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PREFACE TO TWELFTH REVISED EDITION

It is gratifying to note that this book has come for the twelfth revision, for which the credit should be given
to the faculty and students alike interested in this subject. This is particularly tuned to the Indian students and
to the Indian environment or to the similarity of this. The theoretical part is kept simple and lucid for the
average student to understand easily. The tenor of the treatment is that the subject is practical oriented and
useful for self study and the student’s own analysis and research, on many topics of this subject.
Every edition has included some new changes such as new case studies or examples in addition of the updating
of the material. Many errors which crept into it at various stages have also been rectified. The effort of each
edition is at improving the subject and further simplification of the material. In a subject as this, there are
bound to be some repetitions and they are purposely kept intact for the benefit of the students. Each chapter
is made self-sufficient, so that the reader can concentrate only on those topics without going back and forth.
As such, some concepts and material have to be repeated quite often such as the return and risk, types of return
and risk, etc.
The revision has to bear in mind that although the conceptual part of portfolio management or security analysis
may remain unchanged, the environment in which practical operations take place change from time to time
depending on a host of factors. For this reason, the material needs to be updated from time to time. The
portfolio management depends on the securities pricing, their risk-return characteristics and the corporate
state of affairs, which depends on the economy, industry, and savings and investment trends in any sector and
the economy. In fact, the stock market being a window of the economy, has to reflect all facts and figures
of the economy — internal and external.
The GDP growth rate was robust up to 2007-08 but declined to around 6.8%, in 2008-09 and hopes are that
it will continue to grow at around 8% in 2009-10 and 8.5% in 2010-11 but fell to 5% in 2013-14 and expected
to be up to 8% in 2015-16. Despite such hope, the IIP growth rate was only 8% and in particular the
infrastructure industrial growth rate was lower at 3.6% in 2013-14 as against 5% in 2011-12. Even then, the
continued growth rate of GDP in the economy of India was maintained by the growth of around 9% to 10%
in services sector. This was also adversely affected by the global slowdown and recession in the economies
of the USA and other developed countries and slowdown in agricultural sector. In this context, there was a
slowdown in FII inflows for portfolio management during the years 2008-10 although the FDI inflows
continued in a positive direction. The financial markets were sustained by the growth of money supply at a
rate of around 20% and large inflows of FFI and FIIs during the recent years. It was in this context, that sensex
of BSE reached 52 week high of 17,790 on January 6, 2010 from a low of 8,047 on March 6, 2009. The
all-time high of 21,207 was noted on January 10, 2008 and all-time low of 7,697 on October 2008 and at
end January 2010 the market Sensex was hovering around 27,500 at end 2014. The market P/E multiple was
at a high of 21.6 times in India as against 18 in China and 13 in Brazil, etc., the market expectations are
such as to reflect sound fundamentals of the corporate sector and of the economy. The market capitalisation
was 58% of the GDP in 2008-09 as against 27% in 2000-01. The market performance was at a peak in 200708, when its capitalisation was at 109% of the GDP. But the symptoms of downslide were noticed since
October 2008 and continued to affect the economy in 2009 and 2010. The Government was however faced
with a fall in exports and rising current account deficit in addition to the higher fiscal deficit than anticipated
due to government measures for boosting the economy, sliding into recession accompanied by the rising
inflation at around 8% on average in 2008-09 and 20% of food price inflation in 2010. By March 2014,
inflation came down to 6% and expected to be around 5.5% in 2016-17.
The market (BSE) witnessed high turnovers of ` 15.78 lakh crores in 2007-08 and ` 11.03 lakh crores in
2010-11, and went up again in 2010 to about ` eleven lakh crore. The year 2009-10 witnessed huge
fluctuations and high volatility due to uncertain trends in the economy, such as the expected fiscal policy
changes, and monetary policy measures like hike in CRR and tightening of the interest rates to curb the rising
inflationary trends. Thus, it, becomes difficult for operators to be happy about the global trends or internal
economic factors. Portfolio management has, thus, to face a tense situation in their operations both in the
cash and futures and options markets. It is in this background that the subject has to be read and understood.
The government has initiated steps for insurance coverage in 2014-15 and urban housing for the poor. The
RBI has allowed banks to borrow abroad without its prior permission which would lead to large inflow of
FII and FFI funds into the markets and for portfolio investment as well.
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INTRODUCTION
TO
SECURITIES

This book is on investment and securities. Security analysis is a pre-requisite for making investments. In the
present day financial markets, investment has become complicated and is both an art and a science. One makes
investments for a return higher than what he can get by keeping the money in a commercial or co-operative bank or
even in an investment Bank. In the finance field, it is a common knowledge that money or finance is scarce and that
investors try to maximise their return. But the return is higher, if the risk is also higher. Return and Risk go together
and they have a trade off. All investments are risky to some degree or other. The art of investment is to see that the
return is maximised with the minimum of risk, which is inherent in investments.
If the investor keeps his money in a bank in savings account, he takes the least risk, as the money is safe and
he will get back when he wants it but he runs the risk that the return in real terms, adjusted for inflation is negative
or small and even if positive, it may not come upto his expectations or needs.
In this above discussion, we concentrate on the word “Investment” and for making investment, we need to make
security analysis. It then becomes necessary to define investment and security analysis at the outset.

WHAT IS INVESTMENT?
Investment is parting with one’s fund, to be used by another party, user of fund, for productive activity. It can mean
giving an advance or loan or contributing to the equity (ownership capital) or debt capital of a corporate or non-corporate
business unit. Generalised, investment means conversion of cash or money into a monetary asset or a claim on future
money for a return. This return is for saving (as abstaining from present consumption), parting with saving or liquidity
(to be rewarded for waiting for a future consumption) and lastly for taking a risk involving the uncertainty about the
actual return, time of waiting and cost of getting back funds, safety of funds, and risk of the variability of the return.

Definition of Security Analysis
For making proper investment involving both risk and return, the investor has to make a study of the alternative
avenues of investment — their risk and return characteristics and make proper projection or expectation of the risk and
return of the alternative investments under consideration. He has to tune the expectations to his preferences of the risk
and return for making a proper investment choice. The process of analysing the individual securities and the market as
a whole and estimating the risk and return expected from each of the investments with a view to identifying undervalued
securities for buying and overvalued securities for selling is both an art and a science and this is what is called security
analysis.

WHAT IS SECURITY?
Investment in capital market is in various financial instruments, which are all claims on money. These instruments
may be of various categories with different characteristics. These are all called securities in the market parlance. In a
legal sense also, the Securities Contracts Regulation Act, (1956) has defined the security as inclusive of shares, scrips,
stocks, bonds, debenture stock or any other marketable instruments of a like nature or of any debentures of a company
or body corporate, the Government and semi-Government body etc. It includes all rights and interests in them including
warrants, and loyalty coupons etc., issued by any of the bodies, organisations or the Government. The derivatives of
securities and Security Index are also included as securities in the above definition in 1998. The word “inclusive” is
used deliberately in law so as to give authority to the government to add or subtract any instrument.
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In the strict sense of the word, a security is an instrument of promissory note or a method of borrowing or
lending or a source of contributing to the funds needed by a corporate body or non-corporate body. Private security
for example is also a security as it is a promissory note of an individual or firm and gives rise to a claim on money.
But such private securities or even securities of private companies or promissory notes of individuals, partnerships or
firms to the extent that their marketability is poor or nil, are not part of the capital market and do not constitute part
of the security analysis.
If the capital market is efficient and security prices reflect perfectly all the market information, then all the
investors get the same average returns and no one can get exceptional returns. But in India the markets are not efficient,
information is not free and not easily accessible and the market does not fully absorb immediately all the information.
In this scenario, exceptional returns or superior returns are possible due to varying degrees of information available
with investors.
In an efficient capital market, superior returns are possible by proper security analysis and investment through
the insider information on the company or security and through better forecasting ability of the investor and superior
expertise in security analysis.

WHAT IS PORTFOLIO?
A combination of such securities with different risk-return characteristics will constitute the portfolio of the
investor. Thus, a portfolio is a combination of various assets and/or instruments of investments. The combination may
have different features of risk and return, separate from those of the components. The portfolio is also built up out
of the wealth or income of the investor over a period of time, with a view to suit his risk or return preferences to
that of the portfolio that he holds. The portfolio analysis is thus an analysis of the risk-return characteristics of individual
securities in the portfolio and changes that may take place in combination with other securities due to interaction
among themselves and impact of each one of them on others.

INVESTMENT AND SPECULATION
Having seen what is investment it is necessary to know what is speculation, as investment and speculation are next
door neighbours. Speculation involves the investment and vice versa. Both are leading to claims on money, aim at
maximisation of return consistent with the risk taken. Motive is the determining factor, distinguishing between investment
and speculation. In investment, the investor has long-term and medium-term objective, takes delivery of securities and
books profits as and when the returns are higher than his target expectations. The speculation has a short-term perspective
and maximises the returns through buying and selling and delivery of securities is least important in trade. Stakes of risk
are higher and returns are higher in speculation than in investment. Both aim at capital gains or appreciation in share
prices and maximisation of returns. The difference is only in degree as between investment and speculation.
In the Indian stock markets, nearly, 80% of trade is speculative in nature and do not involve deliveries of shares.
Values of trade increase with increase in speculation, but the genuine investor takes the delivery and gets the securities
transferred into his name in the company’s registers, whether, it is an ownership (equity) or debt category. Speculation
is increasing ingredient of the stock markets all over the world to impart liquidity and continuing trade and quotation.

WHAT IS SECURITY ANALYSIS?
Security Analysis in both traditional sense and modern sense involves the projection of future dividend, or earnings
flows, forecast of the share price in the future and estimating the intrinsic value of a security based on the forecast
of earnings or dividends. Thus, security analysis in traditional sense is essentially an analysis of the fundamental value
of a share and its forecast for the future through the calculation of its intrinsic worth of the share. Any investor is
interested in the future returns and the present price he pays, should reflect the potential future returns.
Modern security analysis relies on the fundamental analysis of the security, leading to its intrinsic worth and also
risk-return analysis depending on the variability of the returns, covariance, safety of funds and the projections of the
future returns. If the security analysis is based on fundamental factors of the company, then the forecast of the share
price has to take into account inevitably the trends and the scenario in the economy, in the industry to which the
company belongs and finally the strengths and weaknesses of the company itself — its management, promoters’ track
record, financial results, projections of expansion, diversification, tax planning etc. All these studies are only a part of
the total security analysis that the investor should aim at.

Portfolio Management
As this book is on Portfolio Management, security analysis is only a tool for efficient portfolio management; both
of them go together and cannot be dissociated. This book should contain all the elements necessary for portfolio
management in the Indian context.

Introduction to Securities
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As referred to earlier, portfolios are combinations of assets held by the investors. These combinations may be
of various asset classes like equity and debt and of different issuers like Government bonds and corporate debt or of
various instruments like discount bonds, warrants, debentures and Blue chip equity or scrips of emerging blue chip
companies.
The traditional Portfolio Theory aims at the selection of such securities that would fit in well with the asset
preferences, needs and choices of the investor. Thus, a retired executive invests in fixed income securities for a regular
and fixed return. A business executive or a young aggressive investor on the other hand invests in new and growing
companies and in risky ventures. Modern Portfolio Theory postulates that maximisation of return and or minimisation
of risk will yield optimal returns and the choice and attitudes of investors are only a starting point for investment decision
and that vigrous risk return analysis is necessary for optimisation of returns.
In risk-return analysis, the attitudes and preferences of investors are taken into account as also their risk-return
trade off stemming from the analysis of individual securities. The return on portfolio is a weighted average of returns
of the individual stocks; and the weights are proportional to each stock’s percentage in the total portfolio. Besides the
stocks when put together in a basket may not give a total risk which is the mathematical equivalent of total of risks
of all the individual stocks, due to the simple reason that the risks of some stocks may be offset by the risks of other
stocks or vice versa. The risks of some stocks can also be accentuated by those of others in the portfolio. The modern
portfolio theory states that the combined risk of a portfolio may be greater or lesser than the sum of the risks of the
components of individual securities.
INVESTMENT ACTIVITY
(ACQUISITION OF ASSETS)
(I) FINANCIAL ASSETS

(II) PHYSICAL ASSETS
SAVER

CASH

1. HOUSE, LAND,
BUILDINGS,
FLATS

BECOMES
BANKS
DEPOSITS

INVESTOR

BY
ACQUIRING
THE ASSETS

P.F. L.I.C.
SCHEMES

3. CONSUMER
DURABLES

(III) MARKETABLE ASSETS
PENSION
SCHEMES
P.O./BANK
CERTIFICATES
AND DEPOSITS

2. GOLD, SILVER
AND OTHER
METALS

SHARES, BONDS, GOVT.
SECURITIES
M.F. SCHEMES, UTI UNITS, ETC.
STOCK AND CAPITAL MARKETS

NEW ISSUES

STOCK MARKET
Fig. 1.1

Portfolio analysis includes portfolio construction, selection of securities, revision of portfolio, evaluation and
monitoring of the performance of the portfolio. All these are part of the subject of Portfolio Management which is a
dynamic concept, subject to daily and hourly changes based on the information flows, money flows and a host of
economic, and non-economic forces operating in the country on the markets and securities.

INVESTMENT ACTIVITY
Investment Activity involves the use of funds or savings for further creation of assets or acquisition of existing
assets. Investment is explained by Fig. 1.1, in terms of Financial and Physical assets and Marketable assets.

Macro-Household Savings and Investment
As per the RBI data, published from time to time total financial savings and physical assets held by households
are available for discussion. During recent years, the data shows that the net investments in financial assets and net
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physical assets are in the ratio of about 40% and 60%, respectively. A sample study made by Business Line shows
the following pattern of portfolio assets held by household in Metro, Urban and Rural centres.
Current Portfolio
By Socio-economic Classification
Total

A

Investment Type
Primary market investment
Shares in security market
Fixed deposits
MFs other than UTI
UTl units
Chit funds
Gold
Jewellery
LlC/NSS/P.O. Savings
Teak plantations/orchards

B

C/D

5
5
31
1
7
6
4
6
33
1

2
1
38
1
6
10
3
4
35
1

% of Portfolio
5
5
31
1
8
6
3
6
32
1

9
9
27
2
9
4
4
8
28
1

Source: Business Line. A, B and C/D refer to Metro, Urban and Rural Centres, respectively.

Modes of Investment
In continuation of the discussion of the Investment Avenues it is attempted below to give specifically all modes
of investment.
There are different types of securities conferring different sets of rights on the investors and different sets of
conditions under which these rights can be exercised. The various avenues for investment, ranging from riskless to high
risk investment opportunities consist of both security and non-security forms of investment. All securitised forms given
below are marketable.
A. Security Forms of Investment
1. Corporate Bonds*/Debentures
(a) Convertible
(b) Non-convertible
2. Public Sector Bonds
(a) Taxable
(b) Tax free
3. Preference Shares
4. Equity Shares
(a) New Issue
(b) Rights Issue
(c) Bonus Issue
B. Non-Security Forms of Investment (Non-marketable)
1. National Savings Schemes
2. National Savings Certificates
3. Provident Funds
(a) Statutory Provident Fund
(b) Recognised Provident Fund

* Innovations in the traditional instruments include, among others
(a) Zero Coupon Bonds (ZCBs)
(b) ZCBs with option to convert interest earned to equity on maturity
(c) Bonds with detachable warrants
(d) Deep Discount Bonds
(e) Flexibonds or Floating Rate Bonds, etc.
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(c) Unrecognised Provident Fund
(d) Public Provident Fund
4. Corporate Fixed Deposits
(a) Public Sector
(b) Private Sector
5. Life Insurance Policies
(a) Whole Life Policies
(b) Limited Payment Life Policy
(c) Convertible Whole Life Assurance Policy
(d) Endowment Assurance Policy with Profits
(e) Jeevan Mitra, Jeevan Anand
(f) The Special Endowment Plan with Profits
(g) Jeevan Saathi, Jeevan Rekha
(h) The Money Back Plan and New Money Back Plan
(i) Marriage Endowment/Educational Annuity Plan with Profits
(j) Bima Sandesh Premium Back Term Insurance Plan
(k) New Children’s Deferred Assurance Plan
(l) Jeevan Dhara, Jeevan Suraksha
(m) New Jana Raksha Plan with Profits
(n) Jeevan Akshay Plan, Jeevan Samruddhi
(o) Jeevan Balya Plan, Jeevan Vishwas
(p) Jeevan Kishore, Jeevan Surabhi
(q) Jeevan Griha, Jeevan Sukanya, Jeevan Akshay
(r) Jeevan Sarita, Jeevan Shree, Jeevan Chaya
(s) Bhavishya Jeevan and Asha Deep
(t) New Bima Kiran
(u) Komal Jeevan
(v) Anmol Jeevan
6. Unit Schemes of Unit Trust of India (Some are marketable among these)
(a) Unit Schemes of UTIMF (UTI – II)
(b) Unit Schemes of UTI – I
(c) Unit Linked Insurance Plan, 1971
(d) Capital Gains Unit Scheme, 1983
(e) Children’s Gift Growth Funds, 1986
(f) Parents’ Gift Growth Funds, 1987
(g) Monthly Income Unit Scheme with extra bonus plus growth
(h) Equity Linked Savings Scheme
(i) Growing Monthly Income Unit Scheme
There are many other UTI schemes on similar lines numbering about 60 and a number of commercial banks
and financial institutions have set up Mutual Funds. Various schemes including the Personal Equity Plan and
Tax Saving Schemes, have been launched by many public sector and private sector Mutual Funds; some of
which are marketable and listed on the stock exchanges.
7. Post Office Savings Bank Account
(a) Recurring Deposits
(b) Time Deposits
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(c) Monthly Income Scheme
(d) Senior Citizens’ Saving Scheme
8. Others
(a) RBI Relief Bonds Phased out
(b) Kisan Vikas Patra
(c) Deposits in Co-operative Banks
(i) Recurring Deposits
(ii) Time Deposits, etc.
(d) Chit funds, Nidhis, etc.

FEATURES OF INVESTMENT AVENUES
The investor has various alternative avenues of investment for his savings to flow in accordance with his
preferences. Savings flow into investment for a return, but savings kept as cash are barren and do not earn anything.
Savings are invested in assets depending on their risk and return characteristics. But a minimum amount of cash is
always kept in hand for transactions and contingencies. Any rational investor knows that money is losing its value by
the extent of the rise in prices. If money lent cannot earn as much as rise in prices or inflation, the real rate of return
is negative. Thus, if inflation is at an average annual rate of 5%, then the return should be 5% or above to induce
savings to flow into investment. Thus, if an investment is made in short-term deposits with banks or in securities of
Government, then the rate of interest is around 4% to 10%. As the risk of loss of money is almost negligible in such
cases, this rate can be called a risk-free return. All investments involve some risk or uncertainty. The objective of the
investor is to minimise the risk involved in investment and maximise the return.

Characteristics of Investment
1. Risk: The risk depends on the following factors:
(1) The longer the maturity period, the larger is the risk. Thus, deposits of two years carry a higher rate
than one-year deposits.
(2) The more the creditworthiness of the borrower or agency issuing securities, the less is the risk. Thus,
the risk of loss of interest and principal is less with the Government or semi-Government bodies than
with the private corporate units.
(3) The nature of instrument, namely, the debt instrument or fixed deposit or ownership instrument like
equity or preference share, also determines risk. The risk of loss of money is less in the case of debt
instruments like debentures, as these are secured and fixed interest is payable on them. In the case of
ownership instruments, the risk of loss is more due to their unsecured nature and variability of their
return and ownership character which burdens them with all the risks connected with the enterprise.
(4) The risk of variability of returns is more in the case of ownership capital as the return varies with the
net profits after all commitments are met. As such, equity and preference shares of companies are more
risky than debentures or bonds. Among the ownership instruments, equity is more risky than preference
shares or other forms of ownership instruments such as partly or fully convertible debentures, convertible
and cumulative preference shares, as equity holders are residual owners of the firm.
(5) The nature of tax liability on the instruments — the tax provisions would influence the return as the net
effective return for a tax-payer would be higher for tax-free instruments as in the case of NSS, NSC, (VIII
Series) or those whose interest income is tax-free up to a limit as in the case of UTI dividends or interest
on P.O Savings deposits. The net return on instruments is higher by different degrees to the tax-payers,
depending upon the income tax brackets into which they fall.1 Thus, tax implications of investment are
an important factor in considering the retun on investment. Besides risk, investment decisions are based
upon return, safety, liquidity, marketability, etc., which are examined below.
1. Another factor influencing the average investor is whether interest/dividend on the investment is paid without any tax deduction at source.
Thus in the case of P.O. deposits and certificates, etc., there was no tax deduction at source except for NSS of 1987. The investor is
interested in the return net of his tax liability and tax deduction. Income from mutual funds and interest on bank deposits is also subject
to TDS from 1995-96. For three years from 1999-2000, income from UTI and Mutual Funds have become non-taxable in the hands
of investors.
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2. Return: A major factor influencing the pattern of investment is its return, which is the dividend or coupon
rate plus capital appreciation, if any. The difference between the purchase price and the sale price is capital appreciation
and the yield is the interest or dividend divided by its purchase price. Thus, if ` 25 is the dividend on a share of the
face value of ` 100 but purchased at ` 150, then the return is 25/150 = 16.6%. Suppose, there is capital appreciation
also in a year, say, ` 10 on the purchase price of ` 150, then the total return is (25+10)/150, which is 23.3% per
annum.
3. Safety: The safety of capital is the certainty of return on capital without loss of money or time involved. In
all cases of money lent, some transaction costs and time are involved in getting the funds back. But leaving aside such
general costs like stamp duty, postal charges, etc., the time involved is also an important factor. If money is returnable
not on the same day but after a lapse of time, then the loss of liquidity is involved and if the time of return of funds
is not certain and if costs of selling or realisation of proceeds are involved, then the safety of funds is also not perfect.
Thus, if safety of capital is to be assured, then riskless return as in the case of Government bonds is to be chosen. If
the return is higher, as in the case of private securities, then the degree of safety is less.
4. Liquidity: If a capital asset is easily realisable, saleable or marketable, then it is said to be liquid. If an
investment can be encashed with a time lag as in the case of equity shares or with loss of money as in the case of
u/s 64 of UTI then they are less liquid. If, on the other hand, there is a good market for the capital asset and no risk
of loss of money or capital and no uncertainty of time involved, then the liquidity of the asset is good. If liquidity is
high, then the return may be low as in the case of bank saving deposits.
An investor generally prefers liquidity for his investments, safety of his funds, a good return with a minimum
risk or minimisation of risk and maximisation of return (dividend plus capital appreciation).
5. Marketability: This means easy and quick means of transferability of an asset. Thus, assets of listed companies
and shares of public limited companies are more easily transferable than those of non-listed companies and private
limited companies.

RISK-RETURN RELATIONSHIPS
1. Risk: Risk is inherent in any investment. This risk may relate to loss or delay in repayment of the principal
capital or loss or non-payment of interest or variability of returns. While some investments are almost riskless like
Government securities or bank deposits, others are more risky. There are differences in risk as between instruments, which
can be represented as a spectrum of risk, as in Fig. 1.2. This also shows the risk-return relationship.
2. Return: Yield or return differs from the nature of the instruments, maturity period and the creditor or debtor
nature of the instrument and a host of other factors. The most important factor influencing return is risk. Normally, the
higher the risk, the higher is the return. The return is the income plus capital appreciation in the case of ownership
instruments and only yield or interest in the case of debt instruments like debentures or bonds.
Y

Venture Funds
Highest Risk (Company Deposits)
Equity Shares

Return

C. D. (Convertible Debentures)
N. C. D. (Non-convertible Debentures)
PSU Bonds
UTI Units, Mutual Funds
Lowest Risk (Bank Deposits)
No Risk Return
O

X
Risk
Fig. 1.2

Tax Benefits
Some instruments floated by the Government and semi-Government bodies enjoy tax benefits and hence their net
return is higher. Thus in India, P.O. deposits, bank deposits, Government securities, etc., are exempt from income tax
either in part or in full. Under Section 80L of IT Act, the income emanating from certain investments like bank deposits,
NSC, P.O. deposits, etc., and in respect of income from UTI units and mutual funds is exempt upto ` 12,000 p.a.
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The other forms of tax benefits are the exemption or rebate with respect to wealth tax or capital gains tax. The
investments made in specified instruments of Government and Semi-Government securities, NSS, PPF, etc., are fully
exempt from income tax. Exemption of original investment as also the income from it is granted in the case of PPF
and some selected instruments, subject to certain conditions. Since 2005-06, all these rebates under Section 80L and
Section 88 were deleted and replaced by one Section 80C, which gives exemption for specified categories of investment
upto ` one lakh only.

Marketability and Liquidity
Some Instruments are not marketable like company and bank deposits, P.O. deposits, NSC, NSS, etc. Only
advances can be secured against bank deposits and NSC subject to margins from banks. Some instruments like
preference shares and debentures are marketable but there are no buyers in many cases and hence liquidity is negligible
in respect of these instruments. Liquidity arises from the availability of marketing and trading facilities as also buyers
and sellers.

Safety vs. Riskiness
Safety is another feature which the investor desires for investments. Normally, savers invest only in safe or riskfree investments. Only a few opt for risky investments for which the returns would also be higher. Thus, a higher return
of 14% or more is available for three-year deposits of companies which are most risky. Besides, there are debentures
of companies whose yield may be more than 11%, if they are purchased at a discount in the market. But debentures
and bonds carry a coupon rate of 10%-12%. Some of the equity shares might give a better return but the general average
yield rate on equities is lower than on other types of securities available for investment. But equities are chosen more
for their capital appreciation rather than dividend yield.
The maturity period of the instrument, the creditworthiness of the issuer and the nature of the instrument, whether
debt or ownership instrument would all influence the risk, return and other features of the instrument. The Government
policy or tax treatment of the instrument, etc., would also determine the yield on the instruments.

NEED FOR TRADABILITY
The marketability and liquidity of funds depend on the tradability of the instruments of investment. In India,
although there is a wide variety of instruments, the marketability is limited to a few assets only. Thus, the assets tradable
in the money and capital markets in which individuals do invest may be set out as follows:
(a) UTI units, some schemes of Mutual Funds, etc.
(b) Units/shares of mutual funds, if they are quoted on the stock markets.
(c) Debentures of companies and bonds of public sector units, in which there is a limited market.
(d) Equity shares of companies listed on the stock exchanges.
(e) Government securities, capital investment bonds, corporate bonds, shares of PSUs etc.
There are a host of other investments made by individuals and households, which are not easily marketable. These
are not quoted on the stock markets as in the case of those, issued by private limited companies. In the case of
Government securities, PSU bonds and debentures of companies, the public interest is less but quoted on the stock
markets, and they are traded by banks, financial institutions, etc.
The assets not quoted and are not marketable are not securities, namely, (a) Bank deposits; (b) Company deposits;
(c) P.O. deposits, NSC, etc.; (d) PF and pension funds; (e) Insurance policies of LIC, GIC, etc.
Some of the above assets can be used for securing loans from banks, if liquidity is required. The investments
in PF, pension, insurance, etc., are contractual forms of saving and not regular tradable assets as such. Thus, nearly
a third of the household sector savings in the financial form is flowing into the contractual forms of investment. They
are meant to protect the future contingencies, retirement, accident and other unexpected possibilities. These contractual
savings are thus not voluntary investment avenues and have to be treated on a separate footing. They are not the usual
investment assets, either marketable or tradable. The assets which are voluntary in nature but not tradable are deposits
with banks, PO, NSCs and instruments of savings with banks and POs and investments in chit funds, investment/
finance companies, etc.
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CLASSES OF INSTRUMENTS
Instruments traded can be classified on the following criteria:
1. By ownership or debt nature of instruments.
2. By term period to maturity — short-term, medium-term and long-term.
3. By the issuer’s creditworthiness, say, Government securities or private securities or PO certificates, etc.
Ownership category instruments are equity, preference shares, deferred shares, non-cumulative preferred shares,
cumulative preferred shares, etc. Debt category assets are debentures, bonds, deposits with banks and companies, etc.
The term period of a security or the maturity period also varies from security to security and with the time of
purchase. Barring the equity shares, other securities have some maturity period and redemption. Thus, the debentures
may be up to 7 years and preference shares up to 12 years. Fixed deposits may vary from 1 to 5 years. Almost all
the debt instruments must have a maturity period, as per law.
The creditworthiness of the issuer of securities will determine the risk involved in the payment of interest and
repayment of principal. If the issuer is the Government, the risk is the least as the Government does not default. There
is no uncertainty in respect of these instruments.
The data in Table 1.1 presented below show that the various instruments can be classified by risk-return
characteristics and that the returns are variable on these instruments as also the tax treatment given by the government
in respect of these instruments. The interest rates have gone down due to flexible rate policy adopted from 2001
onwards and tax changes are taking place every year and they are subject to frequent updating by the reader. After
2005, many lending rates and deposit rates have gone up again.
Table 1.1
Investment Avenues
Name of Security
(1)
1. Post Office Saving Bank accounts
2. Saving Deposits of Banks
3. Public Provident Fund Accounts
(15 years)

Rate of Interest Per
Annum
(2)
4%

Income Tax Concession
(3)
Exempt under Sec. 10(15)(ii)

4%
8.8%

— do —
Exempt under Sec. 80C

4. Post Office Time Deposit Accounts

8.2 to 8.5%

5. Bank Fixed Deposits

8.75 to 9.6%

— NA —

6%

— do —

8.4%

— do —

6. RBI Bank Rate
7. Post Office Recurring Deposit Accounts
(period 5 years)
8. Bank’s Lending Rate
9. 5-year Post Office Monthly Income
Scheme
10. Kisan Vikas Patra
(8 years and 7 months)
11. NSC VIII Issue
(5 years)

Exempt under Section 80L

10 to 10.25%
8.5% (Payable monthly)
8.41%
(Compounded)
8.6%

— do —
Qualifying for deduction under Sec. 80L
within limit of ` 12,000.
No Deleted.
Exempt under Sections 80C

12. Units of UTI/Schemes of Mutual Funds

Variable

Included in 80L exemption Additional
` 3,000 rebated.

13. Equity Shares of Companies

Variable

1. Dividend income is not taxable for
investors.
2. Provision for a tax rebate at 20% on an
investment in eligible equity linked schemes
of ` 10,000 maximum — a rebate on
` 2,000.

14. Convertible Debentures

Variable

Taxable
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15. Non-convertible Debentures
16. Fixed Deposits of Companies or NBFCs

— do —

Taxable

Free and Variable
11% to 14%

Taxable
Dividend deductible up to ` 12,000 under
Sec. 80L.

17. Preference Shares (Redeemable or
Cumulative)

14% to 15%

18. Cumulative Convertible Preference
Shares (CCP)

10%

19. Bonds of Public Sector Companies

9%-10.5%

Taxable

9.3%

Taxable

20. Senior Citizens’ Certificates
21. RBI Relief Bonds
(since discontinued)

8%

— do —

Not Taxable
Discontinued

Note: The rates on postal instruments were lowered during 2001 to 2003. Section 80L was replaced by section 80C of I.T. Act
since 2005, which is tax free upto ` one lakh.

INVESTMENT PROFILE OF AVERAGE HOUSEHOLD
The asset preferences of an average Indian household can be analysed from the data on the savings estimates of
CSO and RBI. The data of RBI provide in particular the pattern of assets in financial form of the household sector
in India.
If an average Indian saves ` 100, nearly ` 40 is set apart for investment in physical assets like consumer durables,
housing, real estate, gold, silver, etc. The remaining ` 60 flows into various forms of financial assets, as per the latest
data.
Taking savings in the financial form, the preferences of the Indian household are such that the investor keeps
13.3% of it in cash and currency and about 45% in bank deposits, which are both riskless assets but with nil return
or low returns (0-9 per cent). There is also a category of contractual savings in the form of insurance. PF and pension
funds, whose return is also small or moderate, but are based on the requirements of insurance coverage, contingency
and precautionary requirements of individual savers. The investment in this category is about 33.6% of total financial
savings.
The relatively less risky but voluntary investments relate to UTI units and Mutual Fund Schemes whose return
is about 10%. The investment in this category is about one per cent of the financial savings of the household sector
and these enjoy some tax benefits.
This return on investment in Government securities, P.O. savings media, PSU bonds, etc., enjoy some tax
rebates. The return on these investments vary widely depending on income-tax concessions. About 24% of the financial
savings are invested in this category. Among the category of most risky investments is that of deposits with companies
(4%) and of shares and debentures (1 to 2%).
If all the above investments are arranged in the order of riskiness to get a picture of the risk aversion of the
average Indian investor, we notice that less than 10% of savings are attracted by the high return/high risk profiles,
30% flow in the form of contractual savings and 60% as currency and bank deposits which is almost riskless
investments.
If investment in public securities and private securities are taken to represent respectively, the less risky and more
risky investments, the proportion of financial savings in the form of the former is as high as 80%, and the latter 10%,
which clearly evidences the risk aversion of average household in India. Besides, a proportion of 10-12% of savings
is held in the form of currency, which is barren in return.
Leaving aside the currency holdings, the other financial assets held by the household sector are shown in the
Figure 1.3. Bulk of the investments in the public sector is indirect investment. Thus, Bank deposits, UTI units, PF
and pension funds, etc. all find their way into investments in private and public securities. Leaving aside a proportion
of statutory investments in Government, semi-Government and Trustee securities, the rest is invested in new issues of
companies, shares and debentures of existing companies, deposits with companies, etc. Thus, although only about 10%
of the direct investments of the households flow into shares, debentures and company deposits, etc., as shown in
Fig. 1.3 below, there is a large component of indirect investments by the households in the private corporate sector
through their bank deposits, PF, insurance, pension funds, UTI units, Mutual Funds, etc.
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NON-CORPORATE INVESTMENTS
In addition to securities of the corporate sector into which savings of the households flow to a minor extent, there
are a number of other avenues for investment such as deposits with commercial and co-operative banks, post office
savings banks, National Savings Certificates, Provident fund and pension fund contributions, insurance, deposits with
companies, purchase of real estate, gold and silver etc. There are other lines of investment, more frequently resorted
to by companies, financial institutions etc., such as securities of the Government and semi-government bodies, viz.,
Treasury bills, Government bonds, public sector bonds, Semi-government bonds, etc. These investments are of many
types and can be classified as follows:
1. Marketable and Non-marketable: Real estate, gold, silver, etc., are marketable and are most popular among
the households. Treasury bills, bonds and Government securities are also marketable but are popular only with financial
institutions and banks. Some of these like UTI units, tax-free bonds, etc., which enjoy a number of tax benefits are
also popular with companies and institutions in addition to individuals. The investments in the nature of deposits with
banks, companies, National Savings Certificates, etc., are not marketable as they are not transferable by endorsement.
2. Interest Payable Regularly or Reinvested: Some investments media like bank deposits pay interest quarterly or
half-yearly. Some investments will have annual interest or dividends paid as in the case of M.F. units or half yearly
on P.O. savings certificates. Some media will have the interest reinvested as in P.O. cumulative time deposits etc.
Repayments can also take the form of annuity, that is, to say, a payment combining interest with principal.
3. Payment Linked to an Event: In the case of life insurance, payment is at the event of death, accident-insurance,
at the occurrence of an accident, provident fund at the time of retirement etc. Payment out of pension funds, or out
of annuities, will be spread over a number of years.
4. Regular Savings Media of Investment vs. Lumpsum Investment at a Time: Some investment media like LIC
insurance premium or contributions to PF and insurance are regular monthly savings either voluntarily or compulsorily.
Similarly, contributions to the recurring deposit schemes of banks and post offices are regular monthly savings media.
On the other hand, purchase of NSC or a fixed deposit with a notice period or for a fixed period of time are examples
of the lumpsum investments at a time. Their tax treatment varies from time to time.

CORPORATE INVESTMENTS
Ownership and Debt
The major avenues of investment among corporate securities are equity shares and preference shares, which are
of ownership category. There are also debt instruments or fixed income securities such as debentures and fixed deposits
from the public, which are of debt category. Of these, preference shares, debentures and deposits are having a fixed
interest while equity shares are of variable dividend. The high risk is in the case of fixed deposits of companies as
they are unsecured, while equity shares are of high risk and high return category.
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Deposits with Banks
Among the non-corporate investments, the most popular are deposits with banks commercial and cooperative such
as current accounts, savings accounts and fixed deposits. On current account deposits, no interest is paid as these are
meant for regular transactions by businessmen and companies. Savings deposits are those on which interest is paid at
4%, which is the lowest among the various categories of investments. There is also the category of time deposits, which
has varying characteristics. Thus, time deposits may be recurring deposits wherein savings are deposited at regular
intervals or fixed deposits of varying maturities or with varying notice periods such as 15 days, etc. The interest rates
on these deposits vary depending upon the maturity period, from 4 to 9% at present. The banks also provide other
varieties of schemes for savings and for raising deposits from the public. The rates on some of them are fixed by the
RBI from time-to-time but many rates are now freed. The interest on these deposits is payable half-yearly or quarterly
calculated on the basis of simple interest. Some of the banks have reinvestment plans wherein the interest is reinvested
as is accrued and paid at the end of the fixed period, say, of 1 to 5 years. The principal and the accumulated interest
are paid to the investor on maturity. The co-operative banks are allowed to pay marginally higher rates of interest.

INSTRUMENTS OF POST OFFICES
The investment avenues provided by the post offices are generally non-marketable, as they are the savings media.
The only exception is Indira Vikas Patra, which are bearer bonds transferable by delivery but which are now
withdrawn. The major instruments of P.O. enjoy tax concessions such as exemption of investment contribution from
tax or interest income from tax or both up to certain limits.
1. Saving Deposits: These are savings deposited by public up to a maximum of ` 1 lakh in individual account
and ` 2 lakh in joint account. They carry interest at 4% which is tax free totally. Just as the savings deposits of
commercial and co-operative banks, these accounts are operated subject to certain conditions.
2. Fixed Deposits: These accounts are open to individuals either separately or jointly for varying fixed periods of
time, say 1 to 5 years. The interest rates vary from 6.25% to 7.5%. The interest is payable half-yearly and interest
income is tax exempt up to a limit.
3. Recurring Deposits upto 5 Years: This is an instrument of regular monthly savings. The account-holder has
to save and deposit every month a fixed amount of ` 5 or in multiple of ` 5 for 60 months. This account carries a
rate 8% on the balance to the account, compounded quarterly and payable at maturity at the end of 5 years. It has
its own rules of nomination, withdrawal, income and wealth tax exemption etc.
4. Fixed Investment with Monthly Income: Under this scheme, an individual can invest from a minimum of
` 5,000 to ` 1 lakh lumpsum for a period of six years. Interest at 8% is payable monthly and bonus of 10% at the
end of maturity, but bonus component was withdrawn in 2006.
5. Six-Year National Savings Certificates (Savings Certificate VI and VII Issues): There are various series of this
issue with slight changes with regard to payment of interest rate. These investments, as in the case of some other
instruments, are exempt from income accrued up to a limit under Section 80C. The interest along with the principal
is payable at the time of maturity; interest accrued is deemed to have been reinvested in the case of VI series, while
the same is paid half-yearly in the case of VII series. These are now discontinued.
6. Six-Year National Savings Certificates (VIII Series): This is slightly different from other NSCs. The rate of
interest payable is 8% compounded half yearly payable at maturity. Accrued interest is reinvested but is eligible for
tax rebate under Section 88 of I.T. Act. Principal is also exempt from tax from 2005-06 under Section 80C.
There are a number of other avenues of savings with POs which are tax havens such as PPF and NSS, whose
details vary from scheme to scheme.

Public Provident Fund (15 years)
The PPF deposits can be made in monthly instalments with a minimum of ` 100 and a maximum of ` 60,000
per annum. These deposits carry cumulative interest of 8% credited to the account. The account has a maturity period
of 15 years. It is not transferable, but has nomination facility. One withdrawal per financial year can be made any time
after 5 years from the end of the year in which the subscription is made. Withdrawal is limited to 50% of the balance
at the end of the fourth year. All subscriptions to PPF are completely tax free and the balances in PPF are not taken
into account for wealth tax purposes.

Introduction to Securities

13

NSS
Deposits made in NSS were completely tax exempt under Section 80C of I.T. Act but income, however, is taxable
at the time of withdrawal. Interest is credited to the account at the end of each month at the rate of 10% per annum
now. The number of deposits that can be made are only 12 in a year and the deposits have to be in multiples of
` 100 and not exceeding ` 40,000 per annum. Only one withdrawal can be made in a year up to the maximum of
the balance outstanding at the end of the fourth preceding financial year. The account can also be closed at the end
of three years from the end of the year in which the last deposit is made. A passbook is given with a nomination facility.
The scheme was withdrawn in 1992-93 Budget and a new NSS 1992 was introduced with slight variations, which
was also withdrawn in 2002.

10-Year Social Security Certificate
These certificates are in denominations of ` 500 and ` 1,000 and mature at the end of 10 years. The maturity
value of the certificate is triple the face value, giving a compound rate of interest of 10.03%. A special feature of this
is life insurance coverage. In the event of death by accident or natural cause after two years from the date of purchase,
the nominee or legal heirs receive the full maturity value immediately. This certificate can be purchased by individuals
between 18 and 45 years of age only. These are now discontinued.

Kisan Vikas Patra
These are certificates in denomination of ` 1,000, ` 5,000 and ` 10,000, which will double in 8 years and seven
months giving a compound rate of interest of 8.4%. These can be encashed after 2½ years for specified amounts of
money. This has nomination facility but is not transferable. These are discontinued now.

Public Sector Bonds
There are two categories of these bonds, namely, tax-free and taxable. The tax-free bonds are 8% bonds issued
for ` 1,000; interest compounded half-yearly and payable half-yearly. They have a maturity period of 7 to 10 years with
the facility for buy-back sometimes provided to small investors up to certain limits. The taxable bonds yield higher,
compounded half-yearly and payable half-yearly if tax rebates are considered. They have normally a face value of ` 1,000
and have buy-back facilities similar to taxable bonds.

Drought Relief Bonds (Relief Patra)
These are completely tax-free bonds. These carry 6.5% interest compounded annually with a face value of ` 1,000
and maturity period of 5 years. These investments are completely tax-free, both for wealth and income tax purposes.
Interest income, either payable or reinvestible, is also tax free. This has also nomination facility. Interest rates on P.O.
instruments were lowered by ½ percentage point in 2002 and 2003. These are also discontinued.
There are a large number of investment avenues for savers in India. Some of them are marketable and liquid
while others are more risky and less safe. Risk and return are the major characteristics which an investor has to face
and handle.
The investment avenues other than those of banks can be broadly categorised under the following heads:
(1) Corporate Shares, Debentures, or bonds.
(2) UTI and Mutual Fund Schemes.
(3) P.O. Deposits/Certificates, etc.
(4) Government and semi-government bonds/securities.
(5) P.S.U. Bonds.
The investor has to choose proper avenues from among them depending on his preferences, needs and abilities
to take the minimum risk and maximise the returns. To enable investors to know the degree of risk on debt
instruments. Credit rating is now made compulsory for them.

