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Introduction

“Abundance” is probably one of the greatest desires of mankind.   In business, people strive to obtain maximum advantage, which they believe would eventually lead to maximum returns.  The business world of today is also delicately balanced with numerous determinants playing a part in trying to enhance human life. 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 one invest? 
1. To make money grow - 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 next generation.

2. Shield 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. 

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.

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

1. Return Expected On Investment

2. Risk Profile 

3. Time horizon

4. Liquidity and Ease of Transferablility

5. Periodicity Of Returns

6. Personal and Other Obligations

7. Tax 

8. Inflation

9. Availablilty of Funds

Where do one get the required funds from?

The Habit of Saving
There is always a first time for everything so also for investing. If you are not in the habit of saving sufficient amount every month, then you are not ready for investing. Our advice is :- 

1. Recognize the easy ways you can trim your expenses without difficult sacrifices. 

2. Change that credit card habit to a wise spending plan. 

3. Save to atleast 4-5 months of your monthly income for emergencies

4. Save atleast 30-35 per cent of your monthly income. 

5. Prepare a realistic budget that works for your family. 

6. Minimize the taxes you pay. 

7. Develop a workable retirement plan. 

8. Understand all your investment options and choose the ones that makes sense for you. 

9. Identify your financial plans and make realistic decisions that can take you there.

Different investment options and their current market rate of returns. 

The investment options before you are many. Pick the right investment tool based on the risk profile, circumstance, time zone available etc. Remember that risk and returns are directly proportional to each other. A brief preview of different investment options is given below:

1. Equities: Investment in shares of companies is investing in equities. Stocks can be bought/sold from the exchanges (secondary market) or via IPOs – Initial Public Offerings (primary market). Stocks are the best long-term investment options wherein the market volatility and the resultant risk of losses, if given enough time, is mitigated by the general upward momentum of the economy. There are two streams of revenue generation from this form of investment. 

1.1. Dividend: Periodic payments made out of the company's profits are termed as dividends. 

1.2. Growth: The price of a stock appreciates commensurate to the growth posted by the company resulting in capital appreciation. 

Good portfolio management, precise timing may ensure a high return ranging from 25% to 40% or more. 

2. Bonds/ Fixed Income Securities: It is a fixed income(debt) instrument issued for a period of more than one year with the purpose of raising capital. The central or state government, corporations and similar institutions sell bonds. A bond is generally a promise to repay the principal along with fixed rate of interest on a specified date, called as the maturity date. Other fixed income instruments include bank fixed deposits, debentures, preference shares etc. The average rate of return on bonds and securities has been around 10 - 12 % p.a. 

3. Certificate of Deposits : These are short - to-medium-term interest bearing, debt instruments offered by banks. These are low-risk, low-return instruments. There is usually an early withdrawal penalty. Savings account, fixed deposits, recurring deposits etc are some of them. Average rate of return is usually between 4-8 %, depending on which instrument you park your funds in. 

4. Mutual Fund : These are open and close ended funds operated by an investment company which raises money from the public and invests in a group of assets, in accordance with a stated set of objectives. It’s a substitute for those who are unable to invest directly in equities or debt because of resource, time or knowledge constraints. Benefits include diversification and professional money management. Shares are issued and redeemed on demand, based on the fund's net asset value, which is determined at the end of each trading session. The average rate of return as a combination of all mutual funds put together is not fixed but is generally more than what earn in fixed deposits. However, each mutual fund will have its own average rate of return based on several schemes that they have floated. In the recent past, MFs have given a return of 18 – 30 %. 

5. Foreign Currency: Holding assets in foreign currency are considered more of an hedging tool (risk management) rather than an investment. 

6. Cash Equivalents: These are highly liquid and safe instruments which can be easily converted into cash, treasury bills and money market funds are a couple of examples for cash equivalents. 

7. Insurance: Strictly speaking insurance is not an investment but a hedging tool.

8. Gold
9. Real Estate
10. Commodities
11. Arts and Crafts
12. Antiques
Financial System

Generally, the Financial System is broadly classified into two groups:

1. Organised Sector 

1.1. The Banking System 

1.2. The Co-operative System 

1.3. Development Banking System 

1.4. Money Markets 

1.5. Financial Companies/Institutions

2. Unorganised Sector 

2.1. Money Lenders

2.2. Indigenous Bankers

2.3. Lending Pawn Brokers

2.4. Landlords

2.5. Traders

There are also a host of financial companies, investment companies, chit funds, etc. in the unorganised sector. The Central Bank or the government does not regulate these in a systematic manner. 

The Financial System can also be divided into Financial Services Users & Providers

1. Users 

1.1. Households

1.2. Business

1.3. Government

2. Providers

2.1. Central Bank 

Important functions include:

a. Co-operate with the Ministry of Finance in formulating and implementing monetary and exchange rate policy.   

b. Act as banker to the government and other banks and thus plays an important role in the markets as decisions concerning interest rates. 

c. Issuing of bank notes and coins 

d. Supervising the country’s gold and foreign exchange reserves.  In this function it plays an important role in maintaining a stable exchange rate 

e. Supervising registered banks 

f. Settlement of claims and payments between banks 

g. Lender of last resort for the banks

2.2. Banks 

2.3. Financial Institutions 

2.4. Money And Capital Markets 

2.5. Informal Financial Enterprises 

Markets in a Financial System

Markets can be classified into different categories depending on the 

1. Characteristic of the market 

2. Instrument used to create categories.  

When the markets are classified based on the term to maturity of the securities, they can classify as. 

1. Capital market is the market for the issue and trade of long-term securities. Instruments used are: 

1.1. Interest Rate/Coupon Rate Securities- Fixed rate of return

1.2. Zero Rated Coupons- No interest but depends on market value

1.3. Asset Backed Bonds- Asset exist and backed by bonds then its value dependent on the value of bond

2. Money market is that of short-term securities. Instruments used are:

2.1. Negotiable Certificate Of Deposit- Certificate issued by a bank for a deposit made.

2.2. Government Stock and Other Short Term Interest Rate Instruments- Issued for long-term periods with more than one interest payment before redemption
2.3. Bankers Acceptance- Suits to the temporarily finance and facilitate the trading of specific goods.

2.4. Treasury Bills- Issued by Central Bank for Short term

2.5. Commercial Paper and other discount instruments- short term unsecured promissory notes issued by high credit rated corporates

3. Other Markets:

3.1. Equity Market- Equity is often referred to as being the shares of a company. It is, however, much broader than just the shares of a company, since equity includes all the risk capital of a company. The risk capital includes the reserves, irredeemable preference capital in issue, minority interests less goodwill and, in some cases, debentures. The most common types of securities issued and traded on the stock exchange are the following: 

3.1.1. Ordinary shares- Shares with voting power, representing one vote per share, and earning dividends if the profit is sufficient 

3.1.2. N-shares, A-shares and B-shares- These shares often have different rights compared to ordinary shares, for instance, different voting power. They often have less voting power than ordinary shares and are issued to raise additional capital without affecting control of major shareholders 

3.1.3. Preference shares, convertible preference shares, cumulative preference shares, redeemable preference shares and debentures. These are securities normally without voting power but with a preference to a dividend or interest above the ordinary shares 

3.1.4. Nil paid letters- When a listed company wants to raise additional capital it may give existing shareholders the first right to buy the new shares issued in proportion to the shareholding. For this right, a letter is issued which is called a nil paid letter (NPL). This letter (representing the right to take up shares) can be sold in the market.

3.2. Foreign Exchange Market- The foreign exchange market is the market where currencies of different countries are traded.  Because different countries in the world buy goods and services from one another, the different currencies change hands between countries. A loan of money could also be made between two countries, and the loan plus interest must then be paid back in the currency of the country that lent the money to the other country.  In general, foreign currency can be described as all cash held and claims payable in a currency other than that of the local country.When goods such as financial instruments are traded in a market and when there are certain differences between transactions done in these markets, they can be categorised in different categories, two of which are the following: 

1. The timing difference between the closing of the transaction and the delivering of the goods or settlement of the transaction 

2. The difference in certainty that the other party will honour the transaction. 

In the spot market, the closing of the transaction and the delivery of the goods take place simultaneously or within a short-term time span prescribed by the specific market.   Uncertainty about delivery from the other party is very limited; otherwise no transaction would take place. 

The forward market is the market where a transaction is closed in the present, and the settlement of the transaction and the delivery of goods are in the future.   The delivery date and the price are determined at the closing of the transaction.   Because of the time lapse between the closing and the settlement of the transaction, the risk that one of the parties might not be able to deliver at the settlement date is higher than in the spot market. 

The futures market is similar to the forward market, except that in the futures market, the risks of settlement and quality of the product are addressed.  The same transaction as in the forward market would be closed, with the addition of the standardisation of the amount of goods, the quality of the goods and guarantee (by an exchange) of the payment of the price and delivery of goods or cash settlement of the difference. 

3.3 Derivatives Market-  To lower the risk of a financial transaction, the risk can be sold to people or institutions that are willing to take on that risk without immediately taking over the effects of the transaction. The trading of risks created a market for the hedging of risks involved in financial transactions, which is a market derived from the original financial transaction.   Contracts are drawn up for these kinds of transactions and because these contracts are derived from the original financial transaction, they are called derivatives. Derivatives such as future contracts and options are instruments whereby price risks are reallocated from those not willing to accept the risk and placed with those who are willing to accept the risk. Types of Derivatives

3.3.1
Future- A future is a derivative that is used to transfer the price risk of the underlying instrument from one party to another.  A future is thus a contract between two parties whereby the one party (the buyer) agrees to buy an underlying asset from the other party to the contract on a specific future date, and at a price determined at the close of the contract. Most futures are cash settled   with a determinable value. An underlying asset like a bond, a currency such as US dollars, a commodity, etc. 

3.3.2 Option- With an option the risk in a position or transaction can be transferred to another party by paying that party an amount (called a premium) for taking on the risk.There are two kinds of options. 

3.3.2.1 An option to buy something.  This is known as a call option. 

3.3.2.2 An option to sell something.  This is called a put option. 

The formal definition of a call option would be that it grants the buyer the right but does not confer an obligation to purchase a certain quantity of the underlying asset at a predetermined price.  The price at which the purchase of the underlying asset will take place if the option is exercised is called the strike price, and this is decided at the initial closing of the option contract.  The amount or-price paid for the option when the option is bought, is called the option premium.

Likewise, a put option would grant the buyer the right but does not impose an obligation to sell the underlying instrument at a predetermined price.

A further parameter of an option is the period that the holder has to exercise the option.

1. An American option can be exercised and settled at any time up to the expiry date. 

2. A European option can only be exercised using the market prices valid on expiry date and is settled on or within a short time after the expiry date. 

3.3.3 Interest Rate Derivatives

3.3.3.1 Forward Rate Agreements- A forward rate agreement can offer protection against unfavourable movements in interest rates for future borrowings or investments.  A forward rate agreement determines the interest rate for a borrowing or an investment for a certain period, with the borrowing or investment starting at a specified date in the future.  The FRA is an agreement based on a notional principal amount, and the settlement takes place in cash on a prespecified date that is normally the starting date of the underlying investment or borrowing.


An FRA will have two interest rates in the contract:

1. A fixed rate, which is the rate that the buyer will pay to the seller on the specified loan.  The buyer thus fixes the interest rate that he will pay on a loan. 

2. A floating rate, which is the rate that the seller will pay to the buyer on the specified loan.  The seller can thus convert his fixed rate loans to a floating rate loan, and gain from a fall in interest rates. 


The fixed rate specified in the contract will be compared to the specific floating rate on the starting date of the underlying investment/loan, and a net payment will be made by or to the buyer/seller.


One of the common rates used as the floating rate is the 90-day BA rate converted to a yield

3.3.3.2 Interest Rate Swaps- An interest rate swap agreement is an agreement between two parties to swap a fixed rate and a floating rate paid on loans of a certain notional principal for a certain period.  If a company, for instance, pays a floating rate on a loan, and the company is of the opinion that the market rates and the floating rate will increase, it could swap its floating rate with another company paying a fixed rate on a loan but with a different opinion about interest rates.  In the case of an interest rate swap (as with an FRA), both parties are exposed to the upside (interest rates moving as anticipated) and the downside (interest rates moving in the opposite direction from the anticipated direction).

3.3.3.3 Interest Rate Swaptions- A swaption is an option on a swap agreement.  The option is bought at a premium, and it can be an American or a European option.  The starting date of the swap agreement will be the settlement date of the option (normally the same as the date that the option is exercised).  The terms of the swap would be agreed at the time the writer writes the option, and that would be the underlying instrument of the option.

3.3.3.4 Interest Rate Caps - The interest rate cap agreement was developed to protect the buyer of the cap against rising interest rates.  Where a company, for instance, pays a floating rate on a loan and is scared that interest rates might increase, resulting in the company paying more interest, it can buy an interest rate cap.  This is an agreement whereby a maximum rate (the cap rate) for a floating rate is agreed upon with the effect that, should the floating rate increase above the cap rate, the seller would pay the buyer the difference between the floating rate and the cap rate, calculated on an agreed notional principal amount for a certain period.  Because the seller is the only party taking a risk in the agreement, the buyer has to pay the seller a premium for the agreement

3.3.3.5 Interest Rate Floors - Interest rate floor agreements were designed for investors to hedge against decreasing interest rates.  An investor buying an interest rate floor, specifies a minimum rate (the floor rate).  The floating rate in the agreement must drop below the floor rate before any cash payment takes place between the two parties.  An interest rate floor agreement is thus an agreement whereby the minimum rate (the floor rate) for a floating rate is agreed upon with the effect that, should the floating rate decrease to a level below the floor rate, the seller would pay the buyer the difference between the floor rate and the floating rate, calculated on a notional principal amount, and for a certain period.  The seller takes on the risk of decreasing interest rates, and will be paid a premium by the buyer.

Similar to an interest rate cap agreement, a notional principal amount will be agreed on and a term for the contract will be specified, together with reset and settlement dates.  Calculations of payments take place when the floating rate is below the floor rate, and the calculation will be similar to that used for the cap calculation.

3.3.3.6 Interest Rate Collars

An interest rate collar agreement is a combination of cap and floor agreements.  This will normally be done when there is a strong opinion that rates will move only in one direction and protection is needed for that move.  Depending on the floor and cap rate specified in the collar agreement, no premium or a very small premium might be payable.

The purchase of a collar is the simultaneous purchase of a cap and the sale of a floor.

The sale of a collar is the simultaneous sale of a cap and the purchase of a floor.

With the purchase of a collar agreement, a fixed rate investment can be changed to a floating rate investment outside the cap and floor rate specified.

3.4 Auction Market

3.5 Commodities Market

3.6 Government Securities / Gilt Markets

3.7 Credit Markets

3.8 Gold & Silver

3.9 Real Estate

3.10 Insurance
Financial Instruments

There are numerous financial instruments available to investors and financial managers. Each year new instruments arrive on the market and some leave. Many of the large investment houses have researchers developing new types of instruments. 

An example of a recent innovation is the Caput. This instrument is an option on an option. Some investment houses have been selling call options (an option to buy at a prespecified price) on put options (an option to sell at a prespecified price). We will examine methods to price these types of exotic instruments later. 

The following is a short list of some of the instruments available. They can be split into a number of broad categories. 

1. Money Market Instruments

These instruments are short-term cash substitutes. They usually have short maturities (one year or less), little or no default risk, and are highly liquid.
1.1. Treasury Bills Treasury Bills have maturities of up to one year. They are purchased at a discount from face value. T-Bills are usually traded in $10,000 denominations. 

1.2. Federal Agency Securities Federal Agencies such as the Federal Home Loan Bank System (which lends to the nation's Savings and Loan Banks) often issue discount notes that resemble T-Bills. 

1.3. Municipal Notes Municipal Notes are debt securities issued by state and local governments. The notes are interest bearing with maturities that range from a month to more than a year. The interest from these notes is exempt from federal taxation and usually exempt from state income tax. 

1.4. Certificates of Deposit Certificates of Deposit are large deposits ($100,000 or more) placed in commercial banks at a stated rate of interest. There are also variable rates CDs. For example, if a month variable rate CD was purchased, at every roll date (30 days) the bank resets the coupon. A third type of CD is the Eurodollar CD. This is simply a certificate of deposit issued in U.S. dollars at a foreign bank (usually U.S. branches in London or the Caribbean). 

1.5. Commercial Paper Commercial Paper is issued by large corporations as an alternative to securing short-term bank loans. Commercial paper is an unsecured promissory note and is usually issued on a discount basis. Most of the paper issued is 30 days in maturity although paper can be issued up to 270 days. 

1.6. Repurchase Agreements Repurchase Agreements are contractual agreements between two parties to buy and sell U.S. government securities at particular points in time. Dealers usually use repos. If the dealer has a large inventory of T-Bills (which might exceed the firm's capital), this inventory has to be financed. The dealer could get a bank loan or he could enter into a repurchase agreement with some other party (e.g. a local government) that happens to be cash rich. The dealer will sell his inventory to the other party and will agree to repurchase at a fixed price on a certain date. 

1.7. Bankers' Acceptances Bankers' Acceptances have traditionally arisen from international trade. The acceptance is a time draft, which the accepting bank has agreed to pay at a specified future date. It is best illustrated by an example. Suppose I want to import digital audio tape players from Japan. I have my U.S. bank write a letter of credit to the exporter's bank in Japan guaranteeing the payment for the DAT players. After receiving the letter, the exporter ships the machines and prepares a draft on the U.S. bank. The Japanese bank pays the exporter. The draft is then sent to the U.S. bank where it is accepted. A bankers' acceptance has been created. It can be returned to the Japanese bank (if Japanese bank wants to hold it as an investment), it can be kept by the U.S. bank (if the Japanese bank wanted cash immediately) or it can be sold on the open market. The bankers' acceptance is essentially a promissory note, which stipulates a payment date and the amount of payment. Borrowers who are too small or too risky to issue commercial paper use often bankers’ acceptances. 

1.8. Eurodollars Eurodollars are simply U.S. dollar deposits in foreign banks. The deposits are often made for fixed time interval at a stated rate of interest. The Eurodollar market is quite liquid and it offers the advantage of not being regulated the U.S. government. 

1.9. Federal Funds Federal Funds are only available to banks that are members of the Federal Reserve System. Banks that are members of the system are required to keep required reserves with the Federal Reserve. Since interest is not paid on these required reserves, it is in the member bank's interest to keep the reserves at the minimum level. Since it is impossible to predict the day-to-day withdrawals and deposits, some member banks will have deficiencies and some will have surpluses. The Fed funds market allows banks with excess reserves to lend to those with deficiencies. Most of the Fed funds market trading is done on an overnight basis.

2. Fixed-Income Capital Market

These instruments are characterized by longer-term maturities (greater than a year), their default risk is sometimes higher and they are generally less liquid.
2.1
U.S. Savings Bonds U.S. Savings Bonds are generally sold to individuals are non-negotiable. Series EE bonds are essentially discount bonds (no periodic cash payments) while series HH bonds pay interest semiannually. 
2.2. U.S. Treasury Notes U.S. Treasury Notes are having maturities of 1 to 10 years and pay interest on a semiannual basis. 
2.3. U.S. Treasury Bonds U.S. Treasury Bonds are similar to treasury notes with maturities ranging from 5 to 35 years. Some bonds have call provisions, which allow the federal government to retire the issue at a stated price at most 5 years prior to maturity.
2.4. U.S. Agency Issues U.S. Agency Issues are sold by government agencies to support their financial activities. Although the U.S. government backs not all of the agencies’ securities, they are considered low risk because of implied government backing
2.5. Municipal Issues States, counties, cities and other political corporations sell municipal Issues. The most important feature of the municipal bonds is their tax treatment. 
2.6. Corporate Issues Corporate Issues are usually term bonds with maturity of 5 years or more. The bond's indenture sets forth the repayment schedule; call provisions, restrictions on dividend payments and types of collateral. Unsecured bonds are known as debentures. In the event of liquidation, the debenture holders are paid after the other bond holders (ones with collateral) have been reimbursed.
2.7. Eurobonds Eurobonds are U.S. dollar bonds that offered outside of the United States. Since the Euro market is unregulated and untaxed, there is considerable advantage in using these instruments. 

3. Equity Securities 

These securities represent a residual claim on the assets of a corporation, i.e., all the fixed income obligations must be paid first.
3.1 Preferred Stock Preferred Stock is a security with a defined, fixed periodic claim on the income of a firm. Dividends on preferred stock must be paid before dividends on common stock. 
3.2. Common Stock Common Stock is the residual claim to the earnings of the corporation. Payment of dividends is discretionary.

4. Other Instruments 

The fourth category consists of all the other types of instruments such as Futures and Options. 
4.1 Investment Company Shares Investment Company Shares take two forms: close-ended and open-ended. Investment companies sell shares to the public and use the proceeds to invest in debt and equity instruments. Open-ended investment companies are known as mutual funds. All transactions take place between the mutual fund and the investor. The price that the mutual fund will buy or sell shares is pegged at the net asset value of its portfolio of securities. A close-ended fund obtains all of its capital with some initial public offering. After the offering, the shares trade on the secondary market. 
4.2. Options Options give the owner the right to buy or sell a particular security at a prespecified price on or before a prespecified expiration date. Note that the option has no direct claim on the assets of the firm. For this reason, options are sometimes referred to as secondary securities. Investors -- not the firm, write them. Call options give the owner the right to buy the underlying security at a prespecified price while Put options allow the owner to sell at a fixed price. 
4.3. Warrants Warrants are call options issued by the firm. The warrant gives the holder the right to buy shares of stock in the corporation at a particular price. Note that the warrant is a primary security in that it represents a claim on the corporation's assets.
4.4. Forwards and Futures Forwards and Futures contracts obligate the holder of the contract to buy or sell a particular commodity at a set price on a fixed date. 
Investment Risk

Borrowing and lending of money create certain risks, namely 

1. Borrower will not be able to repay the money 

2. Interest Rates fluctuates in such a way that the lender is receiving a fixed rate on his investment and the yield on his initial investment is now below current market related rates 

3. Value of the capital invested could decrease due to movements in the market. 

Derivative Products

To lower the risk of a financial transaction, the risk can be sold to people or institutions that are willing to take on that risk without immediately taking over the effects of the transaction. In monetary terms, the compensation for taking on the risk would, however, is less than the possible maximum loss associated with the risk. The trading of these risks associated with financial instruments resulted in the development of derivative products. 

The trading of risks created a market for the hedging of risks involved in financial transactions, which is a market derived from the original financial transaction.   Contracts are drawn up for these kinds of transactions and because these contracts are derived from the original financial transaction, they are called derivatives. 

Derivatives such as future contracts and options are instruments whereby price risks are reallocated from those not willing to accept the risk and placed with those who are willing to accept the risk.

Hedging & Open Position

To hedge a position means to reduce the risk associated with a financial transaction or position, by selling the risk or by taking an opposite financial position, with the effect that a market movement would not result in substantial financial loss.   A financial position, which is not hedged, is called an open position. 

Risk Pyramid
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