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Foreword

NISM is a leading provider of high end professional education, certifications, training and research
in financial markets. NISM engages in capacity building among stakeholders in the securities
markets through professional education, financial literacy, enhancing governance standards and
fostering policy research. NISM works closely with all financial sector regulators in the area of
financial education.

NISM Certification programs aim to enhance the quality and standards of professionals employed
in various segments of the financial services sector. NISM’s School for Certification of
Intermediaries (SCI) develops and conducts certification examinations and Continuing Professional
Education (CPE) programs that aim to ensure that professionals meet the defined minimum
common knowledge benchmark for various critical market functions.

NISM certification examinations and educational programs cater to different segments of
intermediaries focusing on varied product lines and functional areas. NISM Certifications have
established knowledge benchmarks for various market products and functions such as Equities,
Mutual Funds, Derivatives, Compliance, Operations, Advisory and Research.

NISM certification examinations and training programs provide a structured learning plan and
career path to students and job aspirants who wish to make a professional career in the Securities
markets. Till March 2023, NISM has issued more than 17 lakh certificates through its Certification
Examinations and CPE Programs.

NISM supports candidates by providing lucid and focused workbooks that assist them in
understanding the subject and preparing for NISM Examinations. The book covers all important
topics to impart basic knowledge of the Indian securities markets to the participants and the
related rules and regulations. These include the basics of the Indian Securities Markets, processes
involved in Primary and Secondary Markets and the schemes and products in Mutual Funds and
Derivatives Markets in India. The book also covers the essential steps in financial planning process.
It will be immensely useful to all those who want to learn about the various aspects of securities
markets.

Dr. C.K.G. Nair
Director
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Disclaimer

The contents of this publication do not necessarily constitute or imply its endorsement,
recommendation, or favoring by the National Institute of Securities Markets (NISM) or the
Securities and Exchange Board of India (SEBI). This publication is meant for general reading and
educational purpose only.

The statements/explanations/concepts are of general nature and may not have taken into account
the particular objective/ move/ aim/ need/ circumstances of individual user/ reader/
organization/ institute. Thus, NISM and SEBI do not assume any responsibility for any wrong move
or action taken based on the information available in this publication.

Therefore, before acting on or following the steps suggested on any theme or before following
any recommendation given in this publication user/reader should consider/seek professional
advice.

The publication contains information, statements, opinions, statistics and materials that have
been obtained from sources believed to be reliable and the publishers of this title have made best
efforts to avoid any errors. However, publishers of this material offer no guarantees and
warranties of any kind to the readers/users of the information contained in this publication.

Since the work and research is still going on in all these knowledge streams, NISM and SEBI do not
warrant the totality and absolute accuracy, adequacy or completeness of this information and
material and expressly disclaim any liability for errors or omissions in this information and material
herein. NISM and SEBI do not accept any legal liability what so ever based on any information
contained herein.

While the NISM Certification examination will be largely based on material in this workbook, NISM
does not guarantee that all questions in the examination will be from material covered herein.
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About NISM Certifications

The School for Certification of Intermediaries (SCI) at NISM is engaged in developing and
administering Certification Examinations and CPE Programs for professionals employed in various
segments of the Indian securities markets. These Certifications and CPE Programs are being
developed and administered by NISM as mandated under Securities and Exchange Board of India
(Certification of Associated Persons in the Securities Markets) Regulations, 2007.

The skills, expertise and ethics of professionals in the securities markets are crucial in providing
effective intermediation to investors and in increasing the investor confidence in market systems
and processes. The School for Certification of Intermediaries (SCI) seeks to ensure that market
intermediaries meet defined minimum common benchmark of required functional knowledge
through Certification Examinations and Continuing Professional Education Programmes on Mutual
Funds, Equities, Derivatives Securities Operations, Compliance, Research Analysis, Investment
Advice and many more.

Certification creates quality market professionals and catalyzes greater investor participation in
the markets. Certification also provides structured career paths to students and job aspirants in
the securities markets.
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About the Certification Examination for Securities Markets Foundation

The NISM-Series-XIl: Securities Markets Foundation Certification Examination is for entry level
professionals, who wish to make a career in the securities markets. This certification examination
will also be useful to all those individuals who are interested in acquiring a basic knowledge of the
Indian Securities markets, including:

e Entry level professionals in the securities markets

e Employees of intermediaries functioning in the securities industry

e Professionals in other industries interested in gaining knowledge of the securities markets
e Students

e Homemakers

e Teachers

The purpose of this exam is to impart basic knowledge of the Indian securities markets to the
participants and related rules and regulations.

This examination is a voluntary examination.
Examination Objectives

On successful completion of the examination, the candidate should:

e Know the basics of the Indian Securities Markets.
e Know the various processes involved in Primary and Secondary Markets
e Understand the schemes and products in Mutual Funds and Derivatives Markets in India.

Assessment Structure

The examination consists of 100 questions of 1 mark each and should be completed in 2 hours.
The passing score on the examination is 60%. There shall be no negative marking.

How to register and take the examination

To find out more and register for the examination please visit www.nism.ac.in
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Important

e Please note that the Test Centre workstations are equipped with either Microsoft Excel or
OpenOffice Calc. Therefore, candidates are advised to be well versed with both of these

softwares for computation of numericals.

e The sample questions and the examples discussed in the book are for reference purposes
only. The level of difficulty may vary in the actual examination.
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CHAPTER 1: UNDERSTANDING SECURITIES MARKETS AND PERFORMANCE

LEARNING OBJECTIVES:

After studying this chapter, you should know about:
e Securities markets and the definition of securities
e Structure of securities markets and its participants
e Role of securities markets in allocation of capital

e Recent technological advances related to cyber security and regulatory sandbox

1.1 Securities Markets

Financial market consists of various types of markets (money market, debt market, equity market);
investors (buyers of securities), issuers of securities (users of funds), intermediaries and regulatory
bodies (SEBI, RBI etc.). The components of the Indian financial market can be illustrated through
Figure 1.1. In this book, the focus will be on the securities markets.

Figure: 1.1 Components of Indian Financial Markets

Financial
Market
| -
| 1 |
Securities Currenc
Money Market Market Markety

[ [
1 1 1 1

Organised Unorganised . Secondary
Money Market Money Market Primary Market Market
Short Term Money Lenders
Lending / / Indigenous
Borrowing Bankers

The securities markets provide a regulated institutional framework for an efficient flow of capital
(equity and debt) from investors to businesses in the financial market system. It provides a channel
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for allocation of savings to investments. Thus, the savings of households, business firms and
government can be channelized through the medium of securities market to fund the capital
requirements of a business enterprise and government.

Savings are linked to investments by a variety of intermediaries through a range of complex
financial products called “securities”. Securities are financial instruments issued by companies,
financial institutions or the government to raise funds. These securities are purchased by investors
who in turn convert their savings into financial assets.

1.2 Securities

The term “securities” has been defined in Section 2 (h) of the Securities Contracts (Regulation) Act,
1956. The Act defines securities to include:

a) shares, scrips, stocks, bonds, debentures, debenture stock or other marketable securities
of a like nature in or of any incorporated company or a pooled investment vehicle or other
body corporate;

b) derivative?;

c) units or any other instrument issued by any collective investment scheme to the investors
in such schemes;

d) security receipt as defined in clause (zg) of section 2 of the Securitisation and
Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002;

e) units or any other such instrument issued to the investors under any mutual fund scheme
(securities do not include any unit linked insurance policy or scrips or any such instrument
or unit, by whatever name called which provides a combined benefit risk on the life of the
persons and investment by such persons and issued by an insurer refer to in clause (9) of
section 2 of the Insurance Act, 1938(4 of 1938));

f) units or any other instrument issued by any pooled investment vehicle;

g) any certificate or instrument (by whatever name called), issued to an investor by any issuer
being a special purpose distinct entity which possesses any debt or receivable, including
mortgage debt, assigned to such entity, and acknowledging beneficial interest of such
investor in such debt or receivable, including mortgage debt, as the case maybe;

2 As per SCRA, derivative includes (i) a security derived from a debt instrument, share, loan, whether secured or
unsecured, risk instrument or contract for differences or any other form of security; (ii) a contract which derives
its value from the prices, or index of prices, of underlying securities; (iii) commodity derivatives; and (iv) such
other instruments as may be declared by the Central Government to be derivatives.

14
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h)

j)

government securities;

such other instruments as may be declared by the Central Government to be securities
(including onshore rupee bonds issued by multilateral institutions like the Asian Development
Bank and the International Finance Corporation, electronic gold receipts3, zero coupon zero

principal instruments?);

rights or interest in securities.

1.2.1 Features of Securities:

A security represents the terms of exchange of money between two parties. Securities are
issued by companies, financial institutions or the government and are purchased by
investors who have the money to invest.” The broader universe of savers with surplus to
invest is available to the issuers of securities; a universe of wider options is available to
savers to invest their money in.

Security issuance allows borrowers to raise money at a reasonable cost while security
ownership allows investors to convert their savings into financial assets which provide a
return. Thus, the objectives of the issuer and the investor are complementary, and the
securities market provides a platform to mutually satisfy their goals.

The business enterprises issue securities to raise money from the entity with surplus funds
through a regulated contract. The enterprise lists these securities on a stock exchange to
ensure that the security is liquid (can be sold when needed) and provides information
about its activities and financial performance to the investing entity.

The issuer of the security provides the terms on which the capital is being raised.

The investor in the security has a claim to the rights represented by the securities. These
rights may involve ownership, participation in management or claims on assets.

Securities can be broadly classified into equity and debt. The terms of issue, rights of
investors, risk and return for these two classes of securities varies widely. Return refers to
the benefits that the investor will receive from investing in the security. Risk refers to the
possibility that the expected returns may not materialise. For example, a company may
seek capital from an investor by issuing a bond. A bond is a debt security, which means it
represents a borrowing of the company. The security will be issued for a specific period, at
the end of which the amount borrowed will be repaid to the investor. The return will be in
the form of interest, paid periodically to the investor, at a rate and frequency specified in

3Vide Gazette notification dated December 24, 2021, Central Government has declared ‘Electronic Gold Receipt’ as
securities. Electronic Gold Receipt means an electronic receipt issued on the basis of deposit of underlying physical
gold in accordance with SEBI regulations.

4 Vide Gazette notification dated July 16, 2022, Central Government has declared ‘Zero Coupon Zero Principle
Instrument’ as securities. Zero Coupon Zero Principle Instrument means an instrument issued by not-for-profit
organisations registered with Social Stock Exchanges.

SDerivatives are created by exchanges.
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the security. The risk is that the company may fall into bad times and default on the
payment of interest or return of principal or both.

e Aninvestor has the right to seek information about the securities in which he invests. For
example, when investors buy the bond, they can seek information about the company, ask
for evaluation of its ability to repay the borrowed amount, seek the rights to claim their
dues if the company shuts down, and also have the benefit of a liquid market in which they
can sell off the security if they do not like to bear the risks. Thus, the institutional structure
of securities markets enables assuming risks in exchange for returns, evaluating the risks
and return based on information available about the security, and transferring of risk when
the investor sells the security to another investor who may be willing to bear the risk, for
the expected return.

Those who need money can source it from those who have it, primarily through two means:

a. A one-to-one transaction, whose terms are determined and agreed to mutually
b. A standard security, whose terms are accepted by both parties

What is the difference between these two choices? Assume that a bank accepts a 1-year deposit
from a customer. This is a transaction between the bank and its customer. The bank has borrowed
the money; the customer has lent the money. The bank will repay the deposit only to the
customer. The interest rate is fixed when the deposit is accepted. The deposit has to be kept for a
1-year period. If the customer needs money earlier than that, the deposit can be broken but may
be subject to penalties. The bank may issue a fixed deposit receipt to the customer, but that
receipt is not transferable.

Assume instead that, the bank issues a certificate of deposit (CD), which is a security. The CD is
also for 1-year and carries the same interest rate as the deposit. But the similarities end there. The
customer can either hold the CD till its maturity or can transfer it to another customer before the
maturity date. The investor who holds the CD on the date of its maturity submits it to the bank
and collects the maturity value. When the CD transfers from one investor to another, the price is
determined based on what both agree as the market rate at that time.

When a monetary transaction between two parties is structured using a security, the flexibility to
both parties is higher. Bank deposits, inter-corporate deposits, company fixed deposits, deposits
with housing finance and other finance companies, chit funds and benefit funds are all not
securities. Insurance policies are also contracts and are not securities. Investment in provident
funds or pension funds is also not investment in securities. All these are financial arrangements
between two parties that are not in the form of transferable securities.

16
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1.3 Securities Markets: Structure and Participants
Structure

The market in which securities are issued, purchased by investors, and subsequently transferred
among investors is called the securities market. The securities market has two interdependent and
inseparable segments, viz., the primary market and the secondary market.

The primary market, also called the new issue market, is where issuers raise capital by issuing
securities to investors. The secondary market, also called the stock/securities exchange, facilitates
trade in already-issued securities, thereby enabling investors to exit from an investment. The risk
in a security investment is transferred from one investor (seller) to another (buyer) in the
secondary markets. Thus, the primary market creates financial assets, and the secondary market
makes them marketable.

Participants

Investors and issuers are the main building blocks of a securities market. Issuers supply securities
and create a demand for capital and investors buy the securities and thereby provide the supply
of capital. Interaction between investors and borrowers is facilitated through financial
intermediaries who are the third component of the market. The entire process of issuance,
subscription and transaction in securities is subject to regulatory control and supervision.

There are several major players in the primary market. These include the merchant bankers,
mutual funds, financial institutions, foreign portfolio investors (FPIs), insurance companies,
individual investors, bankers to the issue, brokers, and depository participants; the issuers include
companies, bodies corporate. The role of stock exchanges in the primary market is limited to the
extent of listing of the securities.

The constituents of secondary market are stock exchanges, stock brokers (who are members of
the stock exchanges), asset management companies (AMCs), financial institutions, foreign
portfolio investors (FPIs), investment companies, individual investors, depository participants and
banks.

The Registrars and Transfer Agents (RTAs), custodians and depositories are capital market
intermediaries, which provide important infrastructure services to both the primary and
secondary markets.

Investors
Investors are individuals or organisations with surplus funds which can be used to purchase
securities. The chief objective of investors is to convert their surplus and savings into financial

assets that earn a return. Based on the size of the investment and sophistication of investment
strategies, investors are divided into two categories--retail investors and institutional investors.

17
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Retail investors are individual investors who invest money on their personal account. Institutional
investors are organizations that invest large sum of money and employ specialised knowledge and
investment skills.

For instance, if A saves Rs.5000 from her salary every month and uses it to buy mutual fund units,
she is a retail investor, whereas an institution like ABC Mutual Fund which buys 50,000 shares of
XYZ Industries Ltd., is an institutional investor.

Institutional investors are companies, banks, government organisations, mutual funds, insurance
companies, pension trusts and funds, associations, endowments, societies and other such
organisations that may have surplus funds to invest.

Some of the institutions such as mutual funds are institutional investors by objective i.e. their
primary business is to invest in securities. Other institutions may be into some other primary
business activities, but may have surplus funds to be invested in securities markets. Some other
institutions such as banks and financial institutions may operate in the financial markets in various
capacities, but also have an actively managed treasury department that efficiently deploys money
in the securities markets to earn a return. Institutional investors manage their returns and risk
through formal processes for (a) evaluating and selecting the securities they buy; (b) reviewing
and monitoring what they hold, and (c) formally managing the risk, return and holding periods of
the securities they hold.

Issuers

Issuers are organizations that raise money by issuing securities. They may have short-term and
long-term need for capital and they issue securities based on their need, their ability to meet the
obligations to the investors, and the cost they are willing to pay for the use of funds.

Issuers of securities have to be authorised by appropriate regulatory authorities to raise money in
the securities markets. The following are common issuers in the securities markets:

a. Companies issue securities to raise short-term and long-term capital for conducting their
business operations.

b. Central and State Governments issue debt securities to meet their requirements for short
term and long term funds to finance their deficits. (Deficit is the extent to which the expenses
of the government are not met by its income from taxes and other sources).

C. Local governments and municipalities may also issue debt securities to meet their
development needs. Government agencies do not issue equity securities.

d. Financial institutions and Banks may issue equity or debt securities for their capital needs
beyond their normal sources of funding from deposits and government grants.

18
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e. Public Sector Companies which are owned by the government may issue securities to public
investors as a part of the disinvestment program of the government i.e. when the government
decides to offer its holding of these securities to public 