and base value being January 1, 1996 and 
1,000 respectively. 


NSE CNX IT Sector Index 


CNX IT Index is an index comprised of the most liquid and large capitalization IT stocks, traded 
on the NSE, engaged in the business of software or hardware. CNX IT provides investors and 
market intermediaries with an appropriate benchmark that captures the performance of the 
IT segment of the market. The index is a market capitalization weighted index with base date 
being 1st January 1996 and base index value being 1000. Companies selected in the index have 
to be IT stocks which should rank high in terms of market value represented by their 
market capitalization and liquidity. 
 
The Base Value of the index is being revised from 1000 to 100 w.e.f. 28 May 2004. 


Method of Computation 
 
The CNX IT Index is calculated using the market capitalisation weighted aggregate method. 
 
 
Selection Criteria 


a.                          Market Capitalisation 
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The influence of each company on the index is directly proportional to its market value. Therefore, 
a company’s rank based on the average market capitalisation over a 6 month period is an 
important consideration for its selection in the CNX IT Index. 
  


b.                          Trading Interest 
The companies considered for inclusion must rank among the highest in the IT sector in terms 
of annual trading turnover and must have demonstrated a high level of trading frequency in 
the previous 6 month period. 
  


c.                        Others 
A company which comes out with a IPO will be eligible for inclusion in the index, if it fulfills 
the normal eligiblity criteria for the index 


d.                        for a 3 month period instead of a 6 month period. 


History of replacement of scrips in SENSEX 


  


Date                                  Outgoing Scrips                          Replaced by 


  


01.01.1986                                Bombay Burmah                               Voltas* 


                                                  Asian Cables                                Peico 


                                               Crompton Greaves                     Premier Auto* 


                                                Scinda                            G.E.Shipping* 


                  


  


03.08.1992                                   Zenith Ltd.                            Bharat Forge* 


                  


19.08.1996                               Ballarpur Inds.                             Arvind Mills* 


                                                        Bharat Forge                                   Bajaj Auto* 


        


                                            Bombay Dyeing                                 BHEL 


                                           Ceat Tyres                                     BSES 


        


  


                                 Century Text.                                 Colgate* 
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                                                GSFC                            Guj. Amb. Cement 


        


  


                                         Hind. Motors                                     HPCL* 


        


  


                                        Indian Organic                                   ICICI* 


        


  


                                 Indian Rayon                                     IDBI* 


        


  


                                     Kirloskar Cummins                                IPCL* 


        


  


                                        Mukand Iron                                     MTNL* 


        


  


                                             Phlips                                   Ranbaxy Lab. 


        


  


                                 Premier Auto                          State Bank of India 


        


  


                                                Siemens                                      Steel Authority of India* 


        


  


                                      Voltas                                    Tata Chem* 
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16.11.1998                         Arvind Mills                                    Castrol* 


        


                              G. E. Shipping                       Infosys Technologies 


        


                                         IPCL                                         NIIT Ltd* 


        


                                Steel Authority of India                             Novartis* 


                  


  


10.04.2000                         I.D.B.I                          Dr. Reddy’s Laboratories* 


        


  


                                    Indian Hotels                          Reliance Petroleum* 


        


  


                                      Tata Chem                             Satyam Computers 


        


  


                                     Tata Power                                 Zee Telefilms* 


                  


  


08.01.2001                       Novartis                                       Cipla Ltd. 


                  


  


07.01.2002                       NIIT Ltd.                                 HCL Technologies* 


        


  


                                Mahindra & Mahindra                     Hero Honda Motors Ltd.* 
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31.05.2002                        ICICI Ltd.                                    ICICI Bank Ltd. 


                  


  


10.10.2002                Reliance Petroleum Ltd.                           HDFC Ltd. 


                  


  


10.11.2003                    Castrol India Ltd.                  Bharti-Tele-Ventures Ltd. 


        


  


                           Colgate Palomive (India) Ltd.                     HDFC Bank Ltd. 


        


  


                           Glaxo Smithkline Pharma. Ltd.                       ONGC Ltd. 


        


  


                          HCL Technologies Ltd.               Tata Power Company Ltd.* 


        


  


                                  Nestle (India) Ltd.                            Wipro Ltd. 


                  


  


19.05.2004                   Larsen & Toubro Ltd.                      Maruti Udyog Ltd. 


                  


  


27.09.2004          Mahanagar Telephone Nigam Ltd.           Larsen & Toubro Ltd. 


                  


  


06.06.2005            Hindustan Petroleum Corp Ltd.       National Thermal Power Corpn. Ltd. 


  


                                  Zee Telefilms Ltd.                 Tata Consultancy Services Ltd. 
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12.06.2006                 Tata Power Ltd.                      Reliance Communiation Ventures Ltd. 


                  


  


09.07.2007                Hero Honda Motors Ltd.                    Mahindra & Mahindra Ltd. 


                  


  


19.11.2007            Dr. Reddy's Laboratories Ltd.                             DLF Ltd. 


                  


  


14.03.2008                       Bajaj Auto Ltd.               Jaiprakash Associates Ltd. 


________________________________________________________________________________________
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STOCKS BASICS TUTORIAL


As you've probably guessed, we're talking about owning stocks. This fabulous category of 
financial instruments is, without a doubt, one of the greatest tools ever invented for 
building wealth. Stocks are a part, if not the cornerstone, of nearly any investment 
portfolio. When you start on your road to financial freedom, you need to have a solid 
understanding of stocks and how they trade on the stock market.  
 
Over the last few decades, the average person's interest in the stock market has grown 
exponentially. What was once a toy of the rich has now turned into the vehicle of choice 
for growing wealth. This demand coupled with advances in trading technology has opened 
up the markets so that nowadays nearly anybody can own stocks.  
 
Despite their popularity, however, most people don't fully understand stocks. Much is 
learned from conversations around the water cooler with others who also don't know what 
they're talking about. Chances are you've already heard people say things like, "Bob's 
cousin made a killing in XYZ company, and now he's got another hot tip..." or "Watch out 
with stocks--you can lose your shirt in a matter of days!" So much of this misinformation 
is based on a get-rich-quick mentality, which was especially prevalent during the 
amazing dotcom market in the late '90s. People thought that stocks were the magic 
answer to instant wealth with no risk. The ensuing dotcom crash proved that this is not 
the case. Stocks can (and do) create massive amounts of wealth, but they aren't without 
risks. The only solution to this is education. The key to protecting yourself in the stock 
market is to understand where you are putting your money.  
 
It is for this reason that we've created this tutorial: to provide the foundation you need to 
make investment decisions yourself. We'll start by explaining what a stock is and the 
different types of stock, and then we'll talk about how they are traded, what causes prices 
to change, how you buy stocks and much more. 


What Are Stocks? 
 
The Definition of a Stock  
 
Plain and simple, stock is a share in the ownership of a company. Stock represents a 
claim on the company's assets and earnings. As you acquire more stock, your ownership 
stake in the company becomes greater. Whether you say shares, equity, or stock, it all 
means the same thing.  
 
Being an Owner  
 
Holding a company's stock means that you are one of the many owners (shareholders) of 
a company and, as such, you have a claim (albeit usually very small) to everything the 
company owns. Yes, this means that technically you own a tiny sliver of every piece of 
furniture, every trademark, and every contract of the company. As an owner, you are 
entitled to your share of the company's earnings as well as any voting rights attached to 
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the stock. 


A stock is represented by a stock certificate. This is a fancy piece of paper that is proof of 
your ownership. In today's computer age, you won't actually get to see this document 
because your brokerage keeps these records electronically, which is also known as 
holding shares "in street name". This is done to make the shares easier to trade. In the 
past, when a person wanted to sell his or her shares, that person physically took the 
certificates down to the brokerage. Now, trading with a click of the mouse or a phone call 
makes life easier for everybody. 


Example stock certificate 


Being a shareholder of a public company does not mean you have a say in the day-to-day 
running of the business. Instead, one vote per share to elect the board of directors at 
annual meetings is the extent to which you have a say in the company. For instance, 
being a Microsoft shareholder doesn't mean you can call up Bill Gates and tell him how 
you think the company should be run. In the same line of thinking, being a shareholder of 
Anheuser Busch doesn't mean you can walk into the factory and grab a free case of Bud 
Light!  
 
The management of the company is supposed to increase the value of the firm for 
shareholders. If this doesn't happen, the shareholders can vote to have the management 
removed, at least in theory. In reality, individual investors like you and I don't own 
enough shares to have a material influence on the company. It's really the big boys like 
large institutional investors and billionaire entrepreneurs who make the decisions.  
 
For ordinary shareholders, not being able to manage the company isn't such a big deal. 
After all, the idea is that you don't want to have to work to make money, right? The 
importance of being a shareholder is that you are entitled to a portion of the company¡¯s 
profits and have a claim on assets. Profits are sometimes paid out in the form of 
dividends. The more shares you own, the larger the portion of the profits you get. Your 
claim on assets is only relevant if a company goes bankrupt. In case of liquidation, you'll 
receive what's left after all the creditors have been paid. This last point is worth 
repeating: the importance of stock ownership is your claim on assets and 
earnings. Without this, the stock wouldn't be worth the paper it's printed on.  
 
Another extremely important feature of stock is its limited liability, which means that, as 
an owner of a stock, you are not personally liable if the company is not able to pay its 
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debts. Other companies such as partnerships are set up so that if the partnership goes 
bankrupt the creditors can come after the partners (shareholders) personally and sell off 
their house, car, furniture, etc. Owning stock means that, no matter what, the maximum 
value you can lose is the value of your investment. Even if a company of which you are a 
shareholder goes bankrupt, you can never lose your personal assets.  
 
Debt vs. Equity  
 
Why does a company issue stock? Why would the founders share the profits with 
thousands of people when they could keep profits to themselves? The reason is that at 
some point every company needs to raise money. To do this, companies can either 
borrow it from somebody or raise it by selling part of the company, which is known as 
issuing stock. A company can borrow by taking a loan from a bank or by issuing bonds. 
Both methods fit under the umbrella of debt financing. On the other hand, issuing stock is 
called equity financing. Issuing stock is advantageous for the company because it does 
not require the company to pay back the money or make interest payments along the 
way. All that the shareholders get in return for their money is the hope that the shares 
will someday be worth more than what they paid for them. The first sale of a stock, which 
is issued by the private company itself, is called the initial public offering (IPO).  
 
It is important that you understand the distinction between a company financing through 
debt and financing through equity. When you buy a debt investment such as a bond, you 
are guaranteed the return of your money (the principal) along with promised interest 
payments. This isn't the case with an equity investment. By becoming an owner, you 
assume the risk of the company not being successful - just as a small business owner 
isn't guaranteed a return, neither is a shareholder. As an owner, your claim on assets is 
less than that of creditors. This means that if a company goes bankrupt and liquidates, 
you, as a shareholder, don't get any money until the banks and bondholders have been 
paid out; we call this absolute priority. Shareholders earn a lot if a company is successful, 
but they also stand to lose their entire investment if the company isn't successful.  
 
Risk  
 
It must be emphasized that there are no guarantees when it comes to individual stocks. 
Some companies pay out dividends, but many others do not. And there is no obligation to 
pay out dividends even for those firms that have traditionally given them. Without 
dividends, an investor can make money on a stock only through its appreciation in the 
open market. On the downside, any stock may go bankrupt, in which case your 
investment is worth nothing.  
 
Although risk might sound all negative, there is also a bright side. Taking on greater risk 
demands a greater return on your investment. This is the reason why stocks have 
historically outperformed other investments such as bonds or savings accounts. Over the 
long term, an investment in stocks has historically had an average return of around 10-
12%. 


Different Types Of Stocks 
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There are two main types of stocks: common stock and preferred stock.  
 
Common Stock  
 
Common stock is, well, common. When people talk about stocks they are usually 
referring to this type. In fact, the majority of stock is issued is in this form. We 
basically went over features of common stock in the last section. Common shares 
represent ownership in a company and a claim (dividends) on a portion of profits. 
Investors get one vote per share to elect the board members, who oversee the 
major decisions made by management.  
 
Over the long term, common stock, by means of capital growth, yields higher 
returns than almost every other investment. This higher return comes at a cost 
since common stocks entail the most risk. If a company goes bankrupt and 
liquidates, the common shareholders will not receive money until the creditors, 
bondholders and preferred shareholders are paid.  
 
Preferred Stock  
 
Preferred stock represents some degree of ownership in a company but usually 
doesn't come with the same voting rights. (This may vary depending on the 
company.) With preferred shares, investors are usually guaranteed a fixed dividend 
forever. This is different than common stock, which has variable dividends that are 
never guaranteed. Another advantage is that in the event of liquidation, preferred 
shareholders are paid off before the common shareholder (but still after debt 
holders). Preferred stock may also be callable, meaning that the company has the 
option to purchase the shares from shareholders at anytime for any reason (usually 
for a premium).  
 
Some people consider preferred stock to be more like debt than equity. A good way 
to think of these kinds of shares is to see them as being in between bonds and 
common shares.  
 
Different Classes of Stock  
 
Common and preferred are the two main forms of stock; however, it's also possible 
for companies to customize different classes of stock in any way they want. The 
most common reason for this is the company wanting the voting power to remain 
with a certain group; therefore, different classes of shares are given different voting 
rights. For example, one class of shares would be held by a select group who are 
given ten votes per share while a second class would be issued to the majority of 
investors who are given one vote per share.  
 
When there is more than one class of stock, the classes are traditionally designated 
as Class A and Class B. Berkshire Hathaway (ticker: BRK), has two classes of stock. 
The different forms are represented by placing the letter behind the ticker symbol in 
a form like this: "BRKa, BRKb" or "BRK.A, BRK.B".
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How Stocks Trade 
 
Most stocks are traded on exchanges, which are places where buyers and sellers 
meet and decide on a price. Some exchanges are physical locations where 
transactions are carried out on a trading floor. You've probably seen pictures of a 
trading floor, in which traders are wildly throwing their arms up, waving, yelling, 
and signaling to each other. The other type of exchange is virtual, composed of a 
network of computers where trades are made electronically.  
 
The purpose of a stock market is to facilitate the exchange of securities between 
buyers and sellers, reducing the risks of investing. Just imagine how difficult it 
would be to sell shares if you had to call around the neighborhood trying to find a 
buyer. Really, a stock market is nothing more than a super-sophisticated farmers' 
market linking buyers and sellers.  
 
Before we go on, we should distinguish between the primary market and the 
secondary market. The primary market is where securities are created (by means 
of an IPO) while, in the secondary market, investors trade previously-issued 
securities without the involvement of the issuing-companies. The secondary market 
is what people are referring to when they talk about the stock market. It is 
important to understand that the trading of a company's stock does not directly 
involve that company.  
 
The New York Stock Exchange  
 
The most prestigious exchange in the world is the New York Stock Exchange 
(NYSE). The "Big Board" was founded over 200 years ago in 1792 with the signing 
of the Buttonwood Agreement by 24 New York City stockbrokers and merchants. 
Currently the NYSE, with stocks like General Electric, McDonald's, Citigroup, Coca-
Cola, Gillette and Wal-mart, is the market of choice for the largest companies in 
America. 
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The trading floor 
of the  NYSE 


 


 
The NYSE is the first type of exchange (as we referred to 


above), where much of the trading is done face-to-face on a trading floor. This is 
also referred to as a listed exchange. Orders come in through brokerage firms that 
are members of the exchange and flow down to floor brokers who go to a specific 
spot on the floor where the stock trades. At this location, known as the trading 
post, there is a specific person known as the specialist whose job is to match 
buyers and sellers. Prices are determined using an auction method: the current 
price is the highest amount any buyer is willing to pay and the lowest price at which 
someone is willing to sell. Once a trade has been made, the details are sent back to 
the brokerage firm, who then notifies the investor who placed the order. Although 
there is human contact in this process, don't think that the NYSE is still in the stone 
age: computers play a huge role in the process.  
 
The Nasdaq  
 
The second type of exchange is the virtual sort called an over-the-counter (OTC) 
market, of which the Nasdaq is the most popular. These markets have no central 
location or floor brokers whatsoever. Trading is done through a computer and 
telecommunications network of dealers. It used to be that the largest companies 
were listed only on the NYSE while all other second tier stocks traded on the other 
exchanges. The tech boom of the late '90s changed all this; now the Nasdaq is 
home to several big technology companies such as Microsoft, Cisco, Intel, Dell and 
Oracle. This has resulted in the Nasdaq becoming a serious competitor to the NYSE. 


The Nasdaq 
market site in 
Times Square 


 
 
 


 


 


 


 


On the Nasdaq brokerages act as market makers for various 
stocks. A market maker provides continuous bid and ask prices within a prescribed 
percentage spread for shares for which they are designated to make a market. 
They may match up buyers and sellers directly but usually they will maintain an 
inventory of shares to meet demands of investors.  
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Other Exchanges  
 
The third largest exchange in the U.S. is the American Stock Exchange (AMEX). The 
AMEX used to be an alternative to the NYSE, but that role has since been filled by 
the Nasdaq. In fact, the National Association of Securities Dealers (NASD), which is 
the parent of Nasdaq, bought the AMEX in 1998. Almost all trading now on the 
AMEX is in small-cap stocks and derivatives.  
 
There are many stock exchanges located in just about every country around the 
world. American markets are undoubtedly the largest, but they still represent only a 
fraction of total investment around the globe. The two other main financial hubs are 
London, home of the London Stock Exchange, and Hong Kong, home of the Hong 
Kong Stock Exchange. The last place worth mentioning is the over-the-counter 
bulletin board (OTCBB). The Nasdaq is an over-the-counter market, but the term 
commonly refers to small public companies that don¡¯t meet the listing 
requirements of any of the regulated markets, including the Nasdaq. The OTCBB is 
home to penny stocks because there is little to no regulation. This makes investing 
in an OTCBB stock very risky. 


What Causes Stock Prices To Change? 
 
Stock prices change every day as a result of market forces. By this we mean that 
share prices change because of supply and demand. If more people want to buy a 
stock (demand) than sell it (supply), then the price moves up. Conversely, if more 
people wanted to sell a stock than buy it, there would be greater supply than 
demand, and the price would fall.  
 
Understanding supply and demand is easy. What is difficult to comprehend is what 
makes people like a particular stock and dislike another stock. This comes down to 
figuring out what news is positive for a company and what news is negative. There 
are many answers to this problem and just about any investor you ask has their 
own ideas and strategies.  
 
That being said, the principal theory is that the price movement of a stock indicates 
what investors feel a company is worth. Don't equate a company's value with the 
stock price. The value of a company is its market capitalization, which is the stock 
price multiplied by the number of shares outstanding. For example, a company that 
trades at $100 per share and has 1 million shares outstanding has a lesser value 
than a company that trades at $50 that has 5 million shares outstanding ($100 x 1 
million = $100 million while $50 x 5 million = $250 million). To further complicate 
things, the price of a stock doesn't only reflect a company's current value, it also 
reflects the growth that investors expect in the future.  
 
The most important factor that affects the value of a company is its earnings. 
Earnings are the profit a company makes, and in the long run no company can 
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survive without them. It makes sense when you think about it. If a company never 
makes money, it isn't going to stay in business. Public companies are required to 
report their earnings four times a year (once each quarter). Wall Street watches 
with rabid attention at these times, which are referred to as earnings seasons. The 
reason behind this is that analysts base their future value of a company on their 
earnings projection. If a company's results surprise (are better than expected), the 
price jumps up. If a company's results disappoint (are worse than expected), then 
the price will fall.  
 
Of course, it's not just earnings that can change the sentiment towards a stock 
(which, in turn, changes its price). It would be a rather simple world if this were the 
case! During the dotcom bubble, for example, dozens of internet companies rose to 
have market capitalizations in the billions of dollars without ever making even the 
smallest profit. As we all know, these valuations did not hold, and most internet 
companies saw their values shrink to a fraction of their highs. Still, the fact that 
prices did move that much demonstrates that there are factors other than current 
earnings that influence stocks. Investors have developed literally hundreds of these 
variables, ratios and indicators. Some you may have already heard of, such as 
the price/earnings ratio, while others are extremely complicated and obscure with 
names like Chaikin oscillator or moving average convergence divergence. 
 
So, why do stock prices change? The best answer is that nobody really knows for 
sure. Some believe that it isn't possible to predict how stock prices will change, 
while others think that by drawing charts and looking at past price movements, you 
can determine when to buy and sell. The only thing we do know is that stocks are 
volatile and can change in price extremely rapidly.  
 
The important things to grasp about this subject are the following:  
 
1. At the most fundamental level, supply and demand in the market determines 
stock price.  
 
2. Price times the number of shares outstanding (market capitalization) is the value 
of a company. Comparing just the share price of two companies is meaningless.  
 
3. Theoretically, earnings are what affect investors' valuation of a company, but 
there are other indicators that investors use to predict stock price. Remember, it is 
investors' sentiments, attitudes and expectations that ultimately affect stock prices.  
 
4. There are many theories that try to explain the way stock prices move the way 
they do. Unfortunately, there is no one theory that can explain everything.


Buying Stocks 
 
You've now learned what a stock is and a little bit about the principles behind the 
stock market, but how do you actually go about buying stocks? Thankfully, you 
don't have to go down into the trading pit yelling and screaming your order. There 
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are two main ways to purchase stock:  
 
1. Using a Brokerage  
 
The most common method to buy stocks is to use a brokerage. Brokerages come in 
two different flavors. Full-service brokerages offer you (supposedly) expert advice 
and can manage your account; they also charge a lot. Discount brokerages offer 
little in the way of personal attention but are much cheaper.  
 
At one time, only the wealthy could afford a broker since only the expensive, full-
service brokers were available. With the internet came the explosion of online 
discount brokers. Thanks to them nearly anybody can now afford to invest in the 
market.   
 
2. DRIPs & DIPs  
 
Dividend reinvestment plans (DRIPs) and direct investment plans (DIPs) are plans 
by which individual companies, for a minimal cost, allow shareholders to purchase 
stock directly from the company. Drips are a great way to invest small amounts of 
money at regular intervals.


How to Read A Stock Table/Quote


Any financial paper has stock quotes that will look something like the image below: 


 
Columns 1 & 2: 52-Week Hi and Low - These are the highest and lowest prices 
at which a stock has traded over the previous 52 weeks (one year). This typically 
does not include the previous day's trading.  
 
Column 3: Company Name & Type of Stock - This column lists the name of the 
company. If there are no special symbols or letters following the name, it is 
common stock. Different symbols imply different classes of shares. For example, 
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"pf" means the shares are preferred stock.  
 
Column 4: Ticker Symbol - This is the unique alphabetic name which identifies 
the stock. If you watch financial TV, you have seen the ticker tape move across the 
screen, quoting the latest prices alongside this symbol. If you are looking for stock 
quotes online, you always search for a company by the ticker symbol. If you don't 
know what a particular company's ticker is you can search for it at: http://finance.
yahoo.com/l.  
 
Column 5: Dividend Per Share - This indicates the annual dividend payment per 
share. If this space is blank, the company does not currently pay out dividends.  
 
Column 6: Dividend Yield - The percentage return on the dividend. Calculated as 
annual dividends per share divided by price per share.  
 
Column 7: Price/Earnings Ratio - This is calculated by dividing the current stock 
price by earnings per share from the last four quarters. For more detail on how to 
interpret this, see our P/E Ratio tutorial.  
Column 8: Trading Volume - This figure shows the total number of shares traded 
for the day, listed in hundreds. To get the actual number traded, add "00" to the 
end of the number listed.  
 
Column 9 & 10: Day High & Low - This indicates the price range at which the 
stock has traded at throughout the day. In other words, these are the maximum 
and the minimum prices that people have paid for the stock.  
 
Column 11: Close - The close is the last trading price recorded when the market 
closed on the day. If the closing price is up or down more than 5% than the 
previous day's close, the entire listing for that stock is bold-faced. Keep in mind, 
you are not guaranteed to get this price if you buy the stock the next day because 
the price is constantly changing (even after the exchange is closed for the day). 
The close is merely an indicator of past performance and except in extreme 
circumstances serves as a ballpark of what you should expect to pay.  
 
Column 12: Net Change - This is the dollar value change in the stock price from 
the previous day's closing price. When you hear about a stock being "up for the 
day," it means the net change was positive.  
 
Quotes on the Internet  
 
Nowadays, it's far more convenient for most to get stock quotes off the Internet. 
This method is superior because most sites update throughout the day and give you 
more information, news, charting, research, etc.  
 
To get quotes, simply enter the ticker symbol into the quote box of any major 
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financial site like Yahoo! Finance, CBS Marketwatch, or MSN Moneycentral. The 
example below shows a quote for Microsoft (MSFT) from Yahoo Finance. 
Interpreting the data is exactly the same as with the newspaper. 


he Bulls, The Bears And The Farm


On Wall Street, the bulls and bears are in a constant struggle. If you haven't heard of 
these terms already, you undoubtedly will as you begin to invest.  
 
The Bulls  
 
A bull market is when everything in the economy is great, people are finding jobs, gross 
domestic product (GDP) is growing, and stocks are rising. Things are just plain rosy! 
Picking stocks during a bull market is easier because everything is going up. Bull markets 
cannot last forever though, and sometimes they can lead to dangerous situations if stocks 
become overvalued. If a person is optimistic and believes that stocks will go up, he or she 
is called a "bull" and is said to have a "bullish outlook".  
 
The Bears  
 
A bear market is when the economy is bad, recession is looming and stock prices are 
falling. Bear markets make it tough for investors to pick profitable stocks. One solution to 
this is to make money when stocks are falling using a technique called short selling. 
Another strategy is to wait on the sidelines until you feel that the bear market is nearing 
its end, only starting to buy in anticipation of a bull market. If a person is pessimistic, 
believing that stocks are going to drop, he or she is called a "bear" and said to have a 
"bearish outlook".  
 
The Other Animals on the Farm - Chickens and Pigs  
 
Chickens are afraid to lose anything. Their fear overrides their need to make profits and 
so they turn only to money-market securities or get out of the markets entirely. While it's 
true that you should never invest in something over which you lose sleep, you are also 
guaranteed never to see any return if you avoid the market completely and never take 
any risk,  
 
Pigs are high-risk investors looking for the one big score in a short period of time. Pigs 
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buy on hot tips and invest in companies without doing their due diligence. They get 
impatient, greedy, and emotional about their investments, and they are drawn to high-
risk securities without putting in the proper time or money to learn about these 
investment vehicles. Professional traders love the pigs, as it's often from their losses that 
the bulls and bears reap their profits.  
 
What Type of Investor Will You Be?  
 
There are plenty of different investment styles and strategies out there. Even though the 
bulls and bears are constantly at odds, they can both make money with the changing 
cycles in the market. Even the chickens see some returns, though not a lot. The one loser 
in this picture is the pig.  
 
Make sure you don't get into the market before you are ready. Be conservative and never 
invest in anything you do not understand. Before you jump in without the right 
knowledge, think about this old stock market saying:  
 
"Bulls make money, bears make money, but pigs just get slaughtered!" 


Conclusion 
 
Let's recap what we've learned in this tutorial: 


●     Stock means ownership. As an owner, you have a claim on the assets and 
earnings of a company as well as voting rights with your shares. 


●     Stock is equity, bonds are debt. Bondholders are guaranteed a return on their 
investment and have a higher claim than shareholders. This is generally why 
stocks are considered riskier investments and require a higher rate of return. 


●     You can lose all of your investment with stocks. The flip-side of this is you can 
make a lot of money if you invest in the right company. 


●     The two main types of stock are common and preferred. It is also possible for 
a company to create different classes of stock. 


●     Stock markets are places where buyers and sellers of stock meet to trade. 
The NYSE and the Nasdaq are the most important exchanges in the United 
States. 


●     Stock prices change according to supply and demand. There are many factors 
influencing prices, the most important of which is earnings. 


●     There is no consensus as to why stock prices move the way they do. 
●     To buy stocks you can either use a brokerage or a dividend reinvestment plan 


(DRIP). 
●     Stock tables/quotes actually aren't that hard to read once you know what 


everything stands for! 
●     Bulls make money, bears make money, but pigs get slaughtered!


____________________________________________________________________________________________
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Main Points for Stock Volatility


Main Points for Stock Volatility 


The shares may rise or fall due to numerous reasons, some of them are mentioned below. If you at least keep 
a  watch on following factors. You can save yourself been big loss (if shares are falling) or earn good amount (if 
shares are rising). 
A) News 
Share market always reacts for appropriate news. Always read financial news like Business Standard and  
Economics Times etc. or else watch financial news channels.


What is appropriate news? 
¨ News - Like merger announcement, this news will impact more if the Merger is related to foreign company, 
positive news - 
    shares may rise. Demerger announcement will have negative impact - negative news - shares may fall. 
    Merger and Demerger announcement may have major impact on Indian Share Market. 
 
¨ Acquisition (takeover) Announcement - Takeover of some part (or whole) of companies, especially those 
having larger 
    capacity/turnover or foreign company’s. This news will have major impact on that particular share - very 
positive news- 
    shares may rise, don’t miss this opportunity. Buy shares of such companies. Takeover may have positive 
impact on Indian 
    Shares.


¨ Expansion Plan - Announcement like major expansion plan of a company or entering into other sectors or 
opening new 
    plants, branches, turnover increase announcement, new product launch etc. Above announcement will have 
a positive 
    impact on a share market - share may rise. 
 
¨ Political News - News like elections in the country or in any particular state, news of any major change in 
political upfront 
    or in any change in rules will also have major impact on Indian share market. Political news related to any 
particular State 
    will have major impact on companies located in that state for example major Sugar Companies are located 
at Uttar Pradesh 
    like Balrampur Chinni, Triveni Engg, Bajaj Hindustan etc. so any major political news especially related to 
any sector will 
    have major impact on shares of that sector. 
 
¨ Sector News - The shares of Indian share market have different sectors and if any announcement of news by 
Government 
    for any particular sector will have major impact on shares of that sector. Following are few sectors, few 
companies and few 
    related news that may affect share prices in Indian Share Market, 
    Sector related news announcement 
    Banking - ICICI, SBI, UTI, Indian Bank etc. Hike or decrease in interest rates, loan rates etc. 
    Oil - PCL, BPCL etc. Hike or decrease in diesel prices, hike or decrease in crude oil prices etc. 
    Retail - Dabur, ITC, etc. News related to any taxes etc. 
    Cement - Indian Cement, Gujarat Ambuja cement etc. Hike or decrease in cement prices. 
    In short sector news will affect shares from that sector. 
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B) Impact of Other Asian Market 
Most of the time it has been observed and studied that Indian Market (Nifty/Sensex) follows other Asian 
markets and USA markets. 
Asian markets like China - Shanghai’s market, Japan - Nikkei market, Hong Kong - Hang Sung market. 
Above all Asian markets “open” early than Indian market. Most of the time Indian market will follow this Asian 
markets. If these Asian markets open in positive and lead to positive direction than the Indian markets will react 
in the same manner and vice-versa provided that there is no major news in India. 
USA market - USA markets like NASDAQ and DOW will also have major impact on Indian market. So, in 
short in the morning around 9.30 am (Indian market opens at 9.30 am) get all news above USA markets (which 
opens and closes in our night time which is their day time) and Asian markets and plan yours day trading. 
 
 
C) Quarterly Results - (Very important) 
Quarterly results declared by all Indian Companies will have major impact on that company and hence their 
shares in Indian share market. Every company declares its quarterly results. If any company declares extra-
ordinary results that will definitely affects its shares. 
Most of all share traders concentrate on much profit and target sales that company had made. If company 
achieved good profit than they declare dividend, bonus shares etc. This will make positive impact on shares of 
that company. 
 
 
D) Fundamental News 
Fundamental news means companies own news. Companies own news means future turnover 
announcements, any change in director body, future releases etc. If the company has good fundamentals 
likeboard of directors, companies expansion plans, future acquisition etc then its worth to invest in such 
companies for long term. 
Individual share - If the share is over bought, then some profit taking will takes place ( price may come down) 
and if share is over sold then you may see some buying (price may go up) of those shares with large volumes, 
than you can plan your trades accordingly.
E) Inflation Rate - (Very important) 
Inflation rate is wholesale prices of consumer goods. This rate is declared by Government for every week at 
Friday (weekend) 12.00 pm. The inflation rate indicates what the wholesale price was for that week. If it is low 
As compared to previous week, then it is positive news and you may see share prices going up and if the rate 
is higher as compared to previous week, then it is negative and this may affect share prices negatively and 
share prices may come down. 
So keep a watch. Inflation rate declare by Indian Government at every Friday 12.00 pm and trade accordingly. 
“Indian share market reacts to inflation rate”. 
 
 
F) Future/Derivative Expiry - (Very important) 
Future/Derivatives has expiry period of one month. Derivatives get expired on last Thursday of a month. Future/
Derivative gets expired means you have to sell your future/derivatives which you caring for whole month and 
buy for next month. Due to this expiry period share traders sell there derivatives, due to which shares prices 
may come down. 
If you watch the share market carefully this selling movement starts before one or two days of expiry. So be 
cautious and plan your trade accordingly. 
During this expiry period you may see shares prices coming down then you can plan your buying and selling in 
next month when prices go up. 
 
 
G) Where to Keep Watch - (for day traders) 
Keep a close watch on shares which comes under top gainers, top losers and which are touching all time high. 
What can be done in after market hours (when market closes at 3.30 pm) you can make a list of all those 
shares then plan your trade. 
“Touching all time high is positive news.” 
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 I. The Logic Behind Technical Analysis  


Let me first say that I do not now engage in technical analysis; nor, have I ever engaged in technical analysis. 
I do not believe doing so would be a productive use of my time. 


Having said that, I do not claim technical analysis has no predictive value. In fact, I suspect it does have some 
predictive value. The Efficient Market Hypothesis is flawed. It is based upon the (unwritten) premise that data 
determines market prices. As Graham so clearly put it in “Security Analysis”: 


“…the influence of what we call analytical factors over the market price is both partial and indirect – partial, 
because it frequently competes with purely speculative factors which influence the price in the opposite direction; 
and indirect, because it acts through the intermediary of people’s sentiments and decisions. In other words, the 
market is not a weighing machine, on which the value of each issue is recorded by an exact and impersonal 
mechanism, in accordance with its specific qualities. Rather should we say that the market is a voting machine, 
whereon countless individuals register choices which are the product partly of reason and partly of emotion.” 


I’ve seen a lot of people cite this quote, without bothering to notice what’s really being said. Graham had a very 
broad mind, much broader than say someone like Buffett. That’s both a blessing and a curse. At several points in 
Security Analysis (and to a lesser extent in his other works), Graham can not help but explore an interesting topic 
more deeply than is strictly necessary for his primary purpose. In this case, Graham could have said what many 
have since interpreted him as saying: in the short run, stock prices often get out of whack; in the long run, they are 
governed by the intrinsic value of the underlying business. Of course, Graham didn’t say that. Instead he chose to 
describe the stock market in a way that should have been of great interest to economists as well as investors. 
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Data affects prices indirectly. The market is a lot like a fun house mirror. The resulting reflection is caused in part 
by the original data, but that does not mean the reflection is an accurate representation of the original data. To take 
this metaphor a step further, the Efficient Market Hypothesis is based on the idea that the original image acts on 
the mirror to create the reflection. It does not recognize the unpleasant truth that one can interpret the same 
process in a very different way. One could say it is the mirror that acts on the original image to create the reflection. 
In fact, that is often how we interpret the process. We say an object is reflected in a mirror. We rarely use the 
active “an object reflects in a mirror”. 


For some reason, when we talk about the market we like to use inappropriate metaphors. We talk about wealth 
being destroyed when prices fall. Yet, no one talks of wealth being destroyed when the price of some product falls. 
When the market rises, we talk about buyers, as if there wasn’t a seller on the other side of the trade. Above all 
else, we talk about “the market” not as a mere aggregation of trades, but as some sort of object all its own. 


The Efficient Market Hypothesis does not recognize the true importance of interpretation. Saying that data (publicly 
available information) acts on market prices omits the key step. After all, the same data is available to every 
blackjack player. Casinos just don’t like the way a card counter interprets that data. 


The Efficient Market Hypothesis is not the only argument against technical analysis. There is also empirical 
evidence that questions the utility of technical analysis. However, empirical evidence alone is not sufficient to prove 
technical analysis has no predictive power. If most knuckleball pitchers had limited success, the knuckleball might 
be an inherently ineffective pitch, or there might be a better way to throw it. The same is true of technical analysis. 


The adjective “random” is a very strange word. Although it is rarely the definition given, the most appropriate 
definition for random would have to be “having no discernible pattern”. The word discernible can not be omitted. If 
it is, we will take too high a view of science and statistics. There’s a great introduction to economics written by Carl 
Menger which begins: 


“All things are subject to the law of cause and effect. This great principle knows no exception, and we would 
search in vain in the realm of experience for an example to the contrary. Human progress has no tendency to cast 
it in doubt, but rather the effect of confirming it and of always further widening knowledge of the scope of its 
validity.” 


All things are subject to the law of cause and effect; therefore, nothing is truly random. A caused event must have 
a pattern – though that pattern needn’t be discernible. Even if one argued there is such a thing as an uncaused 
event, who would argue that stock price movements are uncaused? We know that they are caused by buying and 
selling. Stock prices are the effects of purposeful human actions. Several sciences study the causes of purposeful 
human action; so, it would be hard to argue any human action is uncaused. Furthermore, each of our own internal 
mental experiences suggests that our purposeful actions have very definite causes. We also know that the actions 
of some market participants are based in part on price movements. Many investors will admit as much. They may 
be lying. But, there is plenty of evidence to suggest they aren’t. 


If the actions of investors cause price movements, and past price movements are a partial cause of the actions of 
investors, then past price movements must partially cause future price movements. 


Technical analysis is logically valid. Not only is it possible that some form of technical analysis might have 
predictive power; I would argue it necessarily follows from the above assumptions that some form of technical 
analysis must have predictive power. 


So, why don’t I use technical analysis? I believe fundamental analysis is a far more powerful too. In 
fact, I believe fundamental analysis is so much more powerful that one ought not to spend any time on technical 
analysis that could instead be spent on fundamental analysis. I also believe there is more than enough 
fundamental analysis to keep an investor occupied; so, he shouldn’t devote any time to technical analysis. 
Personally, I feel I am much better suited to fundamental analysis than I am to technical analysis. Of course, there 
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is no reason why this argument should hold any weight with you. I also believe there is sufficient empirical 
evidence to support the idea that fundamental analysis is a far more powerful tool than technical analysis. 


Even though I believe there must be some form of technical analysis that does have predictive power, the 
mental model of investing which I have constructed does not allow for such a form of technical analysis. In other 
words: logically, there must be an effective form of technical analysis, but practically, I pretend there isn’t. 


Why? Because I believe that’s the most useful model. One should adopt the most useful model not the most 
honest model. I’m willing to pretend technical analysis does not work, even though I know some form of it must 
work. 


Really, this isn’t all that strange. In science, I’m willing to pretend there are random events, even though I know 
there must not be random events. In math, I’m willing to pretend zero is a number, even though I know it must not 
be a number. A model with random events is useful. In most circumstances, a refusal to allow for random events 
would be harmful rather than helpful. The model with random events is simpler and more workable. The situation is 
much the same with zero. It isn’t a number. To include zero as a number, you would have to put aside the 
principles of arithmetic. So, we don’t do that. In school, you were taught that zero is a number, but that there are 
certain things you must never do with zero. You accepted that, because it was a simple, workable model. 


I propose you do much the same in the case of technical analysis. You should recognize the logical validity of 
technical analysis, but create a mental model of investing in which technical analysis has no utility 
whatsoever.   


                                                                       Return to Contents


_________________________________________________ 


II. Basics of Technical Analysis 


 for Trading Strategies 


  


     New to Trading and Technical Analysis? Learn the Basics of  Technical 
Analysis of Indian Stocks and Stock Market Trend Stock Charts and Trends. 


1.Stock Charts
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Stock charts gained popularity in the late 19th Century from the writings of Charles H. Dow 
in the Wall Street Journal. His comments, later known as "Dow Theory", alleged that markets move in all 
kinds of measurable trends and that these trends could be deciphered and predicted in the price movement seen 
on all charts. 


FUNDAMENTAL ANALYSIS seeks to determine future stock price by understanding and measuring 
the objective "value" of an equity. The study of stock charts, known as TECHNICAL ANALYSIS, believes that the 
past action of the market itself will determine the future course of prices. 


A stock chart is a simple two-axis (x-y) plotted graph of price and time. Each individual equity, 
market and index listed on a public exchange has a chart that illustrates this movement of price over time. 
Individual data plots for charts can be made using the CLOSING price for each day. The plots are connected 
together in a single line, creating the graph. Also, a combination of the OPENING, CLOSING, HIGH and/or LOW 
prices for that market session can be used for the data plots. This second type of data is called a PRICE BAR. 
Individual price bars are then overlaid onto the graph, creating a dense visual display of stock movement. 


Stock charts can be created in many different time frames. Mutual fund holders use monthly charts 
in which each individual data plot consists of a single month of activity. Day traders use 1 minute and 5 minute 
stock charts to make quick buy and sell decisions. The most common type of stock chart is the daily plot, showing 
a single complete market session for each unit. 


Stock charts can be drawn in two different ways. An ARITHMETIC chart has equal vertical distances 
between each unit of price. A LOGARITHMIC chart is a percentage growth chart. It has equal vertical distances 
between the same percentages of price growth. For example, a price movement from 10 to 20 is a 100% move. A 
move from 20 to 40 is also a 100% move. For this reason, the vertical distance from 10 to 20 and the vertical 
distance from 20 to 40 will be identical on a logarithmic chart. 


Stock chart analysis can be applied equally to individual stocks and major indices. Analysts 
use their technical research on index charts to decide whether the current market is a BULL MARKET or a BEAR 
MARKET. On individual charts, investors and traders can learn the same thing about their favorite companies. 


                                                                              Return to Contents 
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2.Trends 


 
  
Use the stock chart to identify the current trend. A trend reflects the average rate of change in a 
stock's price over time. Trends exist in all time frames and all markets. Day traders can establish the trend of their 
stocks to within minutes. Long term investors watch trends that persist for many years. 


Trends can be classified in three ways: UP, DOWN or RANGEBOUND. 


In an uptrend, a stock rallies often with intermediate periods of consolidation or movement against the trend. In 
doing so, it draws a series of higher highs and higher lows on the stock chart. In an uptrend, there will be a 
POSITIVE rate of price change over time. 


In a downtrend, a stock declines often with intermediate periods of consolidation or movement against the 
trend. In doing so, it draws a series of lower highs and lower lows on the stock chart. In a downtrend, there will be 
a NEGATIVE rate of price change over time. 


Rangebound price swings back and forth for long periods between easily seen upper and lower limits. 
There is no apparent direction to the price movement on the stock chart and there will be LITTLE or NO rate of 
price change. 


Trends tend to persist over time. A stock in an uptrend will continue to rise until some change in value or 
conditions occurs. Declining stocks will continue to fall until some change in value or conditions occurs. Chart 
readers try to locate TOPS and BOTTOMS, which are those points where a rally or a decline ends. Taking a 
position near a top or a bottom can be very profitable. 


Trends can be measured using TRENDLINES. Very often a straight line can be drawn UNDER three or 
more pullbacks from rallies or OVER pullbacks from declines. When price bars then return to that trendline, they 
tend to find SUPPORT or RESISTANCE and bounce off the line in the opposite direction. 


A famous quote about trends advises that "The trend is your friend". For traders and investors, 
this wisdom teaches that you will have more success taking stock positions in the direction of the prevailing trend 
than against it. 
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                                                                          Return to Contents 


  


3.Volume 


 
  
Volume measures the participation of the crowd. Stock charts display volume through individual 
HISTOGRAMS below the price pane. Often these will show green bars for up days and red bars for down days. 
Investors and traders can measure buying and selling interest by watching how many up or down days in a row 
occur and how their volume compares with days in which price moves in the opposite direction. 


Stocks that are bought with greater interest than sold are said to be under 
ACCUMULATION. Stocks that are sold with great interest than bought are said to be under DISTRIBUTION. 
Accumulation and distribution often LEAD price movement. In other words, stocks under accumulation often will 
rise some time after the buying begins. Alternatively, stocks under distribution will often fall some time after selling 
begins. 


It takes volume for a stock to rise but it can fall of its own weight. Rallies require the enthusiastic 
participation of the crowd. When a rally runs out of new participants, a stock can easily fall. Investors and traders 
use indicators such as ON BALANCE VOLUME to see whether participation is lagging (behind) or leading (ahead) 
the price action. 


Stocks trade daily with an average volume that determines their LIQUIDITY. Liquid stocks are 
very easy for traders to buy and sell. Illiquid stocks require very high SPREADS (transaction costs) to buy or sell 
and often cannot be eliminated quickly from a portfolio. Stock chart analysis does not work well on illiquid stocks. 


Breakouts accompanied by volume much higher than the average for that stock are healthy for 
the continuation of the price movement in that direction. But after long rallies or declines, stocks often have a day 
of very high volume known as a CLIMAX. During these days, the last of the buyers or sellers take positions. The 
stock then reverses as there are no longer enough participants to cause price to move in that direction. 


                                                                          Return to Contents 


file:///F|/technicalanalysis.htm (6 of 49) [12/21/2009 8:21:50 PM]







Technical Analysis and Charting


  


4.Patterns and Indicators 


 
  
How can you organize the endless stream of stock chart data into a logical format that doesn't 
require rocket science to interpret? Charts allow investors and traders to look at past and present price action in 
order to make reasonable predictions and wise choices. It is a highly visual medium. This one fact separates it 
from the colder world of value-based analysis. 


The stock chart activates both left-brain and right-brain functions of logic and creativity. So 
it's no surprise that over the last century two forms of analysis have developed that focus along these lines of 
critical examination. 


The oldest form of interpreting charts is PATTERN ANALYSIS. This method gained popularity 
through both the writings of Charles Dow and Technical Analysis of Stock Trends, a classic book written on the 
subject just after World War II. The newer form of interpretation is INDICATOR ANALYSIS, a math-oriented 
examination in which the basic elements of price and volume are run through a series of calculations in order to 
predict where price will go next. 


Pattern analysis gains its power from the tendency of charts to repeat the same bar 
formations over and over again. These patterns have been categorized over the years as having a bullish 
or bearish bias. Some well-known ones include HEAD and SHOULDERS, TRIANGLES, RECTANGLES, 
DOUBLE TOPS, DOUBLE BOTTOMS and FLAGS. Also, chart landscape features such as GAPS and 
TRENDLINES are said to have great significance on the future course of price action. 


Indicator analysis uses math calculations to measure the relationship of current price to 
past price action. Almost all indicators can be categorized as TREND-FOLLOWING or OSCILLATORS. 
Popular trend-following indicators include MOVING AVERAGES, ON BALANCE VOLUME and MACD. Common 
oscillators include STOCHASTICS, RSI and RATE OF CHANGE. Trend-following indicators react much more 
slowly than oscillators. They look deeply into the rear view mirror to locate the future. Oscillators react very quickly 
to short-term changes in price, flipping back and forth between OVERBOUGHT and OVERSOLD levels. 


Both patterns and indicators measure market psychology. The core of investors and traders that 
make up the market each day tend to act with a herd mentality as price rises and falls. This "crowd" tends to 
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develop known characteristics that repeat themselves over and over again. Chart interpretation using these two 
important analysis tools uncovers growing stress within the crowd that should eventually translate into price 
change. 


                                                                           Return to Contents 


  


5.Moving Averages 


 
  
 
Moving averages are one of the oldest and most popular technical analysis tool. This section describes the basic 
of moving average and interpretation. 
Nowadays you get moving averages readily available on most of the websites. 
To brief you moving average is calculated by adding the closing prices of a stock for most recent 15 days and then 
dividing by 15 the result what you get is the 15 day moving average. 
 
How to trade on moving average 
Suppose If the stock price is above its 25 day moving average, it means that investor's current expectations (the 
current price of the stock) are higher than their average expectations over the last 25 days, and that investors are 
becoming increasingly bullish on this stock and result is that the stock price may go up. 
Conversely, if today's price is below then its 25 day moving average, it shows that current expectations are below 
average expectations over the last 25 days and this may bring stock price lower. 
The moving average is used to observe changes in prices. Investors typically buy when a stock price rises above 
its moving average and sell when the price falls below its moving average. 
The most popular technical indicator for studying stock charts is the MOVING AVERAGE. 
This versatile tool has many important uses for investors and traders. 


Take the sum of any number of previous CLOSE prices and then divide it by that same 
number. This creates an average price for that stock in that period of time. A moving average can be displayed 
by recomputing this result daily and plotting it in the same graphic pane as the price bars. Moving averages LAG 
price. In other words, if price starts to move sharply upward or downward, it will take some time for the moving 
average to "catch up". 


Plotting moving averages in stock charts reveals how well current price is behaving as 
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compared to the past. The power of the moving average line comes from its direct interaction with the price 
bars. Current price will always be above or below any moving average computation. When it is above, conditions 
are "bullish". When below, conditions are "bearish". Additionally, moving averages will slope upward or downward 
over time. This adds another visual dimension to a stock analysis. 


Moving averages define STOCK TRENDS. They can be computed for any period of time. Investors and 
traders find them most helpful when they provide input about the SHORT-TERM, INTERMEDIATE and LONG-
TERM trends. For this reason, using multiple moving averages that reflect these characteristics assist important 
decision making. Common moving average settings for daily stock charts are: 20 days for short-term, 50 days for 
intermediate and 200 days for long-term. 


One of the most common buy or sell signals in all chart analysis is the MOVING AVERAGE 
CROSSOVER. These occur when two moving averages representing different trends criss-cross. For example, 
when a short-term average crosses BELOW a long-term one, a SELL signal is generated. Conversely, when a 
short-term crosses ABOVE the long-term, a BUY signal is generated. 


Moving averages can be "speeded up" through the application of further math calculations. 
Common averages are known as SIMPLE or SMA. These tend to be very slow. By giving more weight to the 
current changes in price rather than those many bars ago, a faster EXPONENTIAL or EMA moving average can 
be created. Many technicians favor the EMA over the SMA. Fortunately all common stock chart programs, online 
and offline, do the difficult moving average calculations for you and plot price perfectly. 


  For further reading on Moving averages (available in this CD itself )  click here 


                                                                        Return to Contents 


6.Support and Resistance  
 


Support and resistance represent key junctures where the forces of supply and demand meet. In the 
financial markets, prices are driven by excessive supply (down) and demand (up). Supply is synonymous 
with bearish, bears and selling. Demand is synonymous with bullish, bulls and buying. As demand 
increases, prices advance and as supply increases, prices decline. When supply and demand are equal, 
prices move sideways as bulls and bears slug it out for control.
Support and Resistance prices are very important in stock market and in technical analysis. 
Support - The support level is considered when the stock is falling down. The support is the level at 
which the stock price gets support when the stock is falling down, and if the support breaks then that stock 
may witness further down movement. 
Resistance - The Resistance is taken into picture when stock price is moving up. The resistance level is 
the price at which stock price get stoppage and if this stoppage/resistance breaks then further upside is 
expected in that stock price. 
Generally, stocks comes to support and resistance points and get constant before further movement and 
further movement either down side or upside depends on buyers expectation and other technical aspects. 
The breaking of support and resistance levels can also be triggered by fundamental changes, and that is 
up to investor expectations (fundamental changes like changes in profits, expansion, takeover, 
management etc).  
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The concept of SUPPORT AND RESISTANCE is essential to understanding and 
interpreting stock charts. Just as a ball bounces when it hits the floor or drops after being thrown to 
the ceiling, support and resistance define natural boundaries for rising and falling prices. 


Buyers and sellers are constantly in battle mode. Support defines that level where buyers are 
strong enough to keep price from falling further. Resistance defines that level where sellers are too strong 
to allow price to rise further. Support and resistance play different roles in uptrends and downtrends. In an 
uptrend, support is where a pullback from a rally should end. In a downtrend, resistance is where a 
pullback from a decline should end. 


Support and resistance are created because price has memory. Those prices where 
significant buyers or sellers entered the market in the past will tend to generate a similar mix of participants 
when price again returns to that level. 


When price pushes above resistance, it becomes a new support level. When price falls 
below support, that level becomes resistance. When a level of support or resistance is penetrated, price 
tends to thrust forward sharply as the crowd notices the BREAKOUT and jumps in to buy or sell. When a 
level is penetrated but does not attract a crowd of buyers or sellers, it often falls back below the old support 
or resistance. This failure is known as a FALSE BREAKOUT. 


Support and resistance come in all varieties and strengths. They most often manifest as 
horizontal price levels. But trendlines at various angles represent support and resistance as well. The 
length of time that a support or resistance level exists determines the strength or weakness of that level. 
The strength or weakness determines how much buying or selling interest will be required to break the 
level. Also, the greater volume traded at any level, the stronger that level will be. 


Support and resistance exist in all time frames and all markets. Levels in longer time frames 
are stronger than those in shorter time frames. 


     
What is Support? 
 
Support is the price level at which demand is thought to be strong enough to prevent the price from declining 
further. The logic dictates that as the price declines towards support and gets cheaper, buyers become more 
inclined to buy and sellers become less inclined to sell. By the time the price reaches the support level, it is 
believed that demand will overcome supply and prevent the price from falling below support. 
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After a support level is penetrated, it often becomes a resistance level; this is because investors want to limit their 
losses and will sell later, when prices approach the former level. 


 
 
What is Resistance? 
 
Resistance is the price level at which selling is thought to be strong enough to prevent the price from rising further. 
The logic dictates that as the price advances towards resistance, sellers become more inclined to sell and buyers 
become less inclined to buy. By the time the price reaches the resistance level, it is believed that supply will 
overcome demand and prevent the price from rising above resistance. 
 
After a resistance level is penetrated, it often becomes a support level; this is because buyers who didn't buy at 
that price before it went up are now willing to buy at that price. 


 


The concept of SUPPORT AND RESISTANCE is essential to understanding and interpreting the markets. Just as 
a ball bounces when it hits the floor or drops after being thrown to the ceiling, support and resistance define natural 
boundaries for rising and falling prices. 
 
Buyers and sellers are constantly in battle mode. Support defines that level where buyers are strong enough to 
keep price from falling further. Resistance defines that level where sellers are too strong to allow price to rise 
further. Support and resistance play different roles in uptrends and downtrends. In an uptrend, support is where a 
pullback from a rally should end. In a downtrend, resistance is where a pullback from a decline should end. 
 
Support and resistance are created because price has memory. Those prices where significant buyers or sellers 
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entered the market in the past will tend to generate a similar mix of participants when price again returns to that 
level. 
 
When price pushes above resistance, it becomes a new support level. When price falls below support, that level 
becomes resistance. When a level of support or resistance is penetrated, price tends to thrust forward sharply as 
the crowd notices the BREAKOUT and jumps in to buy or sell. When a level is penetrated but does not attract a 
crowd of buyers or sellers, it often falls back below the old support or resistance. This failure is known as a FALSE 
BREAKOUT. 
 
Support and resistance come in all varieties and strengths. They most often manifest as horizontal price levels. 
The length of time that a support or resistance level exists determines the strength or weakness of that level. The 
strength or weakness determines how much buying or selling interest will be required to break the level. Also, the 
greater volume traded at any level, the stronger that level will be. 
 
Support and resistance exist in all time frames and all markets. Levels in longer time frames are stronger than 
those in shorter time frames. 


How can Support & Resistant Levels help you make profitable trading decisions? 
 
Identification of key support and resistance levels is an essential ingredient to successful and profitable trading. 
Being aware of the support and resistant levels of stocks and indices can greatly enhance analysis and forecasting 
abilities. 
 
If a security is approaching an important support level, it can serve as an alert to be extra vigilant in looking for 
signs of increased buying pressure and a potential reversal. If a security is approaching a resistance level, it can 
act as an alert to look for signs of increased selling pressure and potential reversal. 
 
If a support or resistance level is broken, it signals that the relationship between supply and demand has changed. 
A resistance breakout signals that demand (bulls) has gained the upper hand and a support break signals that 
supply (bears) has won the battle   


                                                                       Return to Contents


______________________________________________________ 


                                                    
III.TECHNICAL ANALYSIS BY DEFINED MEANS 


 
1.Preliminary Explanations


 
This technical analysis will be very useful for those who are new to technical analysis in share market. 
The following points will explain how to make use of different types of indicators, support level, resistance level etc. 
If proper technical analysis is done then the investment strategies will improve drastically. 
This article has all basic terms of technical analysis but this will give you better idea of the share market 
Candlestick charts 
A candlestick chart displays stocks open high, low, and closing price. 
These type of charts are the most popular type of all charts. 
As shown below the top of each vertical bar represents the highest price of the stock and the bottom of the bar 
represents the lowest price of the stock it reached on that day. A closing price (last price) is displayed on the right 
side of the bar. 
The red bar indicates that stock has closed lower then its open price and white bar indicates that the stock has 
closed above its open price. At the bottom you can see time frame. 
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Supply and demand 
There is nothing strange about support and resistance levels. It is just supply and demand. 
The supply is the number of shares that sellers are willing to supply (sell) at a given price. 
The demand is the number of shares that buyers are willing to buy at a given price. 
The investor expectations keeps on changing and so do the prices of stocks. 
A breakout above a resistance level is evidence of an upward move as more buyers (demand) are willing to buy at 
higher prices. Similarly, the failure of a support level indicates that more supply (seller) is available and ready to 
sell at lower levels. 
The Basic foundation of technical analysis tools is in the concept of supply and demand. So Charts provide us the 
best view and analysis of these levels in action. 
 
Traders Regret (unhappy) Level 
After the break out of a support/resistance level, it is common for stock traders to think on the new price levels, 
whether this price is suitable or not which results in further upward or downward movement. So in other words we 
can call this as traders regret. So due to this the price may come back to support/resistance level. 
In such scenarios one of the two things can happen. Either the stock prices will move back to their previous level 
OR investors/traders will accept the new price and the stock price will keep moving up in the direction of breakout 
 
How to understand what is going to happen and when? 
A breakout generally happens with the support of huge volumes. If the price breaks through the support/resistance 
level with a large increase in volume and the traders regret period is on relatively low volume then this indicates 
that the new price up lift will keep ongoing. 
Conversely, if the breakout is on moderate volume and the traders regret period is on increased volume then this 
indicates that very few investor expectations have changed and hence return to the original price. 
Changes in price are the result of changes in investor expectations of the stocks future price. 
 
Trends 
We have already seen how support and resistance levels can be penetrated by a change in investor expectations 
which results in shifts of the supply/demand and hence change in stock price. This type of a change is always 
based on News. 
In this TRENDS section, we will see what is trend and how it influences stock prices. 
A trend represents a consistent change in prices. A trend is different from support/resistance levels. Trends 
represent change, whereas support/resistance levels represent barriers to change. 
Upper Trend = A rising trend is defined as stock prices keep touching higher prices. A rising trend can be 
thought of as a rising support level and the bulls are in controls which are pushing the stock prices higher and 
higher. 
Falling trend =  It is defined as stock prices keep touching lower prices. A falling trend can be thought of as a 
falling resistance level and bears are in controls which are pushing the stock prices lower and lower. 
The break out takes place when investor’s expectations change in support with increase in volumes. 
As in support/resistance, in trend lines also Volumes plays a major role in continuing the trend or in break out of 
the trend. 
 
Indicators 
Indicators are used to predict or analyze future changes in stock price. 
There are hundreds of indicators but in this section we will discussed the indicators which are most widely used 
and important ones. 
MACD 
This is one of the widely used indicator. MACD stands for Moving Average Convergence Divergence. 
This indicator is based on moving averages 
Nowadays MACD is readily available on any web sites. No need to sit and calculate. But just to understand let us 
brief about it. 
The MACD is calculated by subtracting a 26-day moving average (long term) of a security's price from a 12-day 
moving average (short term) of its price. The result is that MACD is an indicator that goes above and below zero. 
 
How to trade on MACD indicator? 
Have a look on following chart of MACD - 
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Red line is short term moving average and blue line is long term moving average. 
When the short term moving average crosses above the long term moving average (as shown in following chart) in 
the upward direction, it means investor expectations are becoming bullish and there may be rise in stock price. 
As it is shown in following chart with green lines how price increases. 
When the short term moving average crosses below the long term moving average (as shown in following chart) in 
the downward direction, it means investor expectations are becoming bearish and there may be decrease in 
stock price. As it shown in following chart with red lines lines how orice decreases. 
Relative Strength Index (RSI) 
The RSI is another one of the most used and well-known leading momentum indicators in technical analysis. The 
main use of RSI is used to find whether the stock is overbought or oversold. 
The RSI indicator is plotted in a range of between 0 and 100. If RSI is reached above 70 then it is considered that 
stock is overbought and if it reaches below 30 then it is considered that the stock is oversold. 
The bullish signal 
 
How to trade on RSI Indicator 
Basically the RSI is a price-following indicator used to look for a divergence in which the stock is making a new 
high, but the RSI is failing to exceed its previous high. This divergence is an indication of an impending reversal. 
When the RSI then turns down and starts falling. 
To put more light, have a look on following chart.   
____________________________________________________________________________________________ 


2.Japanese Candlestick Charting 


Introduction…a New Way to Look at Prices 


Would you like to learn about a type of commodity futures price chart that is more effective than the type you are 
probably using now? If so, keep reading. If you are brand new to the art/science of chart reading, don’t worry, this 
stuff is really quite simple to learn. 


  Technical Analysis…a Brief Background 


Technical analysis is simply the study of prices as reflected on price charts. Technical analysis assumes that 
current prices should represent all known information about the markets. Prices not only reflect intrinsic facts, they 
also represent human emotion and the pervasive mass psychology and mood of the moment. Prices are, in the 
end, a function of supply and demand. However, on a moment to moment basis, human emotions…fear, greed, 
panic, hysteria, elation, etc. also dramatically effect prices. Markets may move based upon people’s expectations, 
not necessarily facts. A market "technician" attempts to disregard the emotional component of trading by making 
his decisions based upon chart formations, assuming that prices reflect both facts and emotion. 


Standard bar charts are commonly used to convey price activity into an easily readable chart. Usually four 
elements make up a bar chart, the Open, High, Low, and Close for the trading session/time period. A price bar can 
represent any time frame the user wishes, from 1 minute to 1 month. The total vertical length/height of the bar 
represents the entire trading range for the period. The top of the bar represents the highest price of the period, and 
the bottom of the bar represents the lowest price of the period. The Open is represented by a small dash to the left 
of the bar, and the Close for the session is a small dash to the right of the bar. Below is a standard bar chart 
example. 
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Candlestick Charts Explained 


You may be asking yourself, "If I can already use bar charts to view prices, then why do I need another type of 
chart?" 


The answer to this question may not seem obvious, but after going through the following candlestick chart 
explanations and examples, you will surely see value in the different perspective candlesticks bring to the table. In 
my opinion, they are much more visually appealing, and convey the price information in a quicker, easier manner. 


What is the History of Candlestick Charts? 


Candlestick charts are on record as being the oldest type of charts used for price prediction. They date back to the 
1700's, when they were used for predicting rice prices. In fact, during this era in Japan, Munehisa Homma become 
a legendary rice trader and gained a huge fortune using candlestick analysis. He is said to have executed over 100 
consecutive winning trades! 


The candlesticks themselves and the formations they shape were give colorful names by the Japanese traders. 
Due in part to the military environment of the Japanese feudal system during this era, candlestick formations 
developed names such as "counter attack lines" and the "advancing three soldiers". Just as skill, strategy, and 
psychology are important in battle, so too are they important elements when in the midst of trading battle. 


What do Candlesticks Look Like? 


Candlestick charts are much more visually appealing than a standard two-dimensional bar chart. As in a standard 
bar chart, there are four elements necessary to construct a candlestick chart, the OPEN, HIGH, LOW and 
CLOSING price for a given time period. Below are examples of candlesticks and a definition for each candlestick 
component: 
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•                            The body of the candlestick is called the real body, and represents the range between the open and 
closing prices. 


•                            A black or filled-in body represents that the close during that time period was lower than the open, 
(normally considered bearish) and when the body is open or white, that means the close was higher than the open 
(normally bullish). 


•                            The thin vertical line above and/or below the real body is called the upper/lower shadow, representing 
the high/low price extremes for the period. 


  Bar Compared to Candlestick Charts 


Below is an example of the same price data conveyed in a standard bar chart and a candlestick chart. Notice how 
the candlestick chart appears 3-dimensional, as price data almost jumps out at you. 
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( 3a ) 


 
( 3b ) 


The long, dark, filled-in real bodies represent a weak (bearish) close ( 3a ), while a long open, light-colored real 
body represents a strong (bullish) close ( 3b ). It is important to note that Japanese candlestick analysts 
traditionally view the open and closing prices as the most critical of the day. At a glance, notice how much easier it 
is with candlesticks to determine if the closing price was higher or lower than the opening price. 


  Common Candlestick Terminology 


The following is a list of some individual candlestick terms. It is important to realize that many formations occur 
within the context of prior candlesticks. What follows is merely a definition of terms, not formations. 


•                            The Black Candlestick -- when the close is lower than the open. 
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•                            The White Candlestick -- when the close is higher than the open. 


 


•                            The Shaven Head -- a candlestick with no upper shadow. 


 


•                            The Shaven Bottom -- a candlestick with no lower shadow. 
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•                            Spinning Tops -- candlesticks with small real bodies, and when appearing within a sideways choppy 
market, they represent equilibrium between the bulls and the bears. They can be either white or black. 


 


•                            Doji Lines -- have no real body, but instead have a horizontal line. This represents when the Open and 
Close are the same or very close. The length of the shadow can vary. 
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Candlestick Reversal Patterns 


Just as many traders look to bar charts for double tops and bottoms, head-and-shoulders, and technical indicators 
for reversal signals, so too can candlestick formations be looked upon for the same purpose. A reversal does not 
always mean that the current uptrend/downtrend will reverse direction, but merely that the current direction may 
end. The market may then decide to drift sideways. Candlestick reversal patterns must be viewed within the 
context of prior activity to be effective. In fact, identical candlesticks may have different meanings depending on 
where they occur within the context of prior trends and formations. 


•                            Hammer -- a candlestick with a long lower shadow and small real body. The shadow should be at least 
twice the length of the real body, and there should be no or very little upper shadow. The body may be either black 
or white, but the key is that this candlestick must occur within the context of a downtrend to be considered a 
hammer. The market may be "hammering" out a bottom. 


 


•                            Hanging Man -- identical in appearance to the hammer, but appears within the context of an uptrend. 


 


•                            Engulfing Patterns -- Bullish -- when a white, real body totally covers, "engulfs" the prior day's real 
body. The market should be in a definable trend, not chopping around sideways. The shadows of the prior 
candlestick do not need to be engulfed. 
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•                            •         Bearish -- when a black, real body totally covers, "engulfs" the prior day's real body. The market 
should be in a definable trend, not chopping around sideways. The shadows of the prior candlestick do not need to 
be engulfed. 


 


•                            Dark-Cloud Cover(bearish) -- a top reversal formation where the first day of the pattern consists of a 
strong white, real body. The second day's price opens above the top of the upper shadow of the prior candlestick, 
but the close is at or near the low of the day, and well into the prior white, real body. 


file:///F|/technicalanalysis.htm (23 of 49) [12/21/2009 8:21:50 PM]







Technical Analysis and Charting


 


•                            •         Piercing Pattern (bullish) -- opposite of the dark-cloud cover. Occurs within a downtrend. The 
first candlestick having a black, real body, and the second has a long, white, real body. The white day opens 
sharply lower, under the low of the prior black day. Then, prices close above the 50% point of the prior day's black 
real body. 


 


Stars 


These candlestick formations consist of a small real body that gaps away from the real body preceding it. The real 
body of the star should not overlap the prior real body. The color of the star is not too important, and they can 
occur at either tops or bottoms. Stars are the equivalent of gaps on standard bar charts. 
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Stars make up part of four separate reversal patterns: 


Morning Star 


Evening Star 


Doji Star 


Shooting Star (Inverted Hammer) 


  


•                            Morning Star -- this is a bullish bottom reversal pattern. The formation is comprised of 3 candlesticks. 
The first candlestick is a tall black real body followed by the second, a small real body, which gaps (opens), lower 
(a star pattern). The third candlestick is a white real body that moves well into the first period's black real body. 
This is similar to an island pattern on standard bar charts. 
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•                            Evening Star -- a bearish top reversal pattern and counterpart to the Morning Star. Three candlesticks 
compose the evening star, the first being long and white. The second forms a star, followed by the third, which has 
a black real body that moves sharply into the first white candlestick. 


 


•                            Doji Stars -- When a doji gaps above a real body in an uptrend, or gaps under a real body in a falling 
market, that particular doji is called a doji star. Two popular doji stars are the evening star and the morning star. 
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•                            Evening Doji Star -- a doji star in an uptrend followed by a long, black real body that closed well into 
the prior white real body. If the candlestick after the doji star is white and gapped higher, the bearishness of the doji 
is invalidated. 


 


•                            Morning Doji Star -- a doji star in a downtrend followed by a long, white real body that closes well into 
the prior black real body. If the candlestick after the doji star is black and gapped lower, the bullishness of the doji 
is invalidated. 
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•                            Shooting Star -- a small real body near the lower end of the trading range, with a long upper shadow. 
The color of the body is not critical. Not usually considered a major reversal sign, only a warning. 


 


·  Inverted Hammer-- not really a star, but does look like a shooting star. When occurring within a downtrend, may 
be a turning signal. Body color is not critical. 


 


Final Thoughts and Credits 


It is important to realize that this introduction is just that, an introduction to candlestick analysis. After having read 
this, you will have merely scratched the surface of the many patterns and variables that can go into candlestick 
analysis. No attempt was made to provide a thorough analysis of each and every pattern. In fact, many formations 
were left out as they cross the border into more complicated analysis. For a more complete overview of candlestick 
analysis, it is highly recommended that you read the book that is referred to below. 


A large portion of the material in this introduction is taken from an excellent book called Japanese Candlestick 
Charting Techniques: A Contemporary Guide to the Ancient Investment Techniques of the Far East. In some 
cases, sentences were taken almost verbatim, as there was no better way to say what Mr. Steve Nison, the author, 
already said. In his book, Mr. Nison, completely explains candlesticks and their formations, but more importantly 
explains how to combine candlestick analysis with traditional technical analysis. It is highly recommended that you 
consider purchasing this book. 
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As traders, we need as many trading tools in our arsenal, and a basic knowledge of candlesticks provides a trader 
much needed ammunition. Also remember that no matter what the trading tool, no matter how advanced or 
ancient, it is only effective when put into practice properly. This is, of course, your job as the trader. 


. 


                                                                        Return to Contents 
_________________________________________________________________________________
 


3.Dow Theory   
 
The ideas of Charles Dow, the first editor of the Wall Street Journal, form the basis of technical analysis today. 
 
Dow created the Industrial Average, of top blue chip stocks, and a second average of top railroad stocks (now the 
Transport Average). He believed that the behavior of the averages reflected the hopes and fears of the entire 
market. The behavior patterns that he observed apply to markets throughout the world. 
Dow Theory 


Three Movements 


Markets fluctuate in more than one time frame at the same time: 
 
Nothing is more certain than that the market has three well defined movements which fit into each other. 


•                            The first is the daily variation due to local causes and the balance of buying and selling at that 
particular time (Ripple). 


•                            The secondary movement covers a period ranging from days to weeks, averaging probably between 
six to eight weeks (Wave). 


•                            The third move is the great swing covering anything from months to years, averaging between 6 to 48 
months. (Tide). 
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•                            Bull markets are broad upward movements of the market that may last several years, interrupted by 
secondary reactions. Bear markets are long declines interrupted by secondary rallies. These movements are 
referred to as the primary trend. 


•                            Secondary movements normally retrace from one third to two thirds of the primary trend since the 
previous secondary movement. 


•                            Daily fluctuations are important for short-term trading, but are unimportant in analysis of broad market 
movements. 
  


Various cycles have subsequently been identified within these broad categories. 


Dow Theory 


Primary Movements have Three Phases 


Look out for these general conditions in the market: 
 
Bull markets 


•                            Bull markets commence with reviving confidence as business conditions improve. 


•                            Prices rise as the market responds to improved earnings 


•                            Rampant speculation dominates the market and price advances are based on hopes and expectations 
rather than actual results. 


Bear markets 


•                            Bear markets start with abandonment of the hopes and expectations that sustained inflated prices. 


•                            Prices decline in response to disappointing earnings. 


•                            Distress selling follows as speculators attempt to close out their positions and securities are sold 
without regard to their true value. 


Ranging Markets 


•                            A secondary reaction may take the form of a ‘line’ which may endure for several weeks. 


•                            Price fluctuates within a narrow range of about five per cent. 
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Breakouts from a range can occur in either direction. 


•                            Advances above the upper limit of the line signal accumulation and higher prices; 


•                            Declines below the lower limit indicate distribution and lower prices; 


•                            Volume is used to confirm price breakouts. 


 
Dow Theory 


Trends 


Bull Trends 
A bull trend is identified by a series of rallies where each rally exceeds the highest point of the previous rally. The 
decline, between rallies, ends above the lowest point of the previous decline. 
 
Successive higher highs and higher lows. 
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The start of an up trend is signaled when price makes a higher low (trough), followed by a rally above the previous 
high (peak): 


Start = higher Low + break above previous High. 


The end is signaled by a lower high (peak), followed by a decline below the previous low (trough): 


End = lower High + break below previous Low. 


 


  What if the series of higher Highs and higher Lows is first broken by a lower Low? There are two possible 
interpretations - see Large Corrections. 


Bear Trends 
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Each successive rally fails to penetrate the high point of the previous rally. Each decline terminates at a lower point 
than the preceding decline. 


Successive lower highs and lower lows. 
 


 


 
 
A bear trend starts at the end of a bull trend: when a rally ends with a lower peak and then retreats below the 
previous low. The end of a bear trend is identical to the start of a bull trend. 
 
What if the series of lower Highs and lower Lows is first broken by a higher High? This is a gray area - see Large 
Corrections. 


Dow Theory 


Large Corrections 


A large correction occurs when price falls below the previous low (during a bull trend) or where price rises above 
the previous high (in a bear trend). 
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Some purists argue that a trend ends if the sequence of higher highs and higher lows is broken. Others argue that 
a bear trend has not started until there is a lower High and Low nor has a bull trend started until there is a higher 
Low and High. 
 
For practical purposes: Only accept large corrections as trend changes in the primary trend: 


•                            A bull trend starts when price rallies above the previous high, 
  


•                            A bull trend ends when price declines below the previous low, 
  


•                            A bear trend starts at the end of a bull trend (and vice versa).   


                                                                                 Return to Contents 


  


4.Elliott Waves Theory Basics 
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 about Elliott Waves Theory Basics 


The Elliott Wave Theory is named after Ralph Nelson Elliott. 
Inspired by the Dow Theory and by observations found 
throughout nature, Elliott concluded that the movement of the 
stock market could be predicted by observing and identifying a 
repetitive pattern of waves. In fact, Elliott believed that all of 
man's activities, not just the stock market, were influenced by 


these 
identifiable 
series of 
waves. 


Elliott based 
part his 
work on the 
Dow 
Theory, 
which also 
defines 
price 
movement 
in terms of 
waves, but 
Elliott 
discovered 
the fractal 


nature of market action. Thus Elliott was able to analyze 
markets in greater depth, identifying the specific characteristics 
of wave patterns and making detailed market predictions 
based on the patterns he had identified. 


Definition of Elliott Waves 


In the 1930s, Ralph Nelson Elliott found that the markets 
exhibited certain repeated patterns. His primary research was 
with stock market data for the Dow Jones Industrial Average. 
This research identified patterns or waves that recur in the 
markets. Very simply, in the direction of the trend, expect five 
waves. Any corrections against the trend are in three waves. 
Three wave corrections are lettered as "a, b, c." These 
patterns can be seen in long-term as well as in short-term 
charts. Ideally, smaller patterns can be identified within bigger 
patterns. In this sense, Elliott Waves are like a piece of 
broccoli, where the smaller piece, if broken off from the bigger 
piece, does, in fact, look like the big piece. This information 
(about smaller patterns fitting into bigger patterns), coupled 
with the Fibonacci relationships between the waves, offers the 
trader a level of anticipation and/or prediction when searching 
for and identifying trading opportunities with solid reward/risk 
ratios. 


There have been many theories about the origin and the 
meaning of the patterns that Elliott discovered, including 


file:///F|/technicalanalysis.htm (35 of 49) [12/21/2009 8:21:50 PM]







Technical Analysis and Charting


human behavior and harmony in nature. These rules, though, 
as applied to technical analysis of the markets (stocks, 
commodities, futures, etc.), can be very useful regardless of 
their meaning and origin. 


Simplifying Elliott Wave Analysis 
Elliott Wave analysis is a collection of complex techniques. 
Approximately 60 percent of these techniques are clear and 
easy to use. The other 40 are difficult to identify, especially for 
the beginner. The practical and conservative approach is to 
use the 60 percent that are clear. 


When the analysis is not clear, why not find another market 
conforming to an Elliott Wave pattern that is easier to identify? 


From years of fighting this battle, we have come up with the 
following practical approach to using Elliott Wave principles in 
trading. 


The whole theory of Elliott Wave can be classified into two 
parts: 


Elliott Wave Basics — Impulse Patterns 
The impulse pattern consists of five waves. The five waves 
can be in either direction, up or down. Some examples are 
shown to the right and below. The first wave is usually a weak 


rally with 
only a small 
percentage 
of the 
traders 
participating. 
Once Wave 
1 is over, 
they sell the 
market on 
Wave 2. 
The sell-off 
in Wave 2 is 
very 
vicious. 
Wave 2 will 
finally end 
without 
making new 


lows and the market will start to turn around for another rally. 
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The initial stages of the Wave 3 rally are slow, and it finally 
makes it to the top of the previous rally (the top of Wave 1). 
  


At this time, there are a lot of stops above the top of Wave 1. 
  


  


 


Traders are not convinced of the upward trend and are using 
this rally to add more shorts. For their analysis to be correct, 
the market should not take the top of the previous rally. 
  


Therefore, many stops are placed above the top of Wave 1. 
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The Wave 3 rally picks up steam and takes the top of Wave 1. 
As soon as the Wave 1 high is exceeded, the stops are taken 
out. Depending on the number of stops, gaps are left open. 
Gaps are a good indication of a Wave 3 in progress. After 
taking the stops out, the Wave 3 rally has caught the attention 
of traders. 
  


The next sequence of events are as follows: Traders who were 
initially long from the bottom finally have something to cheer 
about. They might even decide to add positions. 
  


The traders who 
were stopped 
out (after being 
upset for a 
while) decide 
the trend is up, 
and they decide 
to buy into the 
rally. All this 
sudden interest 
fuels the Wave 
3 rally. 
  


This is the time 
when the 
majority of the 


traders have decided that the trend is up. 
  


Finally, all the buying frenzy dies down; Wave 3 comes to a 
halt. 
  


Profit taking now begins to set in. Traders who were long from 
the lows decide to take profits. They have a good trade and 
start to protect profits.This causes a pullback in the prices that 
is called Wave 4. 
Wave 2 was a vicious sell-off; Wave 4 is an orderly profit-
taking decline. 
  While profit-taking is in progress, the majority of traders are 
still convinced the trend is up. They were either late in getting 
in on this rally, or they have been on the sideline. 
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They consider this profit-taking decline an excellent place to 
buy in and get even. 


 
  


On the end of Wave 4, more buying sets in and the prices start 
to rally again. 
  The Wave 5 rally lacks the huge enthusiasm and strength 
found in the Wave 3 rally. The Wave 5 advance is caused by a 
small group of traders. 
  Although the prices make a new high above the top of Wave 
3, the rate of power, or strength, inside the Wave 5 advance is 
very small when compared to the Wave 3 advance. 
 Finally, when this lackluster buying interest dies out, the 
market tops out and enters a new phase. 


Elliott Wave Basics — Corrective Patterns 
Corrections are very hard to master. Most Elliott traders make 
money during an impulse pattern and then lose it back during 
the corrective phase. 
  


An impulse pattern consists of five waves. With the exception 
of the triangle, corrective patterns consist of 3 waves. An 
impulse pattern is always followed by a corrective pattern. 
Corrective patterns can be grouped into two different 
categories: 


Simple Correction (Zig-Zag) 
There is only one 
pattern in a simple 
correction. This 
pattern is called a 
Zig-Zag correction. 
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A Zig-Zag correction 
is a three-wave 
pattern where the 
Wave B does not 
retrace more than 
75 percent of Wave 
A. Wave C will 
make new lows 
below the end of 


Wave A. The Wave A of a Zig-Zag correction always has a five-
wave pattern. In the other two types of corrections (Flat and 
Irregular), Wave A has a three-wave pattern. Thus, if you can 
identify a five-wave pattern inside Wave A of any correction, 
you can then expect the correction to turn out as a Zig-Zag 
formation. 
  


Fibonacci Ratios inside a Zig-Zag Correction 


 


Wave B 
Usually 50% of Wave A 


Should not exceed 75% of Wave 
A 


Wave C 
either 1 x Wave A 
or 1.62 x Wave A 
or 2.62 x Wave A 


  


  A simple correction is commonly called a Zig-Zag correction. 
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Complex Corrections (Flat, Irregular, Triangle) 
The complex correction group consists of 3 patterns: 


Flat Correction 
In a Flat correction, the length of each wave is identical. After a 
five-wave impulse pattern, the market drops in Wave A. It then 
rallies in a Wave B to the previous high. Finally, the market 
drops one last time in Wave C to the previous Wave A low. 


 


file:///F|/technicalanalysis.htm (41 of 49) [12/21/2009 8:21:50 PM]







Technical Analysis and Charting


 


 
  


Irregular Correction 
In this type of correction, Wave B makes a new high. The final 
Wave C may drop to the beginning of Wave A, or below it. 
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Fibonacci Ratios in 
an Irregular Wave 


Wave B = either 1.15 x 
Wave A or 1.25 x Wave A 


Wave C = either 1.62 x 
Wave A or 2.62 x Wave A 


Triangle Correction 
In addition to the three-wave correction patterns, there is 
another pattern that appears time and time again. It is called 
the Triangle pattern. Unlike other triangle studies, the Elliott 
Wave Triangle approach designates five sub-waves of a 
triangle as A, B, C, D and E in sequence. 
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Triangles, by far, 
most commonly 
occur as fourth 
waves. One can 
sometimes see a 
triangle as the Wave 
B of a three-wave 
correction. Triangles 
are very tricky and 
confusing. One must 
study the pattern 


very carefully prior to taking action. Prices tend to shoot out of 
the triangle formation in a swift thrust. 
  


When 
triangles 
occur in 
the fourth 
wave, the 
market 
thrusts 
out of the 
triangle in 
the same 
direction 
as Wave 


3. When triangles occur in Wave Bs, the market thrusts out of 
the triangle in the same direction as the Wave A. 
    


Alteration Rule 
If Wave Two is a simple correction, expect 


Wave Four to be a complex correction. 
If Wave Two is a complex correction, 
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expect Wave Four to be a simple correction 


                                                                       Return to Contents 
    
____________________________________________________________________________________________ 


5.Multiple Time Frame 


When deciding on a trade or investment, be it short, intermediate or long term, multiple time frame analysis can 
help clear the noise and offer a balanced view. 
 
Multiple time frame analysis!?! It sounds complicated and fancy, but it simply refers to the same chart with more 
than one time compression (e.g. daily or weekly). When both the weekly and the daily charts are in harmony, the 
chances of success can be greatly enhanced. 
 
The essence of the strategy is easy: Use the higher time frame price activity to define the tradable trend as well as 
potential support and resistance levels. 
 
Markets exist in several time frames simultaneously. They exist on a 10 minute chart, an hourly chart, a daily chart, 
a weekly chart, and any other chart. Traders often feel confused when they look at charts in different time frames 
and they see the markets going in several directions at once. 
 
The market may look for a buy on a daily chart and a sell on the weekly chart, and vice versa. The signals in 
different time frames of the same market often contradict one another. Which of them will you follow? Most traders 
pick one time frame and close their eyes to others – until a sudden move outside of “their” time frame hits them. 
 
Daily charts are great, but participants can get caught up in the move of the moment. Even though daily charts can 
contain random movements, they do have their strengths. Once an underlying trend is identified, daily charts can 
be useful to pick entry and exit points. On the other hand, weekly charts filter out the random movements and can 
help identify the stronger under currents that are driving the price. 
 
The same idea applies if you are trading any security on a daily basis, in which case, the weekly bars will be the 
basis for the trend as well as the important support and resistance points. That is the foundation of multiple time 
frame trading. Besides the effectiveness of using a method based on a multiple time frame approach, another 
advantage is the method need not be complicated. A trader can make his or her method as simple or as 
complicated as desired. For us at www.TradersEdgeIndia.com, the simpler the application, the better the results. 
 
The proper way to analyze any market is to analyze it in at least two or three time frames. If you analyze daily 
charts, you must first examine the weekly charts and so on.. 
 
Look at the daily chart of NSE Nifty below. What does it tell you. Most traders would say that it is just the beginning 
of a downtrend and would be happy to short the market all thro’ way down. Well, most traders are not successful! 
To be successful in trading any market, one has to first examine the trend on a higher time frame. 
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Now look at the chart below of the same security. This is a chart of one time frame higher than the one above. 
What does it tell you? Simply, that the long term trend is bullish, and I should be looking to go long rather than 
short. 


 


By incorporating the multiple time frame trading method in our newsletter services, you as our subscribers will take 
only those trades with the most profitable potential and to stay out situations where there is marginal or least 
profitable potential.   


                                                                       Return to Contents 


________________________________________________________________ 
  
  
  


6.Trendline and Trendlines for trading Indian Stock share market 
  


Trendlines are an important tool in technical analysis for both trend identification and confirmation. 
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What is a Trendline? 


•                            A trendline is a sloping line that is drawn between two or more prominent points on a chart. 
  
•                            A trendline is a straight line that connects two or more price points and then extends into the future 
to act as a line of support or resistance. 
  
•                            A trendline helps identify the trend as well as potential areas of support and resistance. 
  
•                            A trendline is a straight line that connects two prominent peaks or troughs in the price action of an 
underlying tradable. 
  
•                            Trendlines illustrate the direction of the market movement and provide a primary consideration in 
any analysis. 


 


Rising trends are defined by a trendline that is drawn between two or more troughs (low points) to identify price 
support. 


Falling trends are defined by trendlines that are drawn between two or more peaks (high points) to identify price 
resistance. 


Up Trendline 
An up trendline has a positive slope and is formed by connecting two of more low points. The second low must be 
higher than the first for the line to have a positive slope. Up trendlines act as support and indicate that net-demand 
(demand less supply) is increasing even as the price rises. A rising price combined with increasing demand is very 
bullish and shows a strong determination on the part of the buyers. As long as prices remain above the trendline, 
the uptrend is considered solid and intact. A break below the up trendline indicates that net-demand has weakened 
and a change in trend could be imminent. 


Down Trendline 
A down trendline has a negative slope and is formed by connecting two or more high points. The second high must 
be lower than the first for the line to have a negative slope. Down trendlines act as resistance and indicate that net-
supply (supply less demand) is increasing even as the price declines. A declining price combined with increasing 
supply is very bearish and shows the strong resolve of the sellers. As long as prices remain below the down 
trendline, the downtrend is considered solid and intact. A break above the down trendline indicates that net-supply 
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is decreasing and a change of trend could be imminent. 


Interpretation 


•                            A principle of technical analysis is that once a trend has been formed (two or more peaks/troughs have 
touched the trendline and reversed direction) it will remain intact until broken. 
  
•                            That sounds much more simplistic than it is! The goal is to analyze the current trend using trendlines 
and then either invest with the current trend until the trendline is broken, or wait for the trendline to be broken and 
then invest with the new (opposite) trend. 
  
•                            One benefit of trendlines is they help distinguish emotional decisions ("I think it's time to sell...") from 
analytical decisions ("I will hold until the current rising trendline is broken"). Another benefit of trendlines is that they 
almost always keep you on the "right" side of the market. When using trendlines, it's difficult to hold a security for 
very long when prices are falling just as it's hard to be short when prices are rising--either way the trendline will be 
broken. 


In analyzing trends on the charts, the most useful tool is the trendline. One of the biggest mistakes made by 
amateurs and professionals alike is inconsistently defining and drawing the trendline. 


The correct or right way to draw a trendline 


For an uptrend, draw a line from the lowest low, up to the highest minor low point preceding the highest high so 
that the line does not pass through prices between the two low points. 


 


For a downtrend, draw a line from the the highest high point to the lowest minor high point preceding the lowest 
low so that the line does not pass through prices between the two high points.   


                                                                       Return to Contents


_________________________________________________ 


7.External Relative Strength 
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IT'S NOT JUST KNOWING WHEN TO GET IN. IT'S KNOWING WHAT YOU'RE GETTING INTO. 


One of the most difficult aspects of investing in the stock markets is selecting the BEST 
PERFORMING STOCKS! 
 
If the above two sentences hold true for you, then its about time you start paying more attention to studying the 
external relative strength. 


Over the course of time there have been few financial activities that occupied the time of more people with less 
success than attempting to beat the market. So many people have tried and failed, that it has become a popular 
belief that no one can consistently outperform the market averages. 


Nothing could be further from the truth. 


Everyone cannot beat the market, because everyone in the market is the market. But that does not eliminate the 
possibility that some investors, if armed with the proper tools to monitor the market and an investment strategy 
which takes advantage of the information available to them, can realize returns on their investments above the 
market averages. 


External Relative Strength 


External Relative Strength is the measure of how a security has performed versus all other securities.  This is 
superior to comparing a security to an index since most indexes are weighted by market cap or price. 


External Relative Strength (ERS) is a technical analysis strategy to help investors sort through all the 
recommendations and to identify trends of individual stocks. When the upward trends of stocks are identified early 
enough, the stocks may be purchased and a profit may be realized by a continuance of the trend. Although past 
performance is not necessarily a determining factor in future performance of a stock, using Relative Strength 
Analysis for stock selection has proven to be a profitable strategy over time. 


This selection, which is used to compare all of the stocks that are being followed, will sort them by their strength 
rating of the previous week placing a rank on them and then sorting them by the current week's strength rating. 


This report is one of the most valuable tools of the trader. The report will show you which stocks are stronger and how 
much they are stronger than the previous. It provides you with a means of analyzing hundreds of issues without having to 
look at each of the individual charts to make comparisons. This tool has provided superior returns in testing and in actual 
practice. The idea is to buy stocks that are experiencing strong upward momentum with the expectations that the stocks 
will continue to be strong. These can be found within the top 10 or 20 issues. 


______________________________________________________________________________________-
______________


 _____________________The End_____________________
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TYPES OF TRADING


     Contents


1. Day Trading


2. Delivery based Trading


3. Swing Trading


4. Trend Trading 


I. Day Trading 


What is Day Trading?   
      Buying and selling of shares on daily basis is called day trading this is also called as Intra 
day trading.  Whatever you buy today you have to sell it today, or whatever you sell today you 
have to buy it today and very importantly during market hours that is 9.55 am to 3.30 pm 
(Indian Time).
 
·       Day Trading involves taking a position in the markets with a view of squaring that 
position before the end of that day. 
    
·       A day trader typically trades several times a day looking for fractions of a point to a few 
points per trade, but who close out all their positions by day's end. 
  
·      The goal of a day trader is to capitalize on price movement within one trading day. 
  
·      Unlike investors, a day trader may hold positions for only a few seconds or minutes, and 
never overnight.  
What day trading really means. 


The term "day trading" is a widely misused and misunderstood term. Real day trading means 
not holding on to your stock positions beyond the current trading day; in other words, not 
holding any position overnight. This is really the safest way to do day trading because you are 
not exposed to the potential losses that can occur when the stock market is closed due to news 
that can affect the prices of your stocks. 
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Unfortunately, many people who claim to be "day trading," hold stocks overnight because of fear 
or greed, thus setting themselves up for the catastrophic elimination of their capital. When 
day trading currencies, the term "day trading" changes slightly. Since currencies can be traded 
24-hours-a-day, there is no such thing as "overnight" trading. Thus, you can have open positions 
for longer than a day with active stop losses that can be activated at any time. 


Day trading can be further subdivided into a number of styles, including: 
o                           Scalpers: This style of day trading involves the rapid and repeated buying 
and selling of a large volume of stocks within seconds or minutes. The objective is to earn a 
small per share profit on each transaction while minimizing the risk. 
  
o                           Momentum Traders: This style of day trading involves identifying and 
trading stocks that are in a moving pattern during the day, in an attempt to buy such stocks 
at bottoms and sell at tops.   
Advantages of Day Trading 
o                           Zero Overnight Risk: Since positions are closed prior to the end of the 
trading day, news and events that affect the next trading day's opening prices do not effect 
your portfolio. 
  
o                           Increased Leverage: Day Traders have a greater leverage on their 
trading capital because of low margin requirements as their trades that are closed in the 
same market day. This increased leverage can increase your profits if used wisely. 
  
o                           Profit in any market direction: Day trading often will utilize short-selling 
to take advantage of declining stock prices. The ability to lock in profits even as markets 
fall throughout the trading day is extremely useful during bear market conditions. 
Day traders buy and sell stocks throughout the day in the hope that the price of the stocks 
will fluctuate in value during the day, allowing them to earn quick profits. 
A day trader will hold a stock anywhere from a few seconds to a few hours, but will always sell 
all of those stocks before the close of each day. 
The day trader will therefore not own any positions at the close of any day, and there is no 
overnight risk. 
  
The objective of day trading is to quickly get in and out of any particular stock for a 
profit anywhere from a few cents to several points per share on an intraday basis. 
  
Suitable Stocks for Day Trading 
Basic Criteria 
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What basic characteristics should a stock have in order to make it a suitable candidate for 
potential day trading? In my view, the most important attributes are: 
·                            ·       Liquidity 
·                            ·       Volume 
·                            ·       Volatility 
·                            ·       Price Transparency 
Each of the above attributes will be discussed here. 
1. Liquidity 
Liquidity, broadly defined, is the existence of a sufficiently large number of buyers and sellers in 
a stock to permit one to quickly and easily acquire or exit a position in the stock. Good liquidity 
is important to the day trader who requires fast executions at relatively predictable prices. 
High liquidity also has the additional advantage of (generally) reducing the bid-ask spread for 
a particular stock therefore reducing execution costs for the day trader. 
  
Liquidity is based on a number of factors, the most important of which are: 
·                            ·       Volume of transactions on the market (the higher the better) 
·                            ·       Number of shares outstanding (the more the better) 
·                            ·       Breadth of ownership ( the higher the number of shareholders the better) 
·                            ·       Number of market makers (the more the better) 
Most of the stocks of the larger companies on NSE and the BSE (particularly 'A' and 'B1' 
group shares) will have a sufficient degree of liquidity to make them potential day 
trading candidates. This is particularity true of stocks included in the major indexes such as 
Sensex or Nifty and Nifty Junior. On the other hand, relatively few small-cap companies would 
have sufficient liquidity to be attractive to most day traders. 
  
2. Volume 
Volume is a component of liquidity and is easily measurable. A good day trading stock should 
trade at least 200,000 shares a day and preferably much more. Stocks with high volumes permit 
the day trader to acquire or sell a large quantity of stock without unduly affecting the price of 
the stock. 
  
3. Volatility 
Volatility refers to the actual or expected price movement of a stock (either up or down) over 


file:///F|/typesoftrading.htm (3 of 34) [12/21/2009 8:21:31 PM]







Types of Trading


a particular period of time. In the case of day trading, the period of time to look at is a single 
day. Stocks which tend to exhibit little movement in price during a typical trading day are not 
good candidates for day trading. A good rule of thumb is to select for trading only those 
stocks which tend to fluctuate in price by at least rs. 7-10 in a typical trading day. 
  
4. Price Transparency 
Price transparency refers to the ability to obtain information as to the order flow for a 
particular stock. This is also referred to as market depth. The NSE and BSE quote system 
provides information on all the bids and asks at various price levels for a particular stock. 
In addition, the quantities of stock being offered and bid for at the various price levels are 
made available. For day traders who have arranged for access to NSE terminals, this greatly 
helps the trader in assessing the relative strength or weakness of a stock and its likely direction 
in price. 
  
Personality Traits of Successful Day Traders 
  
Personality 
What are the key personality traits that successful day traders tend to have in common? Here 
are some of the most important ones: 
  
Confidence 
This is perhaps the most important personality trait of good day traders. You won't succeed at 
day trading unless you have a high measure of confidence in yourself. Lack of self-confidence 
will result in doubt, indecision and second-guessing which, in turn, will lead to missed 
trading opportunities and frequent losses. You must believe in yourself when day trading. If not, 
you will be better off pursuing some other endeavor. 
  
Discipline 
In order to day trade successfully, you must develop a trading plan and consistently stick to it. 
You must avoid a "shooting from the hip" or a "seat of the pants approach" to day trading. 
Get out of the market when you have reached your objective and do not let emotions like fear 
and greed influence your trading decisions. 
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Decisiveness 
Good day traders do not hesitate to "pull the trigger" when entering and exiting trades. Traders 
who are in the habit of being tentative or indecisive will never become successful. 
  
Passion 
Most successful day traders have a true love or passion about their trading activities. If you do 
not enjoy reading charts, dealing with numbers, reading market news, interpreting quote 
screens, learning new trading strategies and working independently in a fast-paced 
environment, then day trading is probably not your cup of tea. 
  
Ability to Accept Failure 
Good day traders know that many of their trades will fail to meet the original objective. They do 
not, however seek to blame someone else for their loss, and they don't dwell on it. They attempt 
to learn from their mistakes and move on to the next trade. 
  
Ability to Accept Risk 
Another personality trait of good traders is that they are comfortable with risk and are prepared 
to lose money from time to time. If you are afraid that you will, on occasion, lose money, then 
day trading is not for you. 
  
Patience 
Good traders do not rush into trades. They take the time to select good trading opportunities and 
do not place orders simply for the sake of holding a position in the markets at all times. On 
some market days, where few good trading opportunities exist, they are content to simply 
stand aside and wait. 
Concentration 
In day trading, a great deal of real-time information has to be absorbed, analyzed and acted upon 
in intense bursts throughout the trading day. This requires a great deal of concentration and 
stamina on the part of the trader, and the ability to avoid distractions. Day trading can be very 
hard work and a lack of concentration can doom a trader to failure. 


Day Trading Training 
Strategies for day trading
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Main strategy for day Trading


 
The primary strategy of day trading is to earn consistent money on daily basis.    
Second strategy for day Trading is to observe carefully the stock price movements  


One more important factor to watch is stock price fluctuations. Stock price fluctuations means 
by how many dollars or cents the stock is moving (either up or down). This gives you an idea 
on what price to buy and at what price to sell (or first sell and then buy). 
This strategy is very useful for day trading but in fact you get more superior idea (or plan) 
for TOMORROW’S DAY TRADING for this particular stock. 
Keep a close watch on Supply and Demand - Supply and demand means how many buyers 
are willing to buy ( this indicates the demand) and how many sellers are aggressive to sell 
( this indicates the supply). Always remember the stock price movement depends on supply 
and demand. Simple thing to remember ( not only in stock market or day trading but also in 
general life) that more demand and less supply means price is going to move up and if more 
supply and less demand then price is going to come down. 
Overcall if you study this strategy carefully then you will come to know whether the people 
are interested to buy or sell the stock and hence the price moves accordingly that is if see 
more buyers then the price is going to move up and if you see more sellers then price is going to 
fall down. 
 
Advantages of Day Trading  
 
¨ Margin trading - 
In Day trading you get margin on your balance amount means you get more leverages (amount) 
on your available balance amount to do day trading this concept is called margin trading. 
Margin trading is only possible in day trading and not in delivery trading. How much extra 
amount (margin) you are going to get that totally depends on your broker, or your online 
trading system brokers. Some broker provides 3, 4, 5, and 6 times extra margin. 
If you do margin trading then you have to square off your open trades on the same day (means 
if you bought shares then you have to sell and if you sold shares then you have to buy)
before market time (that is 3:30 PM) finishes. 
¨ Second important advantage is that you have to pay is less brokerage (commissions) on 
day trading (Intraday) as compared to delivery trading. This brokerage again depends from 
broker to broker (or on your online trading system). 
¨ In day trading you can sell and then buy this is called short sell which you cant do in 
delivery trading. You can sell shares when prices are falling and then buy when price falls further. 
 
Disadvantage of Day Trading 
 


file:///F|/typesoftrading.htm (6 of 34) [12/21/2009 8:21:31 PM]







Types of Trading


¨ As you are benefited to get more extra amount to trade (that is margin trading) and get 
more extra profit it is also equally true that you are also taking more risk of loss. 
¨ At any cost you have to square off the open transaction before 3:30 PM (especially if you 
are doing margin trading) at that time the price may not be in your favor. 
 
Information on Day trading tools
 
A successful day trader or share market trading requires couple of disciplines and following 
trading requirements - 
¨ PC with internet - If you need to do trading yourself then you need to have a PC or else you 
can do trading in internet café also. A PC with good internet connection speed. The 
internet connection should not be slow or should not face any other problem especially in 
Day Trading. 
¨ Online Trading Account (Demat Account) - You need to open online share trading account with 
any of the available banks or online brokers. 
 
Day trading stocks
 
In day trading, traders mostly wish to do buying and selling on small profits or else they look 
for overbought or oversold shares. 
Taking into consideration these important points following basic things you should look in for 
shares while choosing them for day trading. 
¨ Price Volatility 
¨ Volume (quantity) 
What exactly these terms mean and how to use them while Day Trading.
 
Price Volatility  
 
The Price volatility means the movement (up and down) of share price should be more (or 
high) through out the day. In other words the fluctuation in share prices should be on high rate 
so that it will be easy for you to buy and sell on different prices. Suppose if share is moving up 
and down in very narrow range then on what price you will buy and sell? So it is always better if 
you choose shares which have high volatility in price movement. 
 
Volume (quantity)  
 
Volume means trading quantities. The shares which you choose for day trading should have 
high volumes (or high traded quantity). 
Why this is required? 
The high volume indicates that there is more liquidity. Liquidity means lots of transactions had 
took place on this share and more people are interested to trade in this share. This will ease 
your trading job because you will get more exposure to the price to buy and sell at anytime. Due 
to high volumes there will be also high price fluctuations. 
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Points to remember for day trading
 
Following are very important points to be always remember by day traders. 
Entry & exit points, stop loss limits, profit targets, your desired risk/reward profile, 
amount of capital to be committed to trades, how long you need to hold the share if incase it 
is against your favor. 
 
 
Day trading rules for Indian share market
 
It’s important to do practice or paper trading before you starts actual trading. Following are the 
few reasons, 
¨ Very importantly you will come to know how to place buy/sell orders, and will become familiar 
and perfect about using your trading system. 
¨ You will gain confidence in yourself. 
¨ The fear of trading will vanish. It is very important to keep fear away while doing day trading. 
¨ You will become active to enter and exit the trade. It’s vital important that you must be pretty 
fast to enter and exit the trade (i.e. open positions). 
 
Guide for daily profit in day trading
 
Don’t jump in trend early - Wait and get paper confirmation of trend change, and then plan and 
do your trades (buy/sell). Don’t jump in or do early trades before any trade change confirmation 
this may damage your capital (bank balance).
 
Don’t wait in trade for long time - Suppose that you had done one trade (either buy or sell) but 
the scrip is not moving either up or down, it is just stable or moving with very low price 
difference, then you should get out of that trade and look for other scrip’s. You may encounter 
these type of situations when indices (NSE or BSE) and not moving (or moving with narrow 
range). At such time either you wait or come out of trade, don’t loose patience and fall under loss.
 
Don’t change your trend on volume volatility - Some time you enter in trade by seeing the buy 
and sell quantities. For example, suppose you brought shares by seeing more buy quantity then 
sell quantity, expecting more buy quantity may push the share/stock up but after few minutes 
you see exactly reverse that you see more sell quantity and less buy quantity or both buy and 
sell high quantity or the difference of buying and selling quantity is decreased as compared to 
what you had seen before. So this point is very important, don’t panic here and sell off your 
stock, wait and realize the situation properly and then take action. This situation comes many 
times but if you are sure that your share is going to move up then stick to it.
 
Beware of companies’ acquisition or any announcement by Government - Suppose in the 
morning, before market begins, you should read or viewed the news of any Indian Company 
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has acquired any foreign company (or part of foreign company) if you see this is actually best 
news/things that Indian company. But if acquisition amount is far more than expectation then 
this good news will turn into worst news. The shares of that company will start falling. So you 
should not get in trade and buy shares you have to wait and watch how market or other people 
are responding to these shares and once you understand then you can trade. So always 
watch where the market heading towards and then react.
 
Announcement of Government - You should also be very careful to decide your tarde based on 
any government announcement. 
For example, if government has declared any hike in interest rate then its good news for bank 
stocks and hence the shares will rise but if government has declared 2nd rate hike in very less 
span of time as company to first one ( stay within duration of one, two month or three month) 
then this news will be worse for bank stocks, the share may keeping fall during the trading 
period. So realize and analyze the news and finally watch market behavior and this fall or do 
trade you will get success.   
Resources to start your day trading in Indian share market
 
¨ Read financial newspaper like Business Standard, Economics Times, etc. If possible note done 
the high lights/breaking news with respective company names and keep close watch on them 
for that day. 
¨ If possible watch share (stock) market related TV channels like Zee Business, CNBC, etc. In 
these TV channels you get over all idea/movements of all share prices and markets (BSE, NSE). 
And also it becomes easy to catch and keep close watch on related companies if any breaking 
news comes out during that day. 
 
¨ Especially some share market related websites always displays current news, market affairs, 
share market trends, breaking news and various announcement done by company or 
government which may effect the share market and related companies. So try to access and have 
all ok on such types of websites before starting trading and also through out the day, if possible. 
 
¨ So in short before starting you stock market trading you should be well aware of all the 
current news of financial market and if possible note down the breaking news or effective news 
and its related company and keep watch on that share and trade accordingly on that day. 
 
Day traders secrets
 
Never invest all your money in same sector this method is called as diversification of shares. 
This will protect your money from downtrends of any particular sector as you can make money 
from other sector. 
There are various sectors like IT, Pharmacy, Banking, Steel, Petrol and Oil, construction 
and infrastructure, auto etc. 
 
Day trading tips 
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Prepare your Trading Plan              Strictly maintain stop loss 
Control your Emotions                    Don't try to get big profits in single trade 
Accept and Limit Losses                Check out volumes before buying 
Don't Over-Trading 


Day trading techniques 


Buy near open price 
If possible try to buy shares below open price, or 
at open price. Don’t buy shares if price is gone 
very high then open price, wait for the price to 
come down near open price and then buy that 
stock. 
 
Check buying volumes 
Before buying check out the buying and selling 
quantity (volumes). If buying volume started 
increasing then the stock may go up.  


Check derivative status 
If possible try to check out the derivative of the stock which you 
want to buy. If derivative of that particular stock is going up with 
increasing buying volumes then you can immediately grab (buy) 
that share/stock. 
Most of the time it is seen that if the derivative goes up, then its 
stock or share also goes up. 
 
Wait for the target price to buy 
For example, if buy is given at 150.5 then don’t buy below this 
price, only buy at 150.5 price or slightly higher then price. 
Because the given buy price may be the resistance price, if it 
breaks then share price goes up or else may not go up above 
150.5. So plan to buy at given targeted price, don’t buy below 
target price. 
 
Strictly maintain Stop Loss 
Strictly maintain the given stop losses. This will help you to 
prevent from huge loss. Suppose, for moment the share/stock 
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what you bought falls drastically down, then you may end up 
with huge loss. So always maintain given stop loss. 
“Stop Loss will reduce your loss”. 
 
If you are getting some profit and if you notice that is not further 
moving up (it’s called consolidation) then you have to sell your 
share/stock and come out of that trade. 
In this manner, you can earn small profit instead of loss then 
you can do another trade and again earn small profit. Likewise 
if you keep earning couple of small profits in a single day then 
single day. 
“Get satisfied in small profit and do multiple trades” 


  


DOS AND DON'TS DURING INTRA-DAY 


·                            If index is in positive from yesterday and the share you are holding is in 
minus then it should be cut and if intraday trend of index is in buy then one should buy a stock 
in which is in plus. 


·                            If index is in minus then one should look to short stocks which are minus 
and not stocks which are in plus. 


·                            It is not necessary that a stock which is weak today during intraday 
trading might be weak tomorrow also, simultaneously if a stock is strong today might not be 
strong tomorrow 


·                            If US Markets have gone up overnight, the markets here in all probability 
will open strong, so one should be quite careful when buying stocks as the general psychology 
of public is to buy when good news is there. 


·                            Being a contrarians is very important while trading intraday. 


·                            Stop loss is a must while trading intraday. 


·                            Always trade in very liquid stocks i.e. which have very high volume because 
as entry and exit can be very fast in such stocks. 
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·                            Do paper trading before you actually start trading so that when you 
start making paper profits, then shift to actual trading. 


·                            Keep your volume constant e.g.: if you trade in five lots of nifty future 
then trade in five lots only. This position can be increased only when you are satisfied with 
your trading for a month. It should not be that one day you buy five lots and next day you trade 
in ten lots and third day you get a loss and stop trading for two days. 


·                            Fear and Greed are at maximum levels while trading intraday so always 
have less position when you are new to intraday trading as otherwise you will be mostly 
under tension. 


  
____________________________________________________________________-- 


II. DELIVERY BASED TRADING 


Investment in delivery based trading


 
Delivery based trading means buying shares and holding them for certain period of time is 
called delivery based trading. 
The shares you bought will be in your demat account. 
Once you take delivery of shares you can hold them as long as you want. To take delivery of 
shares, you must have sufficient funds in your account. You don’t get any margin to buy shares 
in delivery. 
If you have Rs.5000 means you can buy shares worth of Rs.5000 and not more than this. 


Tips for shares investment in delivery based trading
 
Please study following points, carefully, and get best returns in short period of time. 
Basically, Delivery based trading can be minimum one week, one month or couple of months. 
How long to hold your scrip’s/shares will depend on other technical indicators and averages.
 
How to select best scrip’s 
 
    There are thousands of shares/stocks, which one is best for delivery trading and which one 
will give maximum profit 
    in short period of time. Please have a look following selection criteria points. 
    Points to remember for fundamental screening, 
    1. Sector - 50% of stocks rise and fall is directly related to the strengths and weakness of 
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its industry group. 
    2. Never lose more than 1-2% of your total amount on any one trade. 
    3. Promoters holding more than 40% indicate safety for retail investors. (Promoters - who run 
the company) 
    4. FII holding minimum 20 and maximum 25 is safe for retailer, not much volatility. 
        More FII investment = more volatility. 
    5. Liquidity - buying and selling of shares minimum 1L/day 
 
Consistent earnings 
 
    Generating profit consistently year after year or quarter after quarter 
EPS 
 
    Earning per share is calculated by taking a company’s net earning and dividing by the numbers 
of outstanding 
    shares of the stock the company has. 
    Note - Last year’s EPS would be actual, while current year and forward year EPS would 
be estimates. 
 
P/E Ratio  
 
    EPS is a great way to compare earnings across companies, but it doesn’t tell you anything 
about how 
    the market values the stock. That’s why fundamental analysts use the P/E ratio, to figure out 
how much the market 
    is willing to pay for a company’s earnings. 
    P/E Ratio = Price of the share/EPS 
    Higher the PE ratio, more people are convinced to pay high for that share expecting 
higher growth in coming future. 
 
Dividend yield 
 
    It is calculated by taking the amount of dividends paid per share over the course of a year 
and dividing by the stocks 
    price. 
    Its percentage return a company pays out to its share holder in the form of dividends. The 
higher the better. 
 
Price/Book ratio 
 
    The higher the ratio the higher price the market is willing to pay for the company above 
its assets. Its more useful to 
    value investor than growth investor. 
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Price/Sales ratio 
 
    As with earning a book value, you can find out how much the market is valuing a company 
by comparing the 
    company’s price to its annual sales. 
    Low Price/Sales ratios (below one) are usually thought to be the better investment since 
their sales are priced 
    cheaply. 
    P/S ratios are usually used only for unprofitable companies, since such companies don’t have a 
P/E ratio. 
 
Returns on Equity (ROE) 
 
    It is used as a general indication of the company’s efficiency, in other words, how much profit it 
is able to generate 
    given the resources provided by its stockholders. 
    Investors usually look for companies with ROE that are high and growing. 
 
Debt to equity ratio  
 
    This should not be more than 1, and less than 1 indicates company has very less debt. This 
is very important during    
    market down trend as company has to pay lots of interest ratio beside low profitability. So 
its good sign, if company 
    has less debt and that is debt equity ratio. 
 
 
Investment tips in Delivery based trading
 
Remember following points to increase your profit and reduce losses.
 
Buy shares of different companies 
 
    Don’t ever try to put all your money in single share. Try to get shares of multiple companies 
and if possible from 
    different sectors. 
    You will always get benefited by investing in companies of different sectors, because we 
never know which sector 
    will have good news and which sector will have bad news. 
    “Market always reacts for news.”   
 
Be Patient 
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    When you buy shares, they may go down. In share market its general practice that shares go 
up and down. 
    If they go down than don’t panic and sell your shares 
    Most of the investors/traders wait till their shares come to their buying level and then sell, 
but generally they forget 
    that is the actual buying level of shares and from this level onwards the share price will 
start moving upwards. 
 
 
Corporate investment for long term trading
 
¨ Taking delivery of shares during Q1, Q2, Q3 and Q4 results is very common among 
investors/traders who knew the 
    historical performance and current market situation of those particular companies or sector, 
so study historical 
    yearly profits and sales ratios of top companies and buy shares of those companies. 
    Some weeks before, their quarterly results and after declaring their huge growth in 
quarterly results, obviously share 
    price will shoot up then you may sell your shares and make handsome profit in very few weeks. 
¨ If you hold bit longer, then you may also get benefited of dividend. If companies 
make outstanding profit then they 
    may declare dividend. 
    
 
Technical indicators for Delivery based trading
 
It’s very important to make use of technical indicators in Delivery based trading. 
As this topic is very vast, we will try to brief about important indicators to use. If you need any 
extra free support/guidance then drop an 
You can use following indicators for entry and exit signal, over bought and over sold levels etc. 
¨ MACD 
¨ RSI 
¨ Moving Averages 
 
 
Returns on investment in Indian companies
 
There are very important benefits of Delivery based trading 
 
Hold as long as you want 
 
    If you buy shares and if it goes down, then you can hold them and sell them only when 
your shares go above your 
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    buy price. 
 
Loan 
 
    Nowadays some banks and some financial firms provide loans on your shares. So you can 
utilize your shares in 
your bad times. 
 
Dividend (very important) 
 
    If companies make good profit, then they may declare dividend per share. If you hold shares 
of such companies 
    then you may get dividend per share. 
 
Good returns 
 
    Nowadays if you keep your money in banks then you get maximum 9% or 9.5% per year. If 
you invest in shares of 
    good growing companies then you can earn minimum 15% returns per year. Some 
companies give 30 to 40% 
    returns per year. 
    Best share market returns are based on delivery based trading for long term. 
 
Bonus share 
 
    If company makes extra ordinary profit then company may declare bonus shares. Bonus 
share like 1:1 means if 
    you have one share then you may get another free. 
    So if you have delivery of such shares then you are liable for such bonus shares. 
 
 
Money making opportunities for long term
 
It become very important to decide for delivery based trading that how long to hold shares of 
a company------right? 
Please watch on following two important points, 
¨ Watch Q1, Q2, Q3, Q4 results of a company and check whether company is declaring/
posting consistent profit or 
    sales, its very important for a company to declare quarterly results in good profit percentage 
in order to prove its 
    consistent growth in the market. 
¨ Declaration of future plans, expansions, acquisitions, mergers etc. Any good such plans can 
boost companies 
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    profit, so you may plan to hold such shares. Such plans are very important. 
 
 
Financial planning for your share returns
 
It’s another important point to consider, if you hold more than one share then it is always 
advisable to prepare technical document for all your shares. 
You can prepare excel or word sheet on your computer or you can write in your notebook.
 
Points to involve/write with date
 
¨ All quarterly results - Including profits and sales ratio and other financial ratios 
¨ Declaration of bonus or dividend. 
¨ Declaration of acquisition, expansions etc 
¨ Weekly volume, close price, PE ratio, any company news etc. 
In this manner you will come to knew what is happening about your share and you can decide 
when to sell or till what period to hold. This system is called portfolio maintaining. 
Even you can keep a close watch on share which you are planning to buy and if you get 
proper signal or feel comfortable with its quarterly results or news/future plans, then you can 
jump and buy that share. 


_________________________________________________________________________________________________ 


III. Swing Trading 


What is Swing Trading?   
Swing Trading takes advantage of brief price swings in strongly trending stocks to ride 


the momentum in the direction of the trend.   
·         Swing trading combines the best of two worlds -- the slower pace of investing and 
the increased potential gains of day trading. 
·         Swing traders hold stocks for days or weeks playing the general upward or downward trends. 
·         Swing Trading is not high-speed day trading. Some people call it momentum 
investing, because you only hold positions that are making major moves. 
·         By rolling your money over rapidly through short term gains you can quickly build up 
your equity. 
 
How does Swing Trading work?   
·                            The basic strategy of Swing Trading is to jump into a strongly trending 
stock after its period of consolidation or correction is complete. 
  
·                            Strongly trending stocks often make a quick move after completing 
its correction which one can profit from. 
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·                            One then sells the stock after 2 to 7 days for a 5-25% move. This process 
can be repeated over and over again. One can also play the short side by shorting stocks that 
fall through support levels. 
  
·                            In brief a Swing Trader's goal is to make money by capturing the quick 
moves that stocks make in their life span, and at the same time controlling their risk by 
proper money management techniques.   
What are the advantages of Swing Trading?   
·                            Swing Trading combines the best of two worlds -- the slower pace of 
investing and the increased potential gains of day trading. 
  
·                            Swing Trading works well for part-time traders — especially those doing it 
while at work. While day traders typically have to stay glued to their computers for hours at a 
time, feverishly watching minute-to-minute changes in quotes, swing trading doesn't require 
that type of focus and dedication. 
  
·                            While Day Traders gamble on stocks popping or falling by fractions of 
points, Swing Traders try to ride "swings" in the market. Swing Traders buy fewer stocks and aim 
for bigger gains, they pay lower brokerage and, theoretically, have a better chance of earning 
larger gains. 
  
·                            With day trading, the only person getting rich is the broker. "Swing traders 
go for the meat of the move while a day trader just gets scraps." Furthermore, to swing trade, 
you don't need sophisticated computer hook-ups or lightning quick execution services and you 
don't have to play extremely volatile stocks. 


We believe that the Swing Trading method is a better way for the individual investor to 
attain superior investment results through short-term trading in the stock market. This 
trading strategy has been carefully designed for the needs of the individual investor who does 
not have the resources that institutions and professional money managers may have. 
 
How to Swing Trade? 


To fully understand what swing trading really is, you first need to understand what up/down 
trends are. 
 
Up Trend: Simply put an uptrend is a series of higher highs and higher lows. In other words, 
an uptrend is a series of successive rallies that extend though previous high points, interrupted 
by declines which terminate above the low point of the preceding sell-off. Often the high of the 
last "swing" in the trend will serve as support for the next low. These areas are circled. 
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Down Trend: Simply put a downtrend is a series of lower highs and lower lows. In other words, 
a downtrend is a series of successive declines that extend though previous low points, interrupted 
by increases which terminate below the high point of the preceding rally. Often the low of the 
last "swing" in the stock's trend will serve as resistance for the next high. These are circled. 


 


Long Swing Trades: Once an uptrend has been identified a swing trader looks for 
buying opportunities in that stock. This can be identified when the stock experiences a 
minor pullback or correction within that uptrend. The swing trader then activates a trailing buy-
stop technique. If prices break out above the trailing stop loss, you will be stopped out and long 
in the trade. If prices decline, your buy-stop will not be touched. 
 
Short Swing Trades: Once an downtrend has been identified a swing trader looks for 
selling opportunities in that stock. This can be identified when the stock experiences a minor 
rally within that downtrend. The swing trader then activates a trailing sell-stop technique. If 
prices break down and fall below the trailing stop loss, you will be stopped out on the short side. 
If prices rally, your sell-stop will not be touched. 


Swing Traders 
The principal difference between day trading and swing trading is that swing traders will 
normally have a slightly longer time horizon than day traders for holding a position in a stock. As 
is the case with day traders, swing traders also attempt to predict the short term fluctuation in 
a stock's price. However, swing traders are willing to hold stocks for more than one day, 
if necessary, to give the stock price some time to move or to capture additional momentum in 
the stock's price. Swing traders will generally hold on to their stock positions anywhere from a 
few hours to several days. 
Swing trading has the capability of providing higher returns than day trading. However, unlike 
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day traders who liquidate their positions at the end of each day, swing traders assume 
overnight risk. There are some significant risks in carrying positions overnight. For example 
news events and earnings warnings announced after the closing bell can result in large, 
unexpected and possibly adverse changes to a stock's price. 
  
Advantages: Slower cycle of trades, meaning fewer trades to make, fewer commissions, 
less chance of error and the ability to catch the more significant multi-day profitable swing 
trades. Technical analysis is used primarily to identify these opportunities. Average profit 
target percentage is much higher typically than day trading. 
 
Disadvantages: With those higher profit targets comes higher risk per trade. If you are looking 
to trade over a longer timeframe, you have to expect your average risk per trade will need to 
be higher simply to account for the retracements that are common in all stock and futures 
markets trading. There is also overnight exposure and you would be exposed to any 
major developments. 
Exact Swing Points -Support And Resistance 
Where exactly are the support and resistance points? 
Where exactly are the swing points on a chart? 
This is a particularly important lesson! Just about every system or method of trading at least 
takes note of where the key support and resistance levels are. I have found a double use for 
my method of identifying these points - They are also Swing Points! 
  
You may think you know where Support and Resistance is, but do you really? 
How do you know where support and resistance really is? 
The problem with Support and Resistance (S&R) is that it is not a definite number. It is not an 
exact point on the chart at which price will, without any hesitation stop. 
In fact S&R is actually an area - it is not an exact number as we would all like to think. 
The dilemma of course, is that in order to do our calculations we need an exact point. You 
can't enter $50.10/20 area when using fibonacci or working out your stops and limits. You need 
an exact number even though S&R is not an exact number. 
Try telling your broker that you want a stop loss at somewhere between 50 and 55 and watch 
him burst a blood vessel. 
This is what I want to concentrate on in this lesson. This is a technique I have found to 
be particularly good at not only identifying strong S&R points but also swing points. 


file:///F|/typesoftrading.htm (20 of 34) [12/21/2009 8:21:31 PM]







Types of Trading


In order to find S&R we must first identify market swing points. There are various ways of doing 
this but I am going to use the one I have used for years. 


 
For the purpose of swing points we are not interested in the open or close of the bars only the 
high and low. 
Take any bar and think of that bar as the start bar (S). If there are two consecutive higher 
highs than the bar you marked (S) then that is a swing up e.g. bar (1) has a higher high than 
bar (S) and bar (2) has a higher high than bar (1). If there are not two higher highs than bar 
(S) then you move to the next bar and see if there are two consecutive higher highs. 
This can be particularly useful if the market is trading sideways and you are trying to determine 
the breakout point. There may be many peaks and valleys but for me there is only one real point 
- that is the most recent swing up or swing down. 
Look at the next diagram 
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You can see that although there were a few highs and lows that you could have taken as support 
or resistance, but it wasn't until bar (M) that a definite swing point had been identified and you 
could mark bar (K) with an (S). 


 
To work out the swing down point - take any bar on a chart and think of that bar as your start 
point - bar (S). If the next two consecutive bars make lower lows than the previous bar then that 
is a swing down e.g. bar (1) has a lower low than bar (S) and bar (2) has a lower low then bar 
(1). If there are not two consecutive lower lows then it is not a swing point and you move to 
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the next bar. 


 
Just as in the example above you can see exactly the same thing with the swing down. Even 
though price made a few highs and lows it wasn't until bar (M) that you could mark bar (K) as 
the (S) point. 
Support And Resistance 
Only once we have clearly marker swing points can we go on to identify our support and 
resistance points. 
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As you can see from the chart I have marked all the swing up points and swing down points. 
When we are in a down trend then the swing down points act as resistance and when we are in 
an up trend the swing up points 
act as support. 
Marking the support and resistance points using this method of first identifying the swing points 
will give you definite points on a chart from which to calculate your stops, limits and projections. 


  


_________________________________________________________ 


IV. Trend Trading 


What is a Trend? 


A trend is nothing but the general direction of the price of an asset or market in general. 
 
A trend can apply to equities, bonds, commodities and any other market which is characterized by 
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a long-term movement in price or volume. 


What is Trend Trading? 
·                            Trend trading is one of the most effective and easy to use methods for 
making money in the market. Trend trading success depends on identifying and catching the 
trend after it has started and getting out of the trend as soon as possible after the trend reverses. 
  
·                            Trend Trading involves taking a position in the markets with a view of 
holding that position for weeks to months for larger than normal gains. Trend traders or 
investors generally trade the long term or secular trends and are not concerned with the day to 
day market volatility. 
Advantages of Trend Trading? 
·                            Trend trading is the fastest and most risk free way to make money in 
the markets. In trend trading you can identify a change of trend in the market as early as 
possible, take your position, ride the trend and close your position shortly after the trend reverses. 
  
·                            With Trend Trading it is very possible to catch 60 to 80% of many 
intermediate term and long term market movements and thus create wealth for yourself and 
your family. 
  
·                            Trend Trading will help you take large profits out of the market, without 
having to watch the market or stocks on a minute-by-minute or even a day-by-day basis. 
  
·                            Whether you are a short-term day trader or a long-term investor, we 
believe incorporating Trend Trading into your overall trading plan is a must. There are two types 
of trades: "Income producing" trades and "Wealth-building" trades. Swing trading and day 
trading produce income, while Trend Trading Picks is designed to amass wealth. 


Trends and Corrections 
 in Indian Stocks & Indices 


  


It is said that "the trend is your friend" in numerous articles and books on the subject of trading. 
For the most part, this is absolutely correct. However, even the trend can fail to be your friend if 
you do not realize when it has likely come to an end. 
 
Although most traders realize that catching a strong trend can mean a great deal of profits, 
many still try to trade against it. Why is that? I believe that it is safe to say that most feel that 
once they try to enter that trend, it WILL end. They try to trade against the trend because they 
feel that it has run its course, and they want to get a jump on the new opposing trend (sell the 
very top, buy the very bottom). And of course, most are unable to determine when it has 
actually ended, finding themselves just another victim of the forces of the trend at hand. 
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In an attempt to minimize the hazard of entering a new trend as it may be ending, some 
have turned to Elliott Wave analysis. EW analysis is based on counting the waves that form within 
a trend. For instance, the basic teaching of Elliott is that a trend will have at least 5 waves. Three 
of these waves will be with the trend, and two of them will be counter-trend, or a 'correction' of 
the trend. Each correction is expected not to exceed 100% of the original thrust or wave leading 
to the beginning of that correction wave. 
 
For example, if price starts a trend up by making 100 points (wave 1), when it starts to drop 
again (correction wave 2), it is expected to drop less than 100 points if the up trend is indeed 
valid. When it does end, the original trend resumes what is called Wave 3, which must exceed 
the end of Wave 1 (beginning of Wave 2) and move higher before it too corrects into Wave 4, and 
so on. 
 
With EW, some figure that if they do not count 5 waves, then the trend must not be over 
yet. However, it has been found that EW can be quite subjective. Getting every EW Analyst to 
agree on the count is futile. 
 
Examining thousands of price charts over the years, I have noted that price tends to trend at 
certain angles. A strong bull trend will usually start at some angle of ascent, and either increases 
its angle as it nears its end (a rush to buy from those just realizing the bullishness of the market), 
or simply maintains the original angle. 
 
Trend lines have proven to be an indispensable time tested tool when it comes to highlighting 
a trend and its angle of support. Though it may be said that drawing a trend line is also subjective, 
I have found that with experience the trader/analyst can become quite consistent in its 
proper application. 


  When a new trend begins, it may not be so readily apparent for many. Yet, a new bull trend 
may appear at first to simply be a bear trend correction, but then exceeds a prior bear 
trend correction's bottom and top. Alone this would not be enough to suggest the bear trend is 
over, but when that new bull trend corrects for the first time and fails to take out the very bottom 
of that trend, but rather starts up again, this higher swing bottom is yet another clue that a 
bottom is in and the bull has arrived. Further rise in price that then exceeds the last swing 
top formed (the start of the last correction down) continues to suggest that the bull is in force. 
 
Suppose we number the beginning of each wave for discussion sake. The new bull move starts 
from the very bottom that we call (1). When price tops, and then corrects (moves down), we 
call this top (2). When price stops dropping, and if this is a bull trend we expect it to do so 
before reaching the low of (1), it will start up again. The beginning of this move up we'll call (3). 
 
A simple way to draw a trend line is to place the line below bottoms (1) and (3) out into the 
future. This gives us our first angle of ascent to watch for. It is advisable that the move from (2) 
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to (3) be at least 38% of the move from (1) to (2) before you consider that correction low of (3) 
for your trend line reference. Less than 38% suggests that you may not have seen the (2) to 
(3) correction just yet. 


 


A good bull trend will usually operate above this trend line. As a matter of fact, that trend line 
will often serve as a good support reference line, where price that corrects later on may start 
to resume the trend once again. Always be mindful to note whether price starts to become 
parabolic (starts moving more vertical at a sharper angle). If it does, you may not see price 
correct again to your trend line, and a new one may need to be put into place once price 
corrects again to give you a reference bottom to do so. 
 
The standard definition of a Bull Trend is that price will make higher swing bottoms (the end of 
each correction). At some point, a correction bottom may drop below a previous correction 
bottom. This may suggest the bull is weakening, though not necessarily over, though it could be. 
If price were to drop below two prior swing bottoms, the bull trend is considered over. This is 
one way to note that a bull trend is coming to an end. The best time to consider trading short 
the end of a bull trend is not necessarily the very top. Rather, it is when price fails to move 
price above the prior swing top (the current bull top) and starts correcting down again. This 
is because the standard definition of a Bear Trend is that price will make lower swing bottoms 
and lower swing tops. So when you see a bull trend make a lower swing bottom rather than a 
higher one, be on the lookout for the possibility of a lower swing top following. 
 
The trend line again can be quite useful here. When the bull trend is correcting and you note that 
it just made a lower swing bottom rather than a higher one (it went lower than the last swing 
or correction bottom), see if it also did so below the trend line you have established as valid on 
your chart. If it did not, then be careful to assume the bull is over. However, if it also moved 
below the trend line, the bull may be over. 
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Understanding the relationship of trends and corrections can go a long way in helping the 
trader/analyst trade with the trend rather than trying to guess its end and trading against it. It 
can help the trader stay in the trade longer while the trend is still intact. In addition, noting when 
a correction is greater than expected can help the trader make plans to be more aggressive with 
the stop-loss management, preparing for the end of the trend likely due shortly. 
 
When you start to become intimate with chart patterns and how they appear when trending, this 
will open new doors to you when it comes to timing those correction (swing) tops and bottoms. 


TREND is your friend 


TRADERS’ BIGGEST PROBLEM 
 
Trading is likely the most exciting way to make a living and/or accumulate a fortune. You are 
your own boss and your own worst enemy. You alone must deal with the frustration of your 
own choices. If you lose, there is no one else to blame. You made the losing decision, even if 
that decision was to let someone else make your decision or to follow someone else’s approach. 
On the other hand, if you win, don’t have to say “Thank you” to anyone. You are not obliged 
to anyone but yourself. There is no politics nor anyone to whom you must cater. You are 
truly “sliding down the razor blade of life.” 
 
But here is the problem. Most of the time, the market goes nowhere. Only 25 to 40 percent of 
the time does the market trend, during the remaining 60 to 75 percent of the time the market 
goes nowhere. Most professional traders make nearly all of their profits in a trending market. 
 
Here is our problem: we don’t want to spend out time entering and exiting a market that is 
going nowhere. If the market is going nowhere, then the opportunity is NO-WHERE. We want 
to change that to opportunity is NOW-HERE. 


  


file:///F|/typesoftrading.htm (28 of 34) [12/21/2009 8:21:31 PM]







Types of Trading


 


 
TREND AND TRADING RANGE 
 
Traders try to profit from changes in prices: Buy low and sell high or sell short high and cover 
low. Even a quick look at a chart reveals that markets spend most of their time in trading 
ranges. They spend less time in trends. 
 
A trend exits when prices keep rising or falling over time. In an uptrend, each rally reaches a 
higher high than the preceding rally and each decline stops at a higher level than the 
preceding decline. In a downtrend each decline falls to a lower low than the preceding decline 
and each rally stops at a lower level than the preceding decline and each rally stops at a lower 
level than the preceding rally. In trading range most rallies stop at about the same high and 
declines peter out at about the low. 
 
A trader needs to identify trends and trading ranges. It is easier to trade during trends than 
in trading ranges. 
 
 
PSYCHOLOGY OF TRENDS AND TRADING RANGE 
 
An uptrend emerges when bulls are stronger than bears and their buying forces prices up. If 
bears manage to push prices down, bulls return in force, break the decline, and force prices to a 
new high. Downtrends occur when bears are stronger and their selling pushes markets down. 
When a flurry of buying lifts prices, bears sell short into that rally, stop it, and send prices to 
new lows. 
 
When bulls or bears are equally strong or weak, prices stay in a trading range. When bulls 
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manage to push prices up, bears sell short into that rally and prices fall. Bargain hunters step in 
and break the decline, bears cover shorts, their buying fuels a minor rally, and the cycle repeats. 
 
Prices in trading ranges go nowhere, just as crowds spend most of their time in aimless 
mulling. Markets spend most of their time in trading ranges than trends because aimlessness 
is more common among people than purposeful action. When a crowd becomes agitated or 
excited, it surges and creates a trend. 
 
 
THE HARD RIGHT EDGE 
 
Identifying trends and trading ranges is one of the hardest tasks in technical analysis. It is easy 
to find them in the middle of the chart, but the closer you get to the right edge, the harder it gets. 
 
Trends and trading ranges clearly stand out on old charts. Experts show those charts on 
seminars and make it seem easy to catch trends. Trouble is your broker does not allow you to 
trade in the middle of the chart. He says you must make your trading decisions at the hard 
right edge of the chart! 
 
The past is fixed and easy to analyze. The future is fluid and uncertain. By the time you identify 
a trend, a good chunk of it is already gone. Nobody rings a bell when a trend dissolves into a 
trading range. By the time you recognize the change, you will lose some money trying to trade as 
if the market was still trending. 
 
Most people cannot accept uncertainty. They have a strong emotional need to be right. They 
hang on to losing positions, waiting for the market to turn and make them whole. Trying to be 
right in the market is very expensive. Professional traders get out of losing trades fast. When 
the market deviates from your analysis, you have to cut losses without fuss or emotions. 
 
 
THREE IMPORTANT TRENDS 
 
You may be asking yourself the question, "What is a trend and how long does it last?" There 
are countless numbers of trends, but before the advent of intraday charts, there were 
three generally accepted durations: primary, intermediate and short-term. 
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The main or primary trend, is often referred to as a bull or bear market. Bulls go up and bears 
go down. They typically last about nine months to two years with bear market troughs separated 
by just under four years. These trends revolve around the business cycle and tend to repeat 
whether the weak phase of the cycle is an actual recession, or if there is no recession and just 
slow growth. 
 
Primary Trend 


 


Primary trends are not straight-line affairs, but are a series of rallies and reactions. These series 
of rallies and reactions are known as intermediate or medium term trends. 
 
The intermediate or medium term trend can vary in length from as little as six weeks to as much 
as nine months, or the length of a very short primary trend. 
 
Intermediate trends typically develop as a result of changing perceptions concerning 
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economic, financial, or political events. It is important to have some understanding of the 
direction of the main or primary trend because rallies in bull markets are strong and reactions 
are weak. On the other hand, reactions in bear markets are strong and rallies are short, sharp, 
and generally, unpredictable. 
 
If you have a fix on the underlying primary trend, you will be better prepared for the nature of 
the intermediate rallies and the reactions that will unfold. 
 
In turn, intermediate trends can be broken down into short-term trends, which last from as 
little as two weeks to as much as five or six weeks. 


Market Cycle Model 
 
As an investor, it is best to accumulate when the primary trend is in the early stages of 
reversing from down to up, and liquidate when the trend is reversing from up to down. Second, 
as traders, we are better off if we position ourselves with the long side in a bull market since that 
is when short-term uptrends tend to have the greatest magnitude. By the same token, it does 
not usually pay to short in a bull market because declines can be quite brief and reversals to 
the upside unexpectedly sharp. If you are going to make a mistake, it is more likely to come from 
a counter-cyclical trade. 


 
 
If you're an intraday trader, you may think all of this does not apply to you, but really, it does. It 
is important to remember that even on intraday charts, the predominant trend determines 
the magnitude and duration of the shorter moves. You may not feel a three-hour rally is 
closely related to a two-year primary bull market move, but it is just as related as a five or six-
day trend. 
 
Charles Dow, the author of the venerable Dow theory, stated at the turn of the century that 
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the stock market had three trends. The long term trend lasted several years, the intermediate 
trend lasted several months and anything shorter than that was a minor trend. Robert Rhea, 
the great market technician of the 1930s, compared the three market trends to a tide, a wave and 
a ripple. He believed that traders should trade in the direction of the market tide and take 
advantage of the waves and the ripples to time your entry and exit. 
 
CONFLICTING TIMEFRAMES 
 
Most traders ignore the fact that markets usually are both in a trend and in a trading range at 
the same time! They pick one time frame such as daily or hourly and look for trades on the 
daily charts. With their attention fixed on daily or hourly charts, trends from other time frames, 
such as weekly or 10 minute trend keep sneaking up on them and wrecking havoc with their plans. 
 
Markets exist in several time frames simultaneously. They exist on a 10 minute chart, an 
hourly chart, a daily chart, a weekly chart, and any other chart. Traders often feel confused 
when they look at charts in different time frames and they see the markets going in 
several directions at once. The market may look for a buy on a daily chart and a sell on the 
weekly chart, and vice versa. The signals in different time frames of the same market 
often contradict one another. Which of them will you follow? Most traders pick one time frame 
and close their eyes to others – until a sudden move outside of “their” time frame hits them. 
 
A FACTOR OF FIVE 
 
When you are in doubt of a trend, step back and examine the charts in a timeframe that is 
larger than the one you are trying to trade. A factor of 5 links all timeframes. If you start with 
the weekly charts and proceed to the dailies, you will notice that there are five trading days to 
a week. As your timeframe narrows, you will look at hourly charts – and there are approximately 
5 to 6 trading hours to a trading day. Intra day traders can proceed even further and look at 
10 minute charts, followed by 2 minute charts. All are related by a factor of five. The proper way 
to analyze any market is to analyze it in at least two time frames. If you analyze daily charts, 
you must first examine the weekly charts and so on. This search for greater perspective is one of 
the key principles of the Traders Edge Multiple Time Frame Trading System. 
 
METHOD AND TECHNIQUES 
 
There is no single magic method to identifying trends and trading ranges. There are several 
methods and it pays to combine them. When they confirm one another, their message is 
reinforced. When they contradict one another, it is better to pass up the trade. 


1.                          Analyze the pattern of highs and lows. When rallies keep reaching higher 
levels and declines keep stopping at higher levels they identify an uptrend. The pattern of lower 
lows and lower highs identifies a downtrend, and the pattern of irregular highs and lows points to 
a trading range. 
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2.                          Draw an uptrendline connecting significant recent lows and a 
downtrendline connecting significant recent highs. The slope of the latest trendline identifies 
the current trend A significant high or low on a daily chart is the highest high or lowest low for 
at least a week. As you study charts, you become better at identifying those points. 
Technical analysis is partly a science and partly an art. 
  
3.                          The direction of a slope of a moving average identifies the trend. If a 
moving average has not reached a new high or low in a month, then the market is in a trading range. 
  
4.                          Several market indicators, such as MACD and the Directional system 
help identify trends. The Directional system is especially good at catching early stages of 
new trends. 


CONCLUSION 
 
Markets change, new opportunities emerge, and old ones melt away. Good traders are 
successful but humble people – they always learn. The primary purpose of the market is to 
find immediately the exact price where there is an equal disagreement on value and an 
agreement on price. Speculators get paid for buying what nobody wants when nobody wants it 
and selling what everybody wants when everybody wants it. Remember there is no such thing as 
a bad trader. There is only a well trained or badly trained trader. 
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