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T.Y.B.A
Economics Paper VI

INDIAN FINANCIAL SYSTEM

Preamble: The post globalised period has brought about remarkable
changes in the financial sector The purpose of this paper is to acquaint

students with the working of the system and the recent changes that

have taken place. The operations of both the Central Bank and

commercial banks .in an open economy, had to be reassessed. The

opening of the financial markets and the evolution of new instruments

should also be an important constituent of the paper. It was also

necessary that financial services be discussed separately as a topic.

1. OVERVIEWOFTHE INDIANFINANCIALSYSTEM (15 lectures)

Definition and Meaning of the Financial System - Components of the

financial System: Institutions, Instruments, Markets, and Services;

Functions andRole of financial system; Financial SystemandEconomic

Development - Indicators of Financial Development: FR, FIR, NIR and

IR; Financial Sector Reforms: Narasimham Committee Report 1991

and 1998.

2. FINANCIAL INSTITUTIONS (15 lectures)

Central Banking: Functions - traditional and promotional - Monetary

Policy of the RBI - Transmission Channels of Monetary policy - interest

rate channel, exchange rate channel and asset price channel.

Commercial banking: Growth of Commercial banking since

independence, nationalization of commercial banks and their

performance assessment till 1992 and developments thereafter -

Classification of assets (with respect to BalanceSheet of Commercial

Banks.) and the Issue of non-performing assets and theirmanagement;

CapitalAdequacy Norms- BaselAccord 1 and 2; Risk management in

Indian banks.

Overview of Development Banking in India - Non Banking Finance

Companies:Meaning, Types, Growth and Regulation.

3. FINANCIAL MARKETS (15 lectures)

MoneyMarket: Meaning - Constituents of organizedmoneymarket and

reforms; Features of IndianMoneyMarket.

Capital Market: Overviewof History of IndianCapital; Phases of Growth

of Indian Capital Market since 1947; Primary Market: Free pricing

regime, book-building, green-shoe option, on-line IPOs; Secondary

Market: organization, management and membership of stock



exchanges, listing, trading and settlement systems; Overview of Debt

Market in India - Interlink betweenMoneyMarket and Capital Market.

Foreign ExchangeMarket: Constituents/ players in themarket - Growth

since 1991- Rate of Exchange and its influence on financial flows.

4. FINANCIAL INSTRUMENTS (10 lectures)

Traditional Instruments: Equities, Debentures and Bonds; New

Instruments: Floating Rate Bonds, Zero interest bonds, Deep Discount

bonds,Auction rated debentures, securitized papers, collateralized debt

obligations, Inverse float bonds.

5. THE DERIVATIVES MARKET IN INDIA (10 lectures)

Meaning of derivatives and their significance -need for financial

derivatives -types of financial derivatives; pricing of derivatives;

Derivatives trading in India.

6.FINANCIAL SERVICES & REGULATION (10 lectures)

Classification, Importance andworking of financial services - insurance,

mutual funds, leasing, venture financing, credit rating,merchant banking,

e - banking, factoringand forfeiting -Micro finance and financial inclusion.

Regulation of the financial system: RBI, SEBI, and IRDA.
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Module 1
Overview of the Indian Financial System

FINANCIAL SYSTEM

Unit structure
1.0 Objectives

1.1 Introduction

1.2 Meaning a Financial System.

1.3 Structure of a Financial System.

1.4 Constituents and Role of Indian Financial System

1.5 Role of Financial System

1.6 Functions of Financial System

1.7 Summary

1.8 Questions

1. 0 Objectives
1. To understand themeaning and structure of a financial system.

2. To study the functions of a financial system

3. To examine the role of financial system in an economic system.

1.1 Introduction
An economy can attain welfare of the people through production

and proper distribution of goods and services. The basic economic

activities like production and distribution of goods and services require

funds or finance. The financial system consist of the ways and means

whereby it can render service to the real sectors for their operations and

growth.

The financial system consist of the institutions, markets and

services. It ranges from credit societies, money lenders, banks,

insurance companies, investment trusts to stock exchanges. Its

instruments ranges from coins, currency notes, cheques, bills, bonds,

stocks to futures and swaps. Market for these instruments may be

organized or unorganized consisting of moneymarket, capital market

and others.

1
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A financial system also provide services which are essential for

the economic development of the country.Therefore it is said thatmoney,

credit and finance are the life blood of an economic system. Given the

resources, a well developed financial system can contribute of fast

development of an economy.

1.2 Meaning of Financial System
“The financial system consists of a variety of institutions, markets

and instruments related in a systematicmanner andprovide the principal

means bywhich savings are transferred into investments” (byProf.
PrasannaChandra).

Financial system of any country is made up of specialized and

non-specialised financial institutions. It also consists of organized and

unorganized money markets, which provide services and facilitate

transfer of fundswith the help of financial instruments.

According to S.B. Gupta, “Financial system is a set of institutional

arrangements throughwhich financial surpluses available in theeconomy

are mobilized.”

The above definitions draws our attention to the following points.

(i) Constituents of financial system.

(ii) Structure and aspects of financial system, and

(iii) Functions of financial system

1.3 Structure of Financial System (Inter-relations)
Structure of financial system consists of parts and sub-parts of the

system is simple and narrow in scope. Inmodern economy, the structure

of the financial system gets complex in terms of its broad network and

instruments.

Structure of financial system has organized and unorganized

components.

Theorganized component consists of diverse institutions providing

wide choice to savers to lend their funds. The financial assets in

organized system are bank deposits, P.O. deposits, corporate deposits,

shares, debentures, insurance policies, units of UTI, etc.

Inter-relationships:
The structure of financial system helps to understand

inter-relationships within the system. For instance, commercial banks

which are ‘core’ institutions operate in both money market as well as

capital market. As such, there exists close inter-relationship between

interest rate of funds for different time period. Similarly, there are close
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market (stock exchange). So also there is interdependence of financial

assets i.e. suppliers havewide choice among bank deposits, insurance

policy, P.O. deposits, company deposits, shares, etc.

The financial system also induces people (savers) to convert their

surplus into financial assets. For example people holding unproductive

assets may convert them into physical assets like housing, land, etc.

Banks play an important role in credit creation monitored or

controlled by theRBI.

The structure of Financial System:
The structure of financial system consists of following :

(a) Financial Institutions (FIs).

(b) Financial Markets (FMs)

(c) Financial Instruments and Services:

Financial institutions are also called as intermediaries. Such

institutions are called : institutions and non-banking institutions.

Chart 1 Interrelation between the Financial System and the
Economy

Financial System

Savers

Lenders

House holds

Foreign Sectors

Investors

Borrowers
Corporate Sector

Govt. Sector

Unorganised

Sector

Economy
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Financial System

Chart 2 : Structure of Financial System

In India, the banking system comprises of commercial banks and

co-operative banks. Non-banking institutions comprise of Life Insurance

Corporation (LIC), Unit Trust of Indian (UTI), and Industrial Development

Bank of India (IDBI). This financial intermediaries intermediate between

savers and investors. They lend money as well as mobilize savings.

Their liabilities are towards the ultimate savers while their assets are

from the investors or borrowers.

Non-intermediaries do the lean business but their resources

are not directly obtained from the savers.

(b) Financial Markets :
Financial systemoperates through financialmarket and institutions.

Financialmarket is “a centre that provides facilities for buying and selling

of financial claims and services”. It deals with the financial instrument

such as currency, deposits, cheques, bills and bonds.

Analytically, financial markets are verymuch likemarket for goods

and services. They have two sides, viz. demand for money and supply

ofmoney.

The structure of financial market can be classified as follows :

(i) Primary and secondarymarkets

Financial Financial Financial Financial

Institutions Markets Instruments Services

Banking Non-Banking Primary Secondary

Institutions Institutions

Organised Un-organised

Market Market

OR

Primary Secondary

Capital Money Short medium Long

Market Market Term Term Term
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(ii) Money and capital markets

(iii) Organised and unorganizedmarkets

(i) Primary and Secondary Market :
The primary markets deal in the new financial claims or new

securities. They are also know as ‘New IssueMarket’.

The secondarymarket deal in securities already issued on existing

on outstanding.

Primarymarkets supply fresh capital to business units. Secondary

markets supply capital indirectly to the business unit.

(ii) Money and Capital market :
Financial market can also be classified into money market and

capital market. There is no essential difference between the twomarket

because both perform the same function of transferring the money

resources to the businessmen or producers.

Moneymarket deals in short term claims (with a period of maturity

of one year or less).

Capital market deals in the short term claims (with a Period of

maturity of one year or above).

(iii) Organised and Unorganised Market :
Organisedmarket is well integrated market. It consists of foreign

banks, cooperative banks, commercial banks, other finance companies,

mutual funds etc. The RBI is an apex organization in the Indian money

market.

Unorganised sector of moneymarket comprises of the indigenous

bankers, the money lender and unregulated non-bank financial

intermediaries such as finance companies like chit funds and nidhis.

(c) Financial Instruments and Services :
Financial system deals in financial instruments or assets or

services.

Financial assets or claims can be classified into two -viz.
(i) Primary or direct securities, and

(ii) Secondary or indirect securities

(i) Primary or direct securities are financial claims against real
sector units. For example, bills, bonds, equities, debentures etc.

They are created by real sector units as ultimate borrowers for

raising funds to finance their deficit spending.

(ii) Secondary or indirect securities are financial claims issued by
financial institutions or intermediaries against themselves to raise
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funds from the public. For example, the bank deposits, life

insurance policies, UTI units, IDBI bonds, bank deposits etc.

Indian economyhas important financial assets like currently, bank

deposits, post office saving deposits, life insurance policies, provident

fund, bondsm, bills, hundies, UTI units, nidhis, chit funds etc.

Financial instruments differ from each other in respect of their

investment. The important characteristics of financial assets are:

(i) Liquidity (ii) Marketability (iii) Reversibility (iv) Transferability (v)

Transaction cost (vi) Risk and uncertainty and (vii) Maturity period.

Thus, as started above financial system is a set of complex and

interrelated financial institutions, markets, instruments, services,

practices etc.

A financial system is a set of institutional arrangements through

which financial resources can bemobilized from surplus units to deficit

units.

Financial system can be categorized into

(a) The organized segment, and

(b) The unorganized segment

(A) The organized segment:
It comprises the RBI, commercials banks, co-operative banks,

NBFIs, foreign bank etc. It is called organized because its parts are

systematically co-ordinated by the RBI. Non bank financial institutions

(NBFIs) such as LIC, GIG, UTI etc. also operate in theirmarket. Similarly

big companies alsomake financial transaction through banks.

Besides, commercial banks, there are coperative banks as well.

They play important role in the organised sector. Cooperative credit

societies have a three-tier structure i.e.

(i) At an apex level, there are state cooperative banks,

(ii) At the district level, there are central cooperative banks, and

(iii) At the lowest or village level, there are primary credit societies or

Urban cooperative banks.

The functioning of cooperative banking is regulated by the RBI.

The RBI deals with state cooperative banks. The RBI control the size,

methods of operation of the cooperative banks.

Theorganised sector of the Indianmoneymarket is fairly developed

yet it is not comparable to the NewYork or Londonmoneymarket. Let

discuss themain constituents of Indianmoneymarket.

Constituents of Indian money market:
(i) The Call MoneyMarket
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(ii) TheTreasury Bill Market

(iii) The RepoMarket

(iv) The Commercial Bill Market

(v) The Certificate of Deposits Market

(vi) The Commercial Paper Market

(vii) MoneyMarketMutual Fund

(viii) Government SecuritiesMarket

(i) The Call Money (CM) market :
The call money market exists in almost all developed money

markets. In IndiaCMmarket is centeredmainly atMumbai, Kolkata and

Chennai. Among these, Mumbai is the most important CM market. In

the call moneymarket, borrowing and lending transactions are carried

out for one day. These loans are often called as ‘Call Loans’. Theymay

or may not be renewed the next day. The CMmarket is also known as

‘inter-bank’ call money market. It consists of scheduled commercial

banks, cooperative banks and Discount and Finance House of India

(DFHI). Institutions like the UTI, LIC, GIC, IDBIs are operating in this

market as ‘Lenders’. Brokers Play an important role in CMmarket.

(ii) The Treasury Bill (TB) Market :
Themarket which deals in Treasury bills known as Treasury Bills

market. In India TBs are short tern (14-day, 91-day, 182-day and 364-

day) liability of the Central Government. TBs should be issued for

meeting temporary deficits which a government faces due to its excess

expenditure over revenue. Treasury bills market is less developed in

India. Except theRBI, there are nomajor holder of TBs. Theotherholders

of TBs are commercial banks, State Governments, non-bank finance

Intermediaries such as, the LIC, the UTI.

(iii) The Repo Market :
Repo is a money market instrument which helps in short-term

borrowing and lending. Under a repo transaction, securitise are sold by

their holder to an investor with an agreement to repurchase them at a

predetermined rate and date.

(iv) The Commercial Bill (CB) market :
The commercial bill market is a sub-market in which trade bills or

the commercial bills are handled. CB is a bill drawn by one merchant

firm on the other. Generally, CBs arise out of domestic transaction.

In India commercial bill market is highly underdeveloped due to:

(a) Popularity of cash system in bank lending, and

(b) The un willingness of the larger buyer to bind himself to Payment

discipline associated with the commercial bill.
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Thus, commercial bills act as an important instrument of credit to

both business firms and banks.

(v) The Certificate of Deposit (CD) Market :
A Certificate of Deposit (CD) is a certificate issued by a bank to

depository of funds that remain on deposit at bank for a specified period

Thus, CDsare similar to the deposit but CDs are negotiable and tradable

in short-termmoneymarkets.

Since 1989, CDs are introduced with the objective of widening

the range of moneymarket instruments and to provide flexibility to the

investors.

CDs are issued by the commercial banks in multiples of Rs.25

lakhs. Thematurity of CDs varies between threemonths to one year as

in the case of government securities.

The interest rate paid on CDs by commercial banks is high. Since

its introduction, CDs have gained considerable popularity.

(vi) The Commercial Paper (CP) Market :
The commercial paper (CP) is a short-term instrument of raising

funds by corporate. It is a kind of unsecured promissory note sold by the

issuer to a banker or a security house. In India, the CPwas introduced

in Jan. 1990. The CP can be issued by a listed company which has a

working capital of not less thanRs.5.00 crore withmaturity ranging from

threemonths to sixmonths. Theywould be issued inmultiples of Rs.25

lakhs subject to minimum size of an issue being Rs.1 crore.

The interest rate of CPs varies between 11 to 21 per cent. The

amount of money under CPs was Rs.2,040 crores in June, 1993. Till

today 556 companies have issued CPs.

(vii) MoneyMarket Mutual Funds (MMMF):
A money market mutual funds (MMMFs) was introduced by the

RBI in April, 1992. The objective of the scheme was to provide an

additional short-term avenue to the individual investors.

The RBI permitted certain relaxations in November, 1995, with a

view to make the scheme more flexible. The ceiling of Rs.50 crore on

the size of MMMFs are allowed to issue units to corporate enterprises

and others on par with mutual funds. The lock-in-period for the scheme

is now 15 days. Resourcesmobilized by the MMMFs are now required

to be invested in call Money, CDs, CPs, Commercial Bills, TBs and

government securities. TheMMMfshavebeenbrought under thepurview

of the SEBI regulations sinceMarch, 2000.



9

(viii) Government Securities Market:
The government securities market is known as the gilt-edged

market. Since the government cannot default on its payment obligations,

theGovernment securities are risk-free and hence known as gilt-edged.

Features of Government Securities:
(1) Risk-free and returns are guaranteed.

(2) The Government securitiesmarket consists of two parts viz;

(i) New issuemarket, and

(ii) Secondarymarket

(3) The RBI plays an important role in the government securities

market. TheRBI is the sole dealer in government securitiesmarket.

(4) The investors in the gilt-edgedmarket include the institutions like,

the LIC, the GIC, commercial banks and provident funds. They

mobilize the savings of the people through their various schemes.

(5) Government Securities are the most liquid debt instruments.

(6) For several years, government securitiesmarket in India has been

an ‘over the counter market’, since June 1992 it has become

discriminatory auctionmarket.

(B) Unorganised segment:
The unorganized segment is called the unorganizedmarket. It is

made up of indigenous bankers andmoney lenders. (Professional and

non-professional) It is unorganized because activities of their market

are not systematically co-ordinated by the RBI on any other authority.

Themain participants in the unorganizedmoneymarket aremoney

lenders, indigenous bankers, nidhis and chit funds. They give loans to

the borrowerswhoarenot able to obtain loanor credit from the institutions

under organized segment of the moneymarket. The characteristics of

unorganizedmoneymarket are :

(i) Informal procedures to get loan

(ii) Flexible and attractive interest rates to the depositors, and

(iii) High rate of interest to the borrowers.

Unorganised money market consists of following:
(a) Unregulated non-bank financial intermediaries

(b) Indigenous bankers

(c) Money lenders

Let us discuss the constitution of unorganizedmoneymarket stated

above in detail.
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(a) Unregulated Non-Bank Financial Intermediaries:
The unregulated non-bank financial intermediaries consist

mainly of-

(i) Finance companies,

(ii) Chit funds

(iii) Nidhis

(i) Finance companies:Often succeed in raising a large part of
funds in the form of deposits, borrowings and other receipts. Finance

companies give loans to retailers, wholesale traders, artisans and other

self-employed people. Finance companies under unorganized segment,

charge a very high rate of interest ranging from 36 to 48 per cent.

(ii) Chit Funds are saving institutions, which lack any standardized
form. Unit’s funds have regular members who make periodical

subscriptions to the funds.

Kerala andTamil Nadu account for themajor part of the chit funds
business.

(iii) Nidhis operate particularly in South India. They are similar to
themutual funds in some respects because their dealings are restricted

only tomembers.

Since the Nidhis operate in the unregulated credit market, a very

less information is available about the amount of money transacted in

the lending business by them.

(b) Indigenous Bankers:
Indigenous Bankers and individuals or private firms who get

deposits and give loans and thereby operate as banks. Since the

monetary activities or transactions are not regulated by the RBI on any

other authority, they belong to the unorganized sector of the money

market. Like money lenders, indigenous bankers are flexible, informal

in their approach and are quick in their operations.

Their accounts are simple and accurate. Indigenous bankers

accepts deposits from the public for shot-term as well as for long-term.

The interest rate paid by then ranges between 3 to 9 percent. Generally,

the indigenous bankers follow certain methods in conducting the

business such as following.

(i)To lendmoneyonwrittendemandpromissorynotes. If theamount

of loan is large in size, the Promissory notes have to be attested by the

sureties. In the absence of attestation, high interest rate is charged.

(ii) Loans are also made against mortgage of lands, houses or

properties. Indigenous bankers whomake use of indigenous exchange
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bills called Hundis and discount them for the purpose of the supply of

credit.

However, with the growth of modern organized banking and the

institutionalization of financingactivities, indigenousbankershave started

declining.

(c) Moneylender:
Money lending business is very much common in Indian money

market, in both rural as well as urban areas.

Generally, money lender are of the types :

(i) Professional money lenders.

(ii) Non-professional money lenders.

(iii) inherent money lenders

(i) Professional money lenders : Main activity is money lending
i.e. giving loans to the people in rural and urban areas.

(ii) Non-professionalmoney lenders undertake money lending as
a secondary activity of their business.

(iii) Inherent money lenders are also included in lending business.
They aremainly Pathans and Kabulis

Main features of Money lenders :
(i) They charge a very high rate of interest.

(ii) They indulge inmal-practices like charging of compound interest,

manipulation in loan records, exploitation of labour from the poor

barrowers.

(iii) They give loans to illiterate or uneducated people who are poor

and can not get loans from organizedmoneymarket.

(iv) They give loans for productive as well as unproductive uses.

(v) They do not create or accept hundis, commercial bills etc.

Since the nationalization of commercial banker and development

of banking institutions, the role and importance of unorganized financial

institutions is declining in rural as well as urban areas in India.

Check your progress
1. Define a financial system.

2. What are themain functions of financial institutions in India ?

3. Classify the financial market in India

4 Differentiate betweenPrimary securities andSecondary securities.

5. Write a note on unorganized segment of moneymarket ?
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1.4 Constituents and Role of Indian Financial System
Constituents of Indian financial system are as follows

(1) Institutions

(2) Markets

(3) Instruments (or Services)

The constituents of financial system are varied in nature i.e.

financial institutions, market, instrument and services are interrelated

and notmutually exclusive.

(A) Financial Institutions :
According to Dr. LM.Bhole, “Financial institutions are business

organisations that act as mobilisers and depositories of savings and

as purveyors of credit or finance.”

Financial institutions are also called as financial intermediaries.

They are classified into (a) banking institutions.

(b) non banking institutions

(a) Banking institutions or banks- Banks mobilize savings
byaccepting deposits and grating loans to the people and firms. They

are called as “creators” of credit e.g. the RBI, commercial banks and

co. operative banks.

(b) Non-banking institutions : Non banking institutions also
mobilize financial resources directly or indirectly from the people and

lend funds but they do not create credit. They are called as “purveyors”

of credit.

Example : Like Insurance Corporation (LIC), Unit Trust of India
(UTI) and Industrial Development Bank of India (IDBI).

Financial institutions can be also classified into intermediaries
and non-intermediaries. Financial intermediaries intermediaries
intermediate between savers and investors. They lend money as well

as mobilize savings. All banking institutions are intermediaries. Non-

banking intermediaries give financial assistance for specific purpose,

sectors and regions. For example, non-banking institutions like

LIC,GIC,UTI,PF channelize the funds from savers under the various

schemes and lend the funds for investment.

(B) Financial Markets :
Financial system operates though financial markets and

institutions. Financial market are the centers which provide the services

for the financial transactions. They deal with different financial assets or

instruments such as currency, cheques, bills and bonds.
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Financial markets are classified into : (a) Primarymarket. and

(b) Secondarymarket.

(a)Primarymarket :dealswith new financial claimsand securities.
So, they are also know as ‘New Issues Market’. Thus, they moblise
saving and supply additional capital.

(b) Secondary Market:deal with the assets which are already
issued. They do not contribute to the supply of capital directly.

Financial markets are also classified into: (a) Money and (b)

Capital Markets.

Moneymarket deals in short-term claims (with maturity period of

one year).

Capital market deals in long-term claims (with maturity period
above one year).

Thirdly, financial markets are classified into:

(1) Organisedmarket.and

(2) Unorganisedmarket.

• Organised money market consists of commercial banks, co-

operative banks and the RBI.

• Unorganised moneymarket consists of money lenders, Shroffs,

and indigenous bankers. They are beyond the purview of

coordination and control.

• Organised Capital Market consists of banks and non-banking
financial institutions such as IDBI, Development Financial

Institutions (DFIs), insuranceCompanies, UTI and stockmarket.

• Unorganised capital market consists of Nidhis fundsAnd informal

financial companies.

(C) Financial instrument (assets) or services :
Financial instrument are the financial assets or claims which form

an important part of the financial system. For example (i) deposits with

the banks, companies, corporate and post office, (ii) Insurance

Policies,(iii) theNational SavingCertificates (NSCs), (iv) Provident Fund,

(v) Pension funds, (vi) equity shares and debentures and securities.

PrimarySecuritiesare the financial claims issued to actual savers
for the mobilization of savings e.g. securities issued by companies,

corporate and government and subscribed bypeoplewith surplus banks

and other financial institutions.

SecondarySecurities : The banks and other financial institutions
(LIC, UTI) which issue financial claims against themselves are called

secondary securities. This enables them to generate resources out of

which they create direct funds for subscribing to primary securities.
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1. 5 Role of Financial System
The financial system plays a crucial role in the functioning of the

economy because it helps the transfer of resources from the depositors

to the households, businessmen, traders, and governments. In general,

it accelerates the process of economic growth.

The financial system provides instruments and services that are

essential for amodern developing economy. Economic development of

a country is determined by the financial structure markets and its

instruments. Saving and investment act as a fuel for the development.

Consistent and complete mobilization of financial resources facilitate

the economic growth.

Balanced development of a financial system guarantees the

improvement in the performance of the financial institutions and the

instruments used by them.Macro economic stability better accounting

regulatory system are the foundation of a good financial system

Themain function of a financial system are 1) To promote savings

and its mobilization. 2) Efficient distribution of saving from the social

and economic points of view and 3) To facilitate the activities like

exchange of goods and services like trade and commerce in the

economy.

In the post reform period after liberalization the finance sector has

witnessed a huge change in the function. Deregulation measures

consisted in freeing the direct controls, liberalizing interest rates and

credit allocation, deregulating foreign exchange, transaction controls,

free entry of new firms, broadways the base of financial system.

Thus, financial system establishes a link between depositors and

investors and thereby encourages savings and investment in an

economy. Its allocates the resources efficiently. Its ultimate goal is to

attain an economic development of country.

(Components

of Financial

System)

Financial System

Saving and

investment Economic Growth

1

Financial

Market

2

Financial

Institutions

4

Financial

Services

3

Financial

Instruments

System

Goal

Chart 3
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The important role of financial system is to mobilize savings and

generate resources for productive uses. The financial system has to co-

ordinate the decision of savers and convert savings into financial assets.

The financial system acts as a circuit of transformation of financial

resources (savings) into investment. Financial system therefore, provides

amechanism to mobilise the resources into assets.

To play this important role in the economic system, the financial

system has to perform the following functions:

Check your progress
1. Discuss the role of financial system in the functioning of the Indian

economy.

1.6 Functions of Financial System
(1) Financial system helps exchange of goods and services by

providing credit, loan and other related services.

(2) It mobilizes funds or financial resources and transform them

(3 It invest into assets which helps to raise the production of goods

and services.

(4) It also provide arrangements for the transfer of finance across time

and space.

(5) It provides ways andmeans for managing uncertainty and risks.

(6) It helps in generating information and helps decision-making.

Functions (in detail)
(1) Exchange of goods and services: Transactions can take place
by the payment, which are helped by the financial system through the

instruments like Hundi, bills of exchange, etc. Thus, buying and selling

of goods and services seek access to bank credit which help them to

undertake their exchange activities more conveniently and freely. The

commercial banks play an important role in helping the transaction of

goods and services by providing the people credit facilities. The banks

also create credit and extend facilities to the people in different forms of

credit.

(2) Promotion of savings and investment: In order to promote capital
formation, funds or resources have to be channelized from savers to the
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investors. It is the function of the financial system tomobilize the funds

and transform them into financial securities andassets tomeet the capital

needs of the production units. The banks and financial institutions, thus,

act as a link between savers and investors by the mobilization of

resources into investment for production.

(3) Mechanism for the transfer of financial resources: The people
sell their labour and earn incomeswhich they spend on the fulfillment of

daily requirement (consumption) and keep aside a part of their income

as ‘savings”. This saving forms as an important source of finance for the

real sector for the production of goods and services.

The financial systemhas to play the role of transforming funds from

surplus holders to the borrowers. This is nothingbut the function of banks

in terms of accepting deposits and lending the money to the borrower.

Thus, financial system helps not only in the transfer of savings (financial

resources) but promotes savings byofferingwide options to the investors

to invest in the real sector.

(4) Risk and Uncertainty Management: Future is unknown for
everyone. The risk and uncertainty involved in future investment urge for

themanagement of risk.Mostly people save or invest in low risk options,

such as bank deposits, post office or busy saving certificate. People

prefer shot-term lending, so they canmange risks. The financial system

including banks and non-bank institutions deal with different assets,

consider and provide the option for risk and uncertaintymanagement.

(5) Generation of Information: Financial system also generates

information relating to different options of lending and borrowing. Thus,

the savers as well as borrowers get the knowledge of financial

opportunities and channelize investment.

In thepresent dayworld, thedevelopments in the field of Information

Technology (IT) have expanded the scopeof investment at a global level.

Domestic financial markets also have closer link with the international

market because of electronic communication system.

Interrelation between finance and development:
The relationship between finance and development could be

viewed as “Virtuous circle” between, them. Availability of finance

encourages economic growth, which in turn leads to financial growth.

Savings and investment aremotivated by the financial institutions

when the saving rate is raised the savings are enhanced and they get

channelized into investment into productive projects. So also financial

development is accompanied by formation of human capital (with new

skills and capabilities). Financialmarketmitigated capital (with newskills
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and capabilities). Financial market mitigate risks, reduce uncertainties

and raise efficiency of investment leading to increased production.

Thus, an efficient financial system contributes towards

economic growth in a number of ways.

(i) It provides different financial assets to attain a good return on

investment.

(ii) It minimize risk and uncertainty.

(iii) It leads to capital productivity through efficient allocation of

resources.

1.7 SUMMARY
In this unit we have understood that a financial system is a set of

financial institutions, markets, instruments and services. Financial

institutions can be classified as banking and bon-banking institutions or

intermediaries. Financial markets can be classified inmanyways. Such

asmoneymarket and capital market or primary and secondarymarket

or domestic and foreign markets.

Financial system deals with various instruments and services.

Organized sector deals call money (CM) , commercial paper (CP)

Certificate of deposits (CDS) repos and treasury bills (TBs) . On the

instruments like Chit funds, Nidhis loan etc. Thus financial services

offer services that are essential in amodern economy.Themain function

of a financial system is to transfer the funds from savers or depositors to

the borrowers.

1.8 Questions
1. Define financial system and discuss the improtant functions of it ?

2. How does financial development influence the economic

development ?

3. Explain the components of financial system

4. Explain the instruments of financial markets .

5. Discuss the role of financial system.

�����
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INDICATORS OF FINANCIAL DEVELOPMENT

Unit structure
2.0 Objectives

2.1 Introduction

2.2 Financial system and economic development

2.3 Indicatiors of financial development

2.4 Summary

2.5 Questions

2.0 Objectives
1. To understand the role of a financial system in economic

development.

2. To study themeaning and importance of the indicators of financial

development.

2.1 Introduction
This unit throws light on the role of financial system in economic

development. It has been discussed by the production theories that

money or capital being the input in the process of production and

influence the economic development through savings and investment.

The Indian financial system has grown tremendously since 1950.

The indicators like FinanceRatio (FR), Financial InterrelationRatio (FIR),

New Issue Ratio (NIR) and Intermediation Ratio (IR) have shown the

growth of our financial system. These ratios not only measure the

performance of a financial system but also help to determine the

corporate value.

The Indian Financial system has widened and deepened

significantly and has shown great ability towardsmobilization of savings

andmeeting needs of trade and industry.

2
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2.2 Financial System and Economic Development
Financial systemplays an important role in economic development

of a country. Economic development of a country is possible only when

National Income , saving , investment andemployment showan increase,

A strong financial system allows a risk in saving and investment and

thereby can promote employment, production and income. Thus it can

bring all-round planned economic development in the country.

Chart 1 Financial System and Economic Development

The Indian financial system through its network of banks and other

financial institutions offers wide range of service which function in both

money and capital markets.

One significant aspect of the financial system is that it has a

mechanism to facilitate both production and exchange of goods and

services byusing the resources for lending aswell as creating the credit.

The commercial banks help the production of goods and services by

granting loans or credit to the producers (borrowers). The financial

institutions like banks then create credit in anticipation of mobilization

of savings. Thus, financial system accelerates economic development.

Due to an increase in saving and investment the income also rise in

future.

Economic Development

Deficit

Spending

Saving and Investment

OR Capital Formation

Deficit

Spending

Income minus

Consumption

Saving

Incomeminus Consumption

and Investment

Negative

Savings

Financial System
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In brief, financial systemhelps economic development in following

ways :

(a) Encouraging savings through different investment options to the

deposits.

(b) Distributing savings in effective manner.

(c) Facilitating trade, commerce, industry, agriculture towards the

attainment of economic development.

Interrelation between finance and development : The relationship

between finance and development could be viewed as ‘Virtuous circle’

between them. Availability of finance encourages economic growth;

economic growth in turn lead to financial growth.

Check your progress :
1. Explain the role of financial system in economic development.

2.3 Indicators of Financial Devlopment
Development of finance in India can be studied by following indicators.

(a) Finance Ratio (FR), which is the ratio of sum of issues of

primary and secondary claims to the National Income.

i.e. FR =
Total Issues

National Income

(b) Financial Inter-relation Ratio (FIR) is the ratio of

financial assets to physical assets.

i.e. FR =
Total Issues

Net Capital Formation

(c) New Issue Ratio (NIR) is the ratio of primary issues to the
physical capital formation

i.e
.

NIR =
Primary Issues

Net Capital Formation

(d) Intermediation Ratio (IR) is the ratio of secondary issues to
primary issues
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i.e. IR =
Secondary Issues

Primary Issues

These indicators are presented in the following table. All have

shown significant rise, implying that the importance of financial system

has grown in India.

(Amount in Rs. Crores)

ITEMS 1951-52 1965-66 1980-81 1995-96

1. Secondary Issues -71 1108 15098 179116

2. Primary Issues 140 2409 19824 255192

3. Total Issues 69 3517 34921 434308

4. Net capital formation 829 3161 23373 -

5. NNP at factor cost at 9141 20.637 10.5743 941861

Current prices

6. Finance Ratio 0.007 0.1704 0.3303 0.493

7. Financial Inter-relation 0.08 1.11 1.49 2.26

Ratio.

8. New issue ratio 0.17 0.71 0.85 1.328

9. Intermediation ratio - 0.46 0.76 0.702

Chart 2.1
The levels and changes in FIR indicate that the growth of financial

structure had been then the growth of National Income in India. Similarly,

there has been remarkable rise in the institutionalization of financing

investment and gap between saving and investment has grown.

Sectors of Economy and the Financial System :
(i) Corporate sector and Financial system

(ii) Household sector and Financial system

(iii) Govt. or public sector and Financial system

(iv) External or Foreign sector and Financial system

(i) Corporate sector and Financial system :
Corporate sector consists of private limited companies and public

limited companies and co-operatives. These units are relatively large-

scale companies engaged in production, trading and financial services.

This sector requires short-term and long-term capital, These sector units

faces shortage of funds for their investment. The private sector units
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have access to credit from the commercial banks and new issues

market. So also they have to follow other modes of finance as equity

issues, public deposits, debt financing or borrowing, etc.

(ii) Household sector and financial system :
Household sector includes individuals, their families, small

enterprises in trade, industry and agriculture. Their savings are large

andsmall, out of surplus income (after spending incomeonconsumption).

The prime function of financial system is the mobilization of savings in

country.

There are two components of household sector saving : (i)

Physical assets including equipment,machinery, construction etc. and
(ii) Financial assets like bank and non-bank deposits, LIC policies,
units of UTI, shares, debentures, etc.

Savings in an economy cannot be maintained at a steady rate. It

is affected by economic conditions, interest rates, size of income,

motives for savings, govt. policies, tax rates etc.

Regarding the mobilization of savings to meet investment

requirements, the developing countries give rise to saving-investment

gap, showing their dependence on the flow of capital from abroad.

Among all sectors, the household sector generates a surplus i.e. net

saving, as against the deficit arising in the private corporate sector and

the govt. sector or public sector.

In brief, the household sector saving and the financial system are

inter-linked in regard to their progress and growth.

(iii) Govt. or Public sector and Financial system :
Government plays an important role in economic development of

developing countries. Govt. or public sector includes govt. companies

and corporations. The govt. has to undertake different expenditures on

public capital project, defence, education, poverty eradication, health

programmes, roadways, communication, etc. The sources of govt.

revenue suchas taxation, levies, duties donot generate sufficient income

to the govt. to fulfill, govt expenditure. There are additional sources of

income such asRBI, UTI,IDBI,GIC,LIC and other institutions or external

sources like foreign borrowing. In India, debt market is becomingmore

important. It would enable banks and financial institutions to fulfill the

financial needs of the govt. sector. The RBI would follow OMO (Open

Market Operations). The debtmarket would encourage development in

new products for risk management enabling market participants to

manage interest rate risk. Thus, debt market fulfills the requirement of

govt’s expenditure or infrastructure, housing, etc.
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(iv) External or Foreign Sector and Financial System :
Foreign investment in big industries and economic sectors has

increased in recent years. Foreign investment takes place in following

threeways :

(a) Investment byMNCs andNRIs

(b) Foreign aid or assistance

(c)Assistance from international financial institutions.

As the private corporate sector and public sector are unable to

mobilize funds required for investment, external sector gets importance

in getting access to capital. The loans from international institutions and

Non-resident Indian (NRI) deposits have a high burden of servicing and

repayment. The policies of liberalization encouraged raising of funds by

financial instruments likeGlobal DepositoryReceipts (GDRs),American

Depository Receipts (ADRs), Convertible bonds etc. Further Foreign

Institutional Investors (Flls) have been given entry to investment in India.

In 1996-97 Foreign Direct Investment (FDI) at $ 2,587 million has

overtaken net portfolio investment by Flls and forms 40.22% of total

foreign investment.

The ‘deficit’ sectors are the public sector and the private sector as

they give rise to saving-investment gap so they are not able to create

finance for their own investments. The household sector is net ‘surplus’

sector and offers its saving held in financial assets as the prime source

of capital for nation and help to reduce gap between saving and

investment. This gap can also be reducedbydebt andnon-debt creating

foreign capital inflows.

2.4 SUMMARY
There has been enormous growth in Indian Financial System in

terms of innovations diversity, modernization and technology. The

economic development of a countrydependson functioningof a financial

system. Finance being a source factor in developing or less developed

country like India, plays a crucial role in the economic development.A

well developed financial system with adequate institutions to mobilise

savings as well as transformation of savings into financial assets.

The Indian Financial System comprising impressive banks, NBFC,

offer wide range of products and services in both capital as well as

moneymarkets.As such it occupies an important place in the process

of economic development of India.

All the indicators of financial development namely Finance Ratio

(FR) , Financial Institution Ratio (FIR), Intermediation Ratio has

significantly increased.



24

2.5 Questions
1 Explain the relation between financial system and economic

development.

2. Explain the following :

i. Financial Inter-relation Ratio (FIR)

ii. Finance Ratio (FR)

iii. Intermediation Ratio (IR)

iv. New issue Ratio (NIR)

3 Discuss the indicators of financial development

�����
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FINANCIAL SECTOR REFORMS

Unit structure
3.0 Obejctives

3.1 Introduction

3.2 NarsimhamCommittee Report, 1991-92

3.3 NarsimhamCommittee Report, 1998

3.4 Summary

3.5 Questions

3.0 Objectives
1. To study the importance of financial sector reforms.

2. To understand the Nationalism Committee Report, 1991 and

1998.

3 To Examine the recommendations of NarsimhamCommittee.

3.1 Introduction
TheNewEconomic Policy (NEP) introduced structuralAdjustment

and Stabilisation programme. It has brought aboutmajor changes in the

financial sector of India. Immediately after the initiation of NEP, the

government of India had appointed a committee under the chairmanship

of M. Narsimham inAugust 1971 to examine the aspect relating to the

Indian Financial System. The committee needed to cover the structure,

organization, functionsand theproceduresof the IndianFinancial system.

The committee submitted its report within 3 months in 1991. In 1998

another committee was appointed under the chairmanship of M.

Narismham on Banking Sector Reforms which submitted its report in

April 1998.

Themain concept of committees was based on the belief that the

funds of the banks come from the general public and so the funds should

be used in such a manner that they generate maximum benefit to the

depositors.

3
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The reformershavepositively influenced the Indian financial system

as well as its banking sector by making them healthy and more

competitive.

3.2 Narismham Committee Report, 1991-92.
In 1991, a high level committee was appointed under the

chairmanship of M. Narsimham, which examined the aspects relating

to the structure, organization, functions and procedures of the financial

system and submitted its report in November, 1991.

The Committee drew attention to the progress made and the

achievements of the Indian Financial System, as well as defects of the

financial system. It expressed that the financial system has to bemore

competitive and effective to meet the requirements of the real sector

during the period of New Industrial Policy (NIP), 1991.

In recommending the financial sector reforms, the focus of the

committee was on ensuring that the financial services operate on the

basis of operational flexibility and functional autonomy to enhance

efficiency, productivity and profitability.

Recommendations are as follows :
(1) Operational Flexibility and FunctionalAutonomy :According

toNarsimhamCommittee, financial service industry should operate

on the basis of operational flexibility and functional autonomy. The

internal organization of banks should be left to the judgement of

managements of the individual banks. Similarly, for functional

autonomy, instead of having common recruitment system for

officers, individual banks should be free to make their own

recruitments.

(2) Depressed Income of banks (Low profitability) : Factors
responsible for low profitability were

(i) Low rate of interest.

(ii) System of directed investment in terms of SLR requirement. So

the committee recommended that -

(i) SLR to be brought down to 25% over the period of five years.

(ii) CRRmay be progressively reduced.

(iii) Interest rates paid to the banks on their SLR investment and on

CRRshould be raised and fixed at the level of bank’s 1 year deposit

rate.

(3) Reduction of High level of CRR: Since 1989, CRRwas 15% of
the net demanddeposits and timedeposit of banks. The committee

has recommended that interest rate under CRR should be above
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the basic minimum of 3%. It is also recommended progressive

reduction in CRR.

(4) Reduction in Priority sector credit: The priority sector’s credit
limit has to be brought down from 40% to 10%. Similarly, priority

sector should be redefined and include small andmarginal farmers,

small business, village and cottage industries. Committee also

recommended to phase out directed credit programme.

(5) Deregulationof interest rates :The committee found that interest
rate structure is complex and rigid. So, the interest rates should

be deregulated. The concessional rates should be phased out.

(6) Removal of capital inadequacy: Banks in India suffer from
capital inadequacy. The committee recommended that it is to be

removedwithin the next three years.

(7) Income Accounting and Loss Provisioning :
Deterioration in the quality of loan portfolio has caused adverse

effect on income generation. So, the committee has recommended -

(i) The assets of banks should be evaluated on the basis of their

reliable values.

(ii) The banks and Financial Institutions should follow ‘realisation’

system of accounting. No income should be recognized in the

accounts in respect of non-PerformingAssets (NPAs)

(iii) An asset is to be considered non-performing if interest on such

assets remains due for a period exceeding 180 days on the

balance sheet.

(8) Special Tribunals : Special Tribunals are to be set up to speed
up the process of recovery so that the dues to the credit institutions

could be realized without delay.

(9) Establishment ofARF:The committee recommended thatAsset
Reconstruction Fund (ARF) is to be established whichwould take

over frombanks and Financial Institutions (FIs) and doubtful debts

at a discount. TheGovt. of India plans to provide loan to the banks

and FIs in this regard.

(10) Erosion of Profitability on Expenditure side: Due to massive
expansion of branches, overstaffing, etc., the committee

recommended (i) Abolition of branch licensing, (ii) Opening and

closing of branches should be left to the commercial judgement of

banks, (iii) Evolving policies for ‘right sizing’, (iv) Voluntary

Retirement Scheme (VRS) with appropriate incentives, (v) Use of

computerized system.
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(11) Recommendation on Banks : The committee proposed that
there should not be further nationalisation of banks and newbanks

in the private sector to be welcomed.

(12) Structure of Rural Credit : To improve the viability of Regional
Rural Banks (RRBs) the committee recommended that each public

sector bank should take over rural bank. Interest rate structure of

RRBs should be in line with those of commercial banks.

(13) RBI : Regulating agency : The committee opposed the duality of
the control over thebankingsystemby theRBIandBankingDivision

of Ministry of Finance. The committee recommended that the RBI

should be made primary regulating agency. Further, separate

authority is to be set up under theRBI for supervision of banks and

DFIs.

(14) ForeignBanks :The committee recommended that foreign banks
should be allowed in India. There should be joint venture between

foreign banks and Indian Banks. Further there is a need to lay

down Prudential norms and guidelines for the functioning of

new institutions like merchant banks, Mutual Funds, Leasing

Companies.

3.3 Narsimham Committee Report, 1998
The Second Narsimham Committee report on financial sector

reforms was submitted on 23rdApril, 1998.

The following are the recommendations of the secondNarisimhan

Committee:

(1) Three-tier system of banking system:
The committee recommended an active movement towards a

system of two or three large Indian banks with international character.

On the second tier, there should be eight to ten national banks. At the

third tier, there should be the remaining banks of regional or local

character. This is for full convertibility and greater integration with global

financial system.

(2) Separate treatment for the weak banks:
Problems of weak banks should be tackled separately. If

necessary, these banksmay be closed down.

(3) Solving the Problem of NPAs:
Non-performingAssets of nationalized banks are considered as

bad debts and somemeasures will be taken to solve the huge backlog

of BPAs, because it has severely affected the performance and

profitability of banks.
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(4) Merger of DFIs:
The committee also suggested regarding the functioning of

Development Financial Institutions (DFIs) vis-a-vis commercial bank’s

functioning. So the committee suggestedmergers of DFIs in India.

(5) Operational Flexibility for Public Sector Banks :
The committee recommended operational flexibility for public

sector banks. It suggests functional autonomy to the bankmanagement

and to fix accountability for their non-performance.

(6) New Principles by BIS :
The committee recommended that new core principles set out by

Bank for International Settlement (BIS) would need to be exercised.

Similarly, appropriate legal framework is necessary to protect the interest

of the secured creditors, especially in the bankruptcy cases.

(7) Review of sick industrial units :
As per the banking amendments, it is necessary to review the sick

industrial units. The committee, therefore, recommends to review their

performance.

(8) Depoliticisation of Banking Boards:
The committee has suggested that appointment of chairman and

banking boards should be totally depoliticized. The committee reviewed

that politicization affected the appointment of top officials of the banks.

There was no such thing happenedwith the appointment of non-official

people.

(9) Enhancing the inherent strength of the banks :
As per the committee, the second phase of financial and banking

sector reforms in the country would have to emphasize enhancing the

inherent strength of bank, review the structure of the system taking into

account the institutional and technological dimensions.

Consequent to economic reforms took place in 1991, Indian

economic system demanded for suitable banking and financial sector

environment.Togainmaximumbenefits fromglobal economy the financial

sector needs to be given an international character as it is the backbone

of the economy.

3.4 SUMMARY
The main objective of financial sector reforms is to improve the

allocative responsibility of resources and accelerate process of

economic growth. Reforms in banking as well as non-banking sector

concentrated on the creation of degulated environment and try to

strengthen the prudential norms and supervisory system.
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The recommendations of Narsimham committee 1991 and 1998

were very much effective . 1991 report of the committee found the

problems relating to the profitability , efficiency, quality of loan , structure

of rural credit and financial services. These problems are countered by

recommendations likeoperational flexibility financial autonomy, reduction

in CRR, deregulation of interest rates, capital adequacy, norms etc.

Second Narsimham committee 1998 proposed recommendations like

treaties system of banking,merger of DFI, BIS principles , NPAreforms,

operational flexibility etc.

3.5 Questions
1. Discuss in detail the financial sector reforms.

2. Explain the recommendations of NarsimhamCommittee 1991.

3. Explain the recommendations of NarsimhamCommittee 1998.

�����
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Module 2
Financial Institutions

Central Bank and Monetary Policy

Unit structure
4.0 Objectives

4.1 Introduction

4.2 Meaning of Central Bank

4.3 Functions of RBI

4.4 Monetary Policy of the RBI

4.5 Evaluation of Monetary Policy of RBI

4.6 Performance of theMonetary Policy of RBI

4.7 Summary

4.8 Questions

4.0 Obejctives
1. To understand the functions of the Central Bank.

2. To study themeaning of monetary policy.

3. To analyse the instruments of monetary Policy of the R.B.I.

4. To know the recent changes in RBI’s monetary.

4.1 Introduction
Central Bank of a country plays an important role in the economic

development of a country.Themain function of a central bankparticularly

in underdeveloped country is to facilitate thework of financial institutions

by promoting andmaintaining a healthy atmosphere for investment and

development. Similarly financial regulations is necessary to maintain

faith and confidence of the people in banking.

The financial regulation in India is carried by the government, the

Reserve Bank of India, the securities and Exchange Board of India

(SEBI) , InsuranceRegulationAuthority, IDBI, SIDBI and other important

authorities.

4
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4.2 Meaning of Central bank
The Reserve Bank of India (RBI) , is the central Bank of Indian

financial andmonetary system. It is the apex level institution which has

been guiding, regulating, promoting the Indian Finance since its

establishment . It started functionally fromApril 1, 1935 as per RBI act

1934.

The RBI’s origin started in the year 1773, whenWarren Hastings

(TheGovernor of Bengal) felt the need of a central Bank in the country.

Following pyramidal chart given for a reference.

Evolution of the RBI
April 1 1935 The Reserve Bank of India was inaugurated

Jan 1, 1935Certain Sections of the Reserve bank of IndiaAct were

brought into force.

March 6, 1934TheRBIAct received theGovernor General assent.

Feb. 16, 1934 The RBI Bill passed by the Council of States.

Dec. 22, 1933 TheRBI Bill was passed by the legislativeAssembly

Sept. 8, 1933AfreshRBIBill was introduced in the Indian Legislative

Assembly.

Jan 1927. Gold Standard and the Reserve Bank of India Bill were

introduced. But it did not make any headway.

1921 Imperial Bank of India was formedwith the amalgamation of

the three Presidency Banks.

1843 The Establishment of the Bank of Madras.

1840 The Establishment of the Bank of Bombay.

2nd June, 1806 The Establishment of the Bank of Calcutta.

Jan , 1773 Warren Hastings recommends the establishment of a

Central Bank in Bengal and Bombay.

Chart 4.1. Evolution of the Reserve Bank Of India
Source : Vasant Desai , Fundamentals of Indian Financial System.

New challenges, New Initiatives, Himalaya Publishing House 2007.

TheReserve Bank of IndiaAct, 1934 , states that main function of

it as ‘to regulate the issue of bank notes and keeping of reserves with a

view to securingmonetary stability in India and generally to operate the

currency and credit system of the country to its advantage ’ (Ref. Vasant

Desai) , The RBI was earlier constituted as shareholders bank with a
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share capital of Rs. 5 crore. In 1949 theRBIwas nationalized. The entire

shareholding was transferred to the Central Bank .

Objectives of the Central Bank
1. Tomaintain the internal value of the country’s currency.

2. Tomaintain the external value of the currency

3. To establish price stability

4. To promote economic growth

5. To support themaintaining of employment, output and income of

the country.

These objectives are almost same for different countries of the

world. In India theRBI has another important objective i.e. to remain free

from political influence and be successful in operation or maintaining

financial stability and credit.

Functions Of RBI

ISSUEOFCURRENCYNOTES

BANKER TOTHEGOVERNMENT

BANKER TO THE BANKS

BANK’S SUPERVISION

MONETARYREGULATIONANDMANAGEMENT

EXCHANGEMANAGEMENTANDCONTROL

ANCILLARYFUNCTIONS

RPROMOTIONALFUNCTIONS

ORDINARYBANKINGBUSINESS

Chart 4.2 Functions The Reserve Bank of India

4.3 Functions of the RBI
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TheReserve Bank of India (RBI) is the central bank of our country.

It is the apex financial institution of India. It guides, monitors, regulates,

controls and promotes the financial system in India. It started functioning

fromApril 1, 1935. Over the period important developments took place

in India. India became independent onAugust 15, 1947, andgovernment

decided to initiate the process of planned economic development. It

was felt that a state-owned central bank was better to suit the

requirements of economic development. Hence, the RBI was

nationalized on January 1,1949.

(A) Functions of the RBI
(1) Issue of currency notes :

The RBI has, since its inception, the sole right to issue currency

notes other than one rupee notes, coins and coins of smaller

denominations.One rupeenotes andcoinsare issuedby thegovernment

of India and-they are put into circulation by the RBI. Under the original

Act, the note issue was of proportional reserve system but later on it

was replaced byminimum reserve system.According to the RBIAct of

1957, a minimum reserve of Rs!200 crore (of which Rs.115 crore in

geld and bullion and rest in foreign-securities) is to be kept.

(2) Banker to the Government :
The RBI is a banker to the Central and state governments. It

provides all types of banking services to the government, such as

acceptance of deposits, making payments, withdrawal of funds by

cheques, transfer of fundsandmanagement of public debt. TheRBI has

a good knowledge of the financial market and thus it offers an advice to

the government.

(3) Banker’s bank :
The RBI has the power to control the commercial banking system

under the RBIAct, 1934 and the Banking RegulationAct, 1949.As per

this, all banks required tomaintain a certain percentage of their deposits

with the RBI. All scheduled banks are under a statutory obligation to

maintain a certain minimum of cash reserve with the RBI against their

demand and time liabilities. The RBI provides financial assistance to

scheduledbanksand state cooperative banks in the formof loansagainst

securities. TheRBI has other regulatory functions relating to banks such

as licensing of banks, branch expansion, liquidity of assets, their

management, amalgamation, etc.

(4) Controller of Credit :
Credit control is considered to be the main function of the central

bank. The RBI, like any other central bank, controls credit by using
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quantitative and qualitative methods, Quantitative, methods include

Open Market Operations (OMO), Bank Rate Policy (BRP) and. Cash

ReserveRatio (CRR).Qualitativemethods includemargin requirements,

moral suasion, rationing of credit, direct action, etc. The RBI has been

usingCRR and Statutory Liquidity Ratio (SLR) as potential instruments

of credit control. Bank rate is used to change the volume of lending of

the banks. Similarly, the RBI is also using Selective Credit Control

methods for qualitative credit control.

(5) Exchange Management and Control :
Oneof the important-functions of theRBI is tomaintain the stability

of the external value of rupee. The RBI functions as the custodian of

nation’s foreign exchange reserves. In 1947, the Foreign Exchange

RegulationAct (FERA) was passed, along with-this, foreign exchange

management andcontrol became the important functionof theRBI. Thus,

it has to (i) administer the foreign exchange control; (ii) choose the

exchange rate systemand fix the exchange rate between the rupee and

other currencies; .(iii) manage the exchange reserves; and (iv) interact

with international monetary authorities,Asian Clearing Union, Sterling

area, IMF,World Bank, etc.

(6) Credit Control :
Credit control is considered to the themain function of the central

bank of a country. TheReserve Bank regulates and controls the volume

and direction of credit by using quantitative and qualitative methods of

credit control.Quantitativemethods consists of (OpenMarketOperations

(OMO), Bank Rate Policy (BRP) and Credit Reserve Ratio (CRR).

Qualitativemethods consist of moral suasion, rationing of credit, margin

requirements, direct action, etc.

(7) Agricultural Finance :
To provide finance to the agricultural sector is an unique function

of the RBI. Through this it promotes agricultural development of India.

The National Bank forAgriculture and Rural Development (NABARD)

was set up on July 12,1982, which performs major functions of the

Agricultural Credit department of the RBI.

(8) Development and Promotional functions :
The RBI’s functions are not only restricted to credit control and

other regular functions, but also to a broader perspective of development

and promotion.

The promotional services of the RBI has helped in mobilizing

savings and directing credit flows to the desired uses to achieve

economic development. TheRBI promotes banking habits and facilities

to rural and semi-urban areas.
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The development of institutional credit has been amajor function

of theRBI It has established theAgriculturalRefinance andDevelopment

Corporation (ARDC) in 1963 and NABARD in 1982. The RBI has also

been responsible for the industrial development and various industrial

finance institutions, like Industrial Finance Corporation- of India (IFCI),

State Financial Corporations (SFCs), Industrial Development Bank of

India (IDBI).

Objectives of Monetary policy :
Monetary policy is a part of a broadermacroeconomic policywhich

includes the fiscal policy and trade policy of the government. As such

the macroeconomic objectives of the country constitute the objectives

of monetary policy too.

The basic objectives of monetary policy are as follows.

(1) Neutrality of money (2) Price stability or Economic stability

(3) Economic Growth (4) Social justice, and

(5) Full employment.

Let us discuss the above said objectives of monetary policy in detail.

(1) Neutrality of Money :
Money should be passive factor or neutral in themonetary system.

It should not be allowed to interfere with the real economic factors. This

objectivehasbeen statedbyProf.Hayek.According tohimmoneyshould

not be allowed to produce any effect on volume of income, output and

employment. It should be allowed to function only as a ‘Medium of

Exchange’. Money should not be allowed to influence the price level.

Money supply should be allowed to change with changing demand for

money. But quantity of money is to be so adjusted that effective supply

ofmoney is kept constant. If velocityof circulation increases, then quantity

of money should be reduced. Somoney should be a neutral factor in the

monetary system. It should not be allowed to interferewith real economic

factors.

(2) Price stability or Economic stability :
Price stability implies that the monetary policy should aim at

avoiding price fluctuations or changes. Price fluctuations can lead to

either inflation or deflation in the economy. Developing economies face

mainly inflationary situation whereas developed countries face the

problem of deflation. The process of development itself generates the

inflationary tendencies in theeconomy.Unless timelyor promptmeasures

are undertaken to control inflation or deflation in the economy theremay

behyper-inflation or depression in the economy.Therefore, themonetary

policy has the objective of controlling inflation and maintaining price

stability in the economy.
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In the context of a developed country, the objective of stability has

awidermeaning. It implies avoiding business fluctuations and business

cycle. The depression and recession are two main phases of the

business cycle which are avoided to ensure full employment. The

monetary policy is therefore expected to take suitable measures that

will stabilize the business.

(3) Economic Growth :
This is the most important objective for the monetary policy in a

developing economies. Butmonetary policy is notmuch suitable to fulfill

this objective because unlike fiscal policy, it directly cannot influence the

investment expenditure in the economy. It operates indirectlybyproviding

incentives through variations in the rate of interest, easy availability of

credit etc.

(4) Social Justice :
Recently, social justice as an objective ofmonetary policy has been

mentioned by many economists. This is one of the desirable macro-

economic goals of the country. Monetary policy can fulfill this objective

by its selective credit control instruments. For instance, the use of

selective credit control to direct easycredit to small andmarginal farmers.

Similarly unsecured small loans can be provided to the needy people to

start productive activity under the monetary policy. This will lead to self

employment, more jobs can be created. Thus, the gap between the rich

and the poor can beminimized and ‘an economy can fulfill the objective

of social justice.

(5) Full Employment :
The objective of full employment is very popular in advanced

countries. Full employment implies full utilization of all resources in an

economy.Thus, it can createmore employment opportunitiesand reduce

unemployment. Monetary policy can fulfill this objective by encouraging

the investment in an economy. Themonetarymeasures like BankRate

Policy andSelectiveCredit Controlmeasures can achieve this objective.

This objective is important because :

(i) It promotes social welfare, and

(ii) It encourages economic stability and control cyclical fluctuations.

The above-mentioned discussion enumerated the general

objectives of the monetary policy, let us now discuss the objectives of

themonetary policy of the RBI in India.
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Check your progress
1. Explain evolution of the RBI.

2. What are the basic objectives of the monetory policy?

4.4 Monetary Policy of the RBI
Monetary policy refers to the use of techniques ofmonetary control

by the central bank of the country to fulfill certain economic objectives.

Themain objectives of monetary policy in India are :

(i) To attain economic development with price stability or economic

stability.

(ii) To promotemonetary and financial institutions.

(iii) To attain equity and social justice.

Monetary, policy often refers to a regulatory policywhereby, central

bank maintain its control over the supply of money or credit to attain

economic objectives. However, in less developed countries, monetary

policy is not limited only to control the supply of money or credit. In a

developing economy like India, the RBI’s responsibility is not just credit

restriction but also to see continuous expansion of credit and money

supply, so that, industrial and trade development takes place. Monetary

policy has also to check the credit given for unproductive uses.

During the planning period,monetary policy had the following objectives

(i) To promote savings,,

(ii) Tomobilise savings for capital formation and to increase the level

of investment,

(ii) To create inductive investment climate for the fulfillment of economic

objectives,

(iv) To provides finance to economic sectors like agriculture, industry,

trade, commerce, etc.

(v) To maintain price stability to control inflation.

Thus, monetary policy in India is not restricted to objective of

regulation of money supply alone, but also other objectives like price

stability, economic growth, etc.

In order to ensure complete control over the supply of money and

credit the RBI has been given exclusive power to issue currency notes.
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The nature of monetary system in India is like Frenchmonetary system,

wherein the legal tendermoney (coins and papermoney) is themedium

of exchange. On Jan. 10, 2003 the total money supply (M) in India was

Rs.4,54,490 crore and time deposits were Rs.12,34,596 crore.

The objective of monetary policy in our country has been two fold.

It has to facilitate the flowof an adequate volumeof bank credit to industry

and agriculture and trade to meet their credit requirements. It also has

selective instruments which provide credit to theweaker sections of the

community and the neglected sectors in the country.At the same time,

to keep inflationary pressures under check it has to restrain undue credit

expansion and also ensure that credit is not diverted for undesirable

purposes.

The Instruments of Monetary Policy

Chart 4.3
Instruments of Monetary Policy :

(1) Quantitative Methods

(2) Qualitative methods or Selective credit control

1] Quantitative methods :
Quantitativemethods of credit control controls the volume or size

of credit or money supply in the economy. These methods consist of

following :
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(i) OpenMarket Operations (OMO) :
OMO refers to the sale and purchase of government securities.

Thismethod of credit control is widely used in developed countries such

as USA and UK. By undertaking purchases and sales of government

securities, the RBI can affect the reserve position of the banks/ volume

andcost of hankcredit. There is no restriction on the quantityandmaturity

of government securities which it can buy or sell. With this instrument,

the RBI can influence the reserve position of the commercial banks and,

thereby, their capacity to create credit. In India, where the institutional

set-up is generally suitable for openmarket operations, the RBI should

have placed greater reliance on this technique. The RBI is continuously

in the market, selling government securities and buying them in switch

operations; it generally does not purchase them against cash. In India,

since government securities are held by institutional investors like

commercial banks, IDBI, NABARD, insurance companies, etc. the

dealings regarding, OMOs are confined to them only.

So also, the effectiveness of OMO is undermined because OMO

technique is largely used for debt management. Similarly, government

securities market is not well-organized and broad-based; the interest

rates on them are very low. Thus, the importance of OMOs has been

lowered. :

Prior to World War II the use of OMO was limited but afterwards

the RBI made a greater use of OMO to support gilt-edgedmarket and

tomeet defence requirement. Since 1951-52, the use of” this technique

is continuously increasing fromRs.116 crore toRs. 10,572 crore in 1991-

92 to Rs. 53,780 crore in 2002-03. Thus, during this periodOMOs have

helped in regulating the flow of credit to the private sector.

(ii) The Bank Rate Policy (BRP) :
This technique is used to regulate the cost and availability of

refinance and change the amount of credit to banks and other financial

institutions. The bank rate is the discount rate for commercial banks’

and other banks’ advances.

The RBI is empowered to use this as a technique to control the

credit. The effectiveness of the BRP depends on the following :

(a) The commercial banks should not avert the rediscounting facilities

from theRBI.

(b) Banks do notmaintain any excess cash reserves against deposits

and if demands aremade by the depositors, they should have no

option but to rediscount bills from tine central bank.
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(c) Banks must hold adequate quantity or credit instruments which

will be rediscounted by the central bank.

Up to 1951, the bank rate was 3% which resulted into large

expansion of credit and deficit in Balance of Payments (BOPs). In 1964,

Bank Rate (BR) was raised to 4.5%; in 1968 it was brought down to 5%

In 1991, it was raised to 11% and, then, fixed at 12% in the same year.

Thiswas considered to benecessary to contract the inflationarypressure.

Since the introduction of new economic reforms in 1991, the RBI

has taken steps to strengthen the Bank rate policy. So, the bank rate

has been brought down to 10% in 1998 and 6% in 2003.

(iii) Cash Reserve Ratio (CRR) :
The CRR is an effective instrument of monetary policy.As per the

RBI (Amendment)Act, 1962 the RBI is empowered to determine CRR

for the commercial banks in the rangeof 3% to 15% for the total demand

and time deposits. In late 1980s, the CRRwas raised from 10% to 15%.

Narsimham Committee report, however, did not favour CRR as an

instrument to fight against inflation, because it adversely affected the

profitability of the banks and forced them to charge high rate of interest

for commercial banks’ advances. So government had to reduce GRR

for 4 year period below 10%. The final reduction was made to 4.5% in

June, 2003.

(iv) The Statutory Liquidity Ratio (SLR) :
As per the Banking Regulation (Amendment) Act, 1962, SLR of

25% is to be maintained by the banks against their net demand and

time deposits. TheAct also empowers the RBI to raise SLR to 40%, if

necessary to control liquidity. SLR has three objectives - (a) to restrict

the expansion of bank credit, (b) to raise the banks’ investment in

government securities, and (c) to ensure solvency of the banks.

In 1990, SLR was raised up to 38.5% and remained at that level

till Jan.1993. As per Narshimham Committee , high SLR is not good

because it becomes an instrument in the hands of government to

mobilize resources for Central government and state government

budgets. So, SLRwas reduced to 25% in the period of 1994-96. Thus,

the reduction of SLR as a part of financial sector reform has been

successfully implemented.

2] Qualitative Methods or Selective Credit Control (SCC) :
Qualitativemethods or selective credit control are generallymeant

to regulate credit for specific purposes. In developing countries, the use

of selective credit control can check the misuse of borrowings. It can
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also prevent speculative hoarding of essential commodities and check

undue rise in the prices.

The RBI uses SCC in three forms :

(i) Fixation of Margin Requirements.

(ii) Fixation of separate minimum lending rates.

(iii) Fixation of ceiling on credit flows.

During last four and a half decade, the RBI has relied mainly on

the above-said three techniques of SCC.Apart from these measures,

the RBI may give direction to the banks or a particular bank for which

loansmay or may not be given.

For more than 40 years, the RBI has been using the technique of

(1) Margin requirement to check the hoarding of essential
commodities. SCC covered the commodities namely, food grains,

oilseeds, sugar, gur (or knandsari), vegetable oil and cotton. The

rate of interest on advances against the security of these

commoditieswas generally kept higher than on loans on securities

not covered under SCC.

(2) The CreditAuthorisation Scheme: introduced in 1965 was also
a kind of Selective Credit Control. Under this, the RBI controls the

credit given to different large borrowers. However, this scheme

was withdrawn as a part of financial sector reforms.

(3) Fixationof credit norms :TheRBI, since 1970s has been issuing
important guidelines and instructions to banks to remove defects

of banking system such as : (i) Under-utilisation of credit; (ii)

Sanction of excess credit or over-financing; (iii) Over-reliance on

cash credit system; (iv) over-accumulation of inventories by

industrial units (borrowers).

(4) Credit Planning : It was a product of economic planning. Credit
planningwas introduced by the RBI for the purpose of

(i) Regulation of credit for desired uses and

(ii) Direction of credit flows to the desired sectors, areas. Thus, the

quality and allocation of credit was regulated for desired purposes.

(5) Moral Suasion : This is also an important tool of credit control.
This is in the form of writing the letters to the banks or to persuade

the banks to follow the RBI’s guidelines or monetary policy. This

started in 1949 when the RBI sent a letter to commercial banks

urging them to exercise restraint in giving advances for speculative

purposes. Themethod of moral suasion wasmade effective after

the nationalization of 14 major commercial banks in 1969. In
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addition to this, the RBI has been giving instructions regarding the

defects of the Banks.

4.5 Evaluation of Monetary Policy of the RBI
The Reserve Bank of India, beingmainly concerned with money

matters, by making the use of its monetary instruments can attain the

objective of stability, growth and social justice.

The monetary policy has been much concerned with economic

growth and inflation in the economy. The other concerns of the policy

have been about the distribution of credit among different sectors, as

also for the weaker sections of population.

Since 1951, two sets of objectives have been pursued.

(1) Expansion ofmoney: It sought to achieve the twin objectives of
meeting the needs of production and trade at the same time

moderating the growth of money supply to contain the inflationary

pressures in the economy.

(2) Sectoral Development of funds : The RBI has determined, the
allocation of funds as also the interest rates, among the different

sectors The sectorswhich have received special attention are core

industries /coal, iron and steel, engineering etc), food grains,

priority sectors (agriculture, small scale industries)and weaker

sections of the population.

In the nineties, the control of inflation has become more urgent

concern of the policy. The thrust of the policy has been restrictive in

nature so as to reduce the fast growing money supply. The aim has

been to reduce the inflation to the single digit. Theother important concern

of the policy has been the development of funds among sectors like

agriculture, small-scale industries, public distribution system and export.

Use of monetary instruments by the RBI:
One principal instrument used by theRBI has been, the Bank rate

or discount rate i.e. the rate at which RBI lends to the banking system

through changes in it, the RBI affects the short-term interest rates in the

money market, and through it the long-term rates, and through it the

level of economic activity in the economy. It also influences the

international capital movements i.e. higher rates attract capital inflows

and vice versa.

Another important instrument, much in use at present to reduce

the growth ofmoney supply due to rapidly rising foreign exchangeassets

is the open market operations. The operation involves the sale and

purchase of government securities. Through the sale of securities, RBI
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withdraws part of deposit resources of the banking sector thereby

reducing resources available with the banks for lending. The opposite

happenswhen theRBI undertakes openmarket purchases of securities

from themarket.As a result the stock of securities with the seller banks

is reduced and cash with them expands. The device of Cash Reserve

Ratio (CRR) has also been much used to affect the money supply. A

higher ratio i.e. Statutory Liquidity Ratio (SLR) has also been used for

long time by the government to get funds against securities carrying low

rates of interest.

Check your progress
1. Distinguish between Quantitative and Qulitative Credit Control

instruments.

2. Which instruments aremainly used by the RBI to control the money

supply in an economy ?

4.6 Performance of the Monetary Policy of the RBI
The monetary policy has been partially successful. Following

discussion will highlight its success and failure.

Monetary policy has been successful inmeeting the requirements

of economic growth of the country with respect to priority sectors, for

instance the short fall from the target of 40 percent of the total bank

credit, have not been very large. Similarly, the financing of the several

important development programmes for the weaker sections of

population has been reasonably satisfactory. Even in respect of the

control of inflation, themonetary policy has been successful.

Failures of Monetary Policy :
Themostunsatisfactory result hasbeen in respect of theexpansion,

of money supply. This has been the case throughout the long period of

planning. The growth rate of money has been much in excess of the

growth in the real product. This has been an important cause of the

large rise in prices, so that the rate of inflation stayed at high levels for

most of the time causing much damage to the economy and people’s

living. It also gave rise to other evils like black market, speculation etc .

Similarly, the distribution of fundsasbetween rural and urbanareas

as also between developed and less developed areas is far from

satisfactorywith urban areas and developed regions. These imbalances
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in credit allocation aremore pronouncedwhen one considers agriculture

and small industry on one hand and the large organised industry and

service sector on the other.Agriculture continues to be dependent upon

money lenders to a considerably extent for its credit needs.

Limitations of the Monetary policy of the RBI :
Most of the limitations of the monetary policy arise from the

underdeveloped character of the economy. Let us discuss these

limitations in detail.

(1) Restricted scope of the policy :
It should be kept in mind that the monetary policy is not meant to

combat every evil. Every economic problem is to be tackled from all

angles includingmonetary side. Even in case of inflation problem,where

money seems to be amajor factor, it needs to be stressed thatmonetary

policy can at best influence the demand for goods. For an effective use

of the monetary policy to fight inflation, a much larger policy profile is

necessary.

(2) Predominance of currency :
With currency forming a large proportion of money supply, banks

have to face the problem of large outgo of currency every time they

create credit. By habit and custom associated with the paucity and

backwardness of appropriate institutions, people prefer to make use of

cash rather than cheques. This means that a major portion of cash

generally percolates in the economy without returning to the banking

system in the form of deposits. This reduces the capacity of the banking

system to create fresh credit on the basis of an increase on its reserves.

However, it is to be noted that, the effectiveness of the monetary

policy is on the increase.

(3) Underdeveloped money market :
Another inhibiting factor in the Indian situation is the weakmoney

market which limits the coverage, as also the smooth working of the

monetary policy. One part of the money market is the organised one,

consisting of the RBI, the State Bank foreign banks, cooperative banks

etc. while other part is unorganized consisting in indigenous banks,

money lenders etc. The linkages between these sectors are not so well

developed.

In this regard too, things are improvingwith the further expansion

of organised market, and a larger number of indigenous bankers

associating with modern institutions including the Reserve Bank,

uniformity over a larger part is being witnessed.
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(4) Existence of black money :
A serious obstacle in the efficient working of monetary policy is

the circulationof largeamount ofmoney in theblackmarket. Theactivities

under thismarket are not reported, the demand formoney and supply of

moneydonot remain as desired by theRBI. Thismeans that a significant

part of money economy remains outside the orbit of the RBI’smonetary

policy.

(5) Subservient role :
The taskofmonetarypolicy in India is furthermadedifficult because

the RBI could not pursue an independent line in monetary affairs. For

example, most of the interest rates being fixed or administered and

mutually unrelated, the scope of the instruments remained confined to

financing the fiscal deficits.And this at lowadministered rates of interest

to minimize the cost of government.

Recent Major change in Monetary Policy of the RBI :

(1) Greater Operational Flexibility to the banks.

(2) Integration of money market, government securities market and

the forexmarket.

(3) Government securitiesmarket ismade an important part of Indian

Financial System.

(4) Reforms in fiscal-monetary systems byan agreement between the

IndianGovernment and theRBI.

(5) Deregulation and simplifications of Interest Rate Structure.

An appraisal of the Monetary Policy of the RBI :
Monetary policy in, India has been formulated in the context of

economic planning whose main objective has been to accelerate the

growth process in the country.

According to C. Rangarajan, three factors guided the conduct of

themonetary policy -

(1) Monetary policy has been in response to the fiscal policy,

(2) Monetary policy has been used to control inflationary situation and

3) More direct involvement of monetary authority in the allocation of

credit to the non-government Sector. Since the introduction of

economic reforms in 1991 the lowering of CRRandSLRandBank

Rate clearly suggest that themonetary policy has expanded credit

for industrial development and price stability.
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4.7 SUMMARY
TheCentral Bank performs two important functions namely

i) Deposit the money and lend at the time of emergency. and

ii) Priority sector lending (to the poor and weaker section).

However over the passageof time, the function of credit Bank have

changed. In developing countries , the Central Bank has to perform a

dual role of promotional as well as regulatory institutions.

TheRBI has takenanumber of steps to strengthen the promotional

and regulatory aspects of banking.At the same time it has ensured and

maintained the flexibility to respond to current situation. So also it has

taken efforts to improve the efficiency of the banking system as awhole.

In order to perform the both functions, the promotional as well as

regulatory, the Central Bank uses the quantitative and qualitative

instruments. Broadly speaking, the RBI’s monetary policy has the

objectives namely

i) Price stability.

ii) Expansion of bank credit.

iii) Promotion of investment.

iv) Eqitable distributions of credit

v) Promotion of experts and the procurement of food activities.

TheRBI operates quantitative techniquesof credit control likeBank

rate, open market operations and qualitative techniques like moral

suasion.

The reforms inmonetary policy focus its attention tomanagement

of finance at a macro level. The old instruments of monetary policy are

continued alongwith new ones like LiquidityAdjustment Facility (LAF) .

This has been due to liberalization , development and integration of

financial markets.

4.8 Questions
1. Discuss the functions of Central Bank.

2. What is Policy ? State its objectives.

3. Explain themonetary policy of the RBI.

4. Evaluate themonetary policy of the RBI.

5. Discuss the major changes in monetary policy of the RBI.

�����
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COMMERCIAL BANKING

Unit structure
5.0 Objectives

5.1 Introduction

5.2 Commercial Banking Since Independence

5.3 Growth of Commercial Banks Since 1806 upto 1969 onwards

5.4 Classification of Assets (Balance sheet of Bank )

5.5 Summary

5.6 Questions

5.0 OBJECTIVES
1. To understand the functions, growth of commercial banks.

2. To review the performance of commercial banks since their

nationalization.

3. To study the changes in the performance of commercial banks

after 1991.

4. To study the liabilities and assets of the commercial banks.

5.1 INTRODUCTION
Economic thinkers have frequently stressed the importance of

commercial banks in the process of economic development. It is simple

andoldest formof banking. Theyare the life lines of the financial structure

of a nation. Under the supervision and control of the Central Bank, they

add to the money supply of a country. Commercial bank’s activities like

lending, investing facilitate the economic procesess of production,

distribution and consumption.

Over the period of time banking as an institution has changed in

character and content . Commercial bank is very unique in India. This

has been reflected from its evolution, its programmes and operations in

India.

5
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Definitions of Commercial Bank
Banking regulation act , 1949 defines banking as ‘ accepting for

the purpose of lending or investment of deposit money from the public,

repayable on demand or otherwise and withdrawable by cheque, draft,

order or otherwise.’’

According to Oxford dictionary “It is an establishment for custody
of money received from or on behalf of its customer.’’ It performs the
basic functions of accepting deposits and lending the money to its

borrowers. According to Crowther ‘A banker is a dealer of in debts of

his ownandother people. Thedebts of other to offer his own in exchange

and thereby create money.’’ Thus, a commercial bank is a financial
intermediary which accepts deposits from public and lends themwith a

view to make profit. Let us now discuss the various functions of

commercial banks in recent times. Byperforming these functions, banks

help in the process of economic growth of a country.

5.2 COMMERCIAL BANKING SINCE INDEPENDENCE
Commercial banks and creation of credit

Commercial banks are basically business concerns with the

objective of profit maximisation. However, themajor difference between

other business concerns and commercial bank is that, the banks in

India have also other obligations such as social welfare, social justice,

regional balance . The banks also have to maintain a proper balance

between profitability and liquidity. The commercial banks are expected

to hold a part of their deposits in the form of liquid cash i.e. cash reserves.

The RB1 is empowered to prescribe a Cash Reserve Ratio (CRR) to

bemaintained by the banks.

Creation of credit :
Unlike the other financial institutions, banks can create money or

credit. Other financial institutions just transfer the funds, but banks create

as well as transfer the funds. Loans or advances given by the banks

create a deposit. This has given rise to the concept of deposit multiplier

ormoneymultiplier.

For example : If banks are supposed tomaintain CRR of 10%and

Bank receives a deposit of Rs. 1,000. Of this Rs. 1,000. the bank

maintains 10% (Rs.100) as cash reserve and can give loan of Rs.900

(the balance amount). The borrower who borrows Rs.900may deposit

the amount in the same bank or another bank; so the total deposit with

the banks nowwill be Rs. 1,000+ Rs.900 (i.e. Rs.1,900). This process

may continue till no bank in the banking system has, reserves in excess

of the required 10% reserve. Thus, total money supply (credit creation)
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in the economy will be Rs. 10,000 (Rs. 1,000 x 10). The ratio of new

deposits to the original increase in the reserves is calledmoneymultiplier

or deposit multiplier.As the reserve ratio is 10/100 (10%), the multiplier

is the reciprocal of it, i.e. 1/10. However, in reality, due to leakages in

the form of cash holding the banking systemmay not work up to the full

capacity.

Functions of the commercial banks (in brief)

Functions of a commercial bank are :

(i) Accepting deposits, and

(ii) Advancing loans

By performing these functions, banks promotes the mobilization

of savings, and its productive utilization.

(i) Accepting Deposits : Commercial banks accept deposit from
individuals, firms and other institutions. Deposits are maintained

in three different types of accounts i.e. fixed deposit account,

current account and savings bank account. Fixed account is that

where money is deposited for a fixed period. Current account is

operated by business firms, in which, they canmake deposit and

withdrawals everyday. Savings bankaccounts aremostly operated

by individuals who earn interest on their deposits.

(ii) Advancing Loans : Banks give or advance loans out of the
deposits. Commercial banks, usually, give loans for productive

purposes and for short period. After the nationalisation of the

commercial banks, there are drastic changes in the role of the

banks. The bankswith the RBI guidelines have to work in line with

themonetary policy in order to attain economic objectives. Banks

give a large share of credit to priority sectors such as small scale

industries, agriculture and exports.

5.3 GROWTH OF COMMERCIAL BANKS SINCE 1806
UPTO 1969 ONWARDS

Modern commercial bankingmade its beginning in India with the

setting up of the three Presidency banks, namely the Bank of Bengal in

Calcutta in 1806, the Bank of Bombay in 1840 and the Bank of Madras

in 1843. Some exchange banks were also set up in the second half of

19th century. The RBI was set up in 1935. In 1950, the banking system

consisted of the RBI, the Imperial bank, cooperative banks, exchange

banks and Indian joint stock banks. Afterwards, the banks were

categorized into scheduled banks. In 1955, the Imperial Bank was

converted into the State Bank of India and was nationalized in 1959.

The SBI had its branches in both urban and rural areas.
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In 1969, fourteenmajor commercial bankswere nationalized. Lead

bank schemewas introduced to provide banking services to all parts of

the country. In 1975, Regional Rural Bankswere established to fulfill the

credit needs of the weaker sections of the rural areas.

The following tableswill explain the growth of commercial banking

since 1951 to 1990 and 1996 to 2002. Table 5.3 explains the Annual

growth rate of all commercial banks in India over the period of 1951 to

2002.

Table- 5.1

Particulars 1951 1961 1969 1990
1. Total number of Banks 566 292 85 271

(a) Scheduled Banks 92 82 71 268

(b) Non-scheduled Banks 474 210 14 03

2. Total number of 4,150 5,000 9,000 60,000

branches of Banks

3. Total deposits 908 2,01 5,173 1,93,000

in India.(Rs. Crore)

4. Rural deposits (% to total) 33 60 56 82

5. Total number of employees

(in thousand) 115 220 1000

(Source : RBI statistical tables relating to Banks in India.)

Table - 5.2

Particulars 1996 2002
1. Total number of Banks 298 298

(a) Scheduled Banks 287 294

(b) Non-scheduled Banks 02 04

2. Total number of offices of all commercial

banks 63,092 66,208

3. Total deposits of banks (Rs. Crore) 4,36,956 11,31,187

4. Deposits of Regional Rural Banks

(Rs. Crore) 1.3,835 42,494

(Source: The RBI publication)
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Table-3
(in Percentage)

Period No. of Deposits Credit Invt. inGovt.
Offices Securities

1951-1969 4.39 10.31 9.64 7.13

1969-1986 9.31 20.09 18.65 21.92

1986-1996 4.43 13.83 14.17 18.35

1996-2002 8.03 17.17 15.06 17.71

1951-2002 5.58 14.99 14.11 15.32

(Source: The RBI publication)
The Structure of Banking System in India

Reserve Bank of India

Scheduled Banks Non-Scheduled Banks

State Co-op. Commercial CentralCo-op and Commercial

Banks Banks Private Credit Banks

Societies

Indian Banks Foreign Banks

Public Sector Banks Private? Sector Banks

State Bank of India Other Nationalised Regional Rural

and Associates (SBI) Banks Banks (RRB)

Chart 5.1

TheRBI is the apex level bank. Scheduled banks are those which

are included in the second Schedule of the Banking Regulation Act,

1965 (each having paid-up capital of Rs.5 lakh).

Thus, there has been a tremendous growth of commercial banks

during last 50 to 55 years in terms of their deposits, credit, offices, etc.

The nationalisation of banks also has contributed themost to the growth

of banking in India.
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Impact of Nationalisation of commercial bank :
Nationalisation of 14major commercial banks has been themain

factor in thedevelopmentof bankingsystem in India. In July1969, fourteen

major commercial banks in the private sector (each having deposits of

Rs.50 crore and above) were nationalized. It aimed at the provision of

banking facilities to remote areas and priority sector such as agriculture,

small scale industries and export.

The bank deposits as percentage to the national income rose from

15.5% in 1969 to 48.7% in 1999. InAugust 1969, the RBI appointed a

committee, under the chairmanship of F.K.F. Nariman, which

recommended the establishment of Lead bank to expand the banking

facilities in the areas lacking adequate banking facilities. Under this

lead bank scheme, the districts were allotted to the SBI, 14 nationalised

banks and three private sector hanks. At the end of 2002,”the Lead

bank scheme covered 580 districts in the country.

Before nationalisation, offices of commercial hanks were located

in urban areas. After nationalisation, 60% of offices of banks were

established in rural areas. Further the banks were also established in

backward regions like Orissa, Bihar, Madhya Pradesh,Assam, etc.

Similarly there has beenamassive rise in the deposits of the banks

(Rs.7,37,003 crore in 1999). The credit or advances also went up to

Rs.3,21,81 crore in 1998 from Rs. 3,399 crore in 1969. The share of

priority sector in total credit was 32%.

An appraisal of Banking since Nationalization :
Although the performance of the commercial banks in terms of

deposit, credit, offices, etc. had been impressive, there were certain

inadequacies and problems of the banking system.

Main problems of commercial banks :
(1) Problem of Recovery of loans and advances in the rural

areas:According to one study the overdues amounted to 50% of
total bank loans in 1993.

(2) Inadequate bank offices and bank facilities : Even after the
nationalisation of banks, still our country faces the inadequacy of

banks and banking facilities particularly in the rural areas.

(2) Unsatisfactoryperformanceof banks: The directed investment
and directed credit programmes along with rising expenditures

completely eroded theprofitability of the banks.Manypublic section

banks and foreign banks incurred losses in 1990.

(4) Low profitability : Due to the problem of overdues and

misallocation of credit and inefficiency, the profitability of

commercial banks was low.
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(5) Non PerformingAssets (NPA) : Between 1998-99 and 2001-02,

the NPA increased from Rs. 28,020 crore to Rs. 35,546 crore at

the percentage of 9.5. The loans were classified as doubtful and

sub-standard.

Functions of Commercial Banks (in detail) :
Amodern commercial bank performs many functions. It renders

many services, to its customers and also to the public.

Functions of a commercial bank :
The functions of a commercial bank can be classified as :

(1) Main functions

(2) Agency services

(3) General utility services.

1] Main functions :
(a) Acceptance of deposits from public : Bank accepts deposits

from public. These deposits are of three types-viz.

(i) Current

(ii) Saving, and

(iii) Fixed deposits

(i) Current deposits are the current account deposits. The

transactions are undertaken day-to-daybasis by the businessmen,

traders.

(ii) Saving account are the deposits by the general people. These

deposits are withdrawable any time by the depositors by means

of cheques.

(iii) Fixed deposits are those deposits, which are withdrawable only

after a specific (maturity) period.

Fixed deposits earn a higher rate of interest. For current deposit

there is no interest or nominal interest For saving deposit, interest varies

with time period and ranges from 4 to 6 percent.

Another form of deposits is the recurring deposit. In recurring

deposits individual deposits a fixed sum everymonth for a fixed period

of time.

(b) Advancing Loans :
Out of themoney received from the depositors, banks give loans.

This is themost important function of modern economies. Commercial

Banks have been giving loans for productive purposes and usually for

short term. Nowa days banks also give consumers credit. It is the credit

given by the banks to purchase consumer durables. Usually banks grant
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short-term or medium term loans to its customers. There are various

ways in which banks grant loans to its customers. These are as follows:

(i) Overdraft

(ii) Direct Loans, and

(iii) Cash Credit.

Banks do not give loans in the form of cash. They make the

customer open an account and transfer loan amount in customer’s

account.

(c) Credit Creation :
It is another important function of a commercial bank. It is remarked

by Sayers that “Banks are merely purveyors of money but also

manufacturers ofmoney”,

(d) Other banking functions :
The drawing, making, accepting, discounting, buying, selling

.collecting and dealing in bills of exchange, hundis, promissory notes,

coupons, drafts etc.

2] Agency Services :
Banksperformcertain function for and onbehalf of their customers.

These are as follows :

(a) The issuing on commission and underwriting stock, funds, shares

etc. investment of all kinds.

(b) The purchasing and selling of shares, bonds, debenture etc. on

behalf of customers.

(c) The negotiating of loans and advances.

(d) The transmittingofmoney i.e. bydemanddraft,mail and telegraphic

transfer.

(e) The granting and issuing of letters of credit, traveller’s cheque

(f) The buying and selling of foreign exchange including foreign bank

notes.

(g) Acting as agents for any government, local authority etc.

(h) Contracting for public and private loans.

(i) Undertaking and executing trusts

(j) Undertaking the administration of estates as executor, trustee or

otherwise.

3] General Utility Services :
Some general utility services of commercial bank are as follows:

(i) The receiving of all kinds of bonds, scrips or valuables on deposits

or for safe custody or otherwise.
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(ii) The providing of safe deposit vaults.

(iii) The lending of money for the purpose of issuing stocks, shares,

debentures etc.

(iv) The carrying on and transacting every kind of guarantee and

indemnity business.

Apart from these kinds of services that are being extended by

commercial banks in our country, banks have been competingwith each

other in introducing newer kinds of services. Banks have been permitted

to set up MoneyMarket Mutual Funds. Housing finance has also been

taken as a focused banking activity. Credit card business is yet another

activity undertaken by certain banks. Again, the government has

permitted eight banks to undertake trading in gold and silver.

Thus, it is clear that bank performsmany valuable services to the

public aswell as to the trade and industry of a country. Itsmost important

service is that it pools together the scattered savings of a community

and makes them available to those also need funds for productive

purposes. Businessmenare alsobenefited by the advice and information

which banks are always ready to give.

Check your progress :
1. Define a commercial bank.

2. What are the main functions of a commercial bank ?

3. Explain the structure of Banking System in India.

4. Discuss the impact of Nationalisation of commercial banks.

5.4 Classification of Assets (Balance Sheet of Bank )
Banks have different categories of assets as following

i) Cash in hand and balances with the RBI

ii) Assets with the banking system

iii) Investment in Govt. and other securities.

iv) Bank credit orAdvances.

Among the above mentioned assets, cash and govt. securities

fulfill the liquidity requirement of the banks. And the other assets like

bank credit and investment in government securities are the most

important assets of the banks.
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There are three types of the investments by the commercial banks as

following :

i) Investment in govt. securities.

ii) Investment in other approved securities and

iii) Investment in non approved securities.

The first two types of securities are statutory requirement of banks.

Investment in govt. security accounts for more than 95%of banks total

investment and investment in the other approved securities ismarginal.

However due to high fiscal deficit, effect of capital adequacy norms and

other reasons, the investment in the govt. securities is in the excess of

its statutory requirement.

Thus these investment by banks are not necessarily determined

by the ideology of the public v/s private sector, but it is determined by

the volume of govt. expenditure, resources of banks, foreign capital

inflows, demand for credit etc.

The third stage of investment covers commercial paper, mutual

funds, shares and debentures of public as well as private sector firms.

These are non-statutory requirements of banks. The scheduled

commercial banks invested Rs. 81000 crore and Rs. 92854 crore in

these securities in 2001-02 and 2002-03 respectively (RBI)

Bank credit or advances has been a major source of finance to

industry and commerce. Under this banks provide credit to agriculture,

eduction, small scale industries. The main types of Bank creditors i)

cash credit ii) loans iii) demand draft iv) commercial bills and others.

5.4.1Classification of liabilities of Banks
Liabilities consist of

i) Demand deposits ii) Term deposits

iii) Borrowings from other banks iv) Borrowing from the RBI.

Indian banks accept two types of deposits; demand deposits and

term deposits. Demand deposits are further classified into current

deposit, saving deposits and call deposits.

� Currentdepositsare payable on demand. Theycan bewithdrawn
by cheque with no restriction. These deposits are mainly held by

business firms. Banks do not pay interest on such deposits. But

banks extend their services to the account holders such as free

collection of out station cheques, issue of demand drafts , dividend

warrants and postal orders.

� Savingdeposits get interest. Generally speaking the interest rate
on these deposits ranges from 4% to 6% cheques can be drawn

on saving account. However there are restrictions on the number

of withdrawals from this account.
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� Call depsoits also form a part of demand deposits. They are

accepted from other banks and are repayable on demand. These

deposits get an interest. However, these deposits forma very small

part of total deposits.

� Term deposits also known as time deposits. They are depsoits
for a fixed timewhichmay vary from a fewdays to few years. They

are not payable on demand and they do not enjoy cheque facility.

Themoney deposited under this account can be payable only on

the completion of maturity period for which these deposits are

made. However these deposits can be withdrawn beforematurity

with a cut in the interest rate.

Borrowings fromother banks also constitute liability side of balance

sheet of commercial bank. Borrowings from the RBI is an important

constituent of banks’s liabilities. Because it measures the banks

adequacy in terms of its resources. Borrowings from the RBI form 3%

to 6% of total liabilities .Apart from these banks also borrow from IDBI,

NABARD EXIM bank etc.

Reserves and share capital also form a part of banks liabilities.

These liabilities come from accumulated undistributed profits of baks.

The abstract format of a balance sheet of a bank given below

(Which is as per banking RegulationAct 1949)

Classiifcation of assets and liabilities of a bank

Assets Liabilities

Cash Asstes Investment Bank Deposits Borrowings others

in hand with in govt. credit

banks and other

securities

Demand Term Reserves Share

deposits depsoits capital

Saving Current Borrowing Borrowing

from banks fromRBI
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Chart No. 5.2
Balance sheet of a Commercial Bank

Capital and Liabilities Property and Assets

1. Capital 1. Cash

2. Reserve fund and other Reserves 2. Balanceswith other banks

3. Deposits 3 Advances

4. Borrowings 4 Investment inGovt.

Securities

5. Other liabilities 5 Other assets

6. Profit and loss 6 Profit and loss

Every year commercial banks are required to prepare Balance

Sheet (as per Banking RegulationAct 1949)

5.5 SUMMARY
On the whole, the banking system in India consists of the RBI at

the apex level, commercial banks and co-operative banks. These banks

are further classified into scheduled and non scheduled , Indian and

foreign , public and private sector banks and Regional Rural Banks.

The main functions of commercial banks are accepting deposits,

granting loans, and general utility services. Commercial banks have

been playing an important role in India’s economic development since

independence. Considerable progress has been brought in the deposits

mobilization. These banks performed well in rural as well urban areas.

The nationalization of 14major commercial banks in 1969 has been the

main factor of development of banks in India. The coverage of area by

these has been rapid since their nationalization. Similarly there hasbeen

a massive arise in the deposits and advances of the banks.

The businessman of banks and its ownerships pattern is changing

fast. Newbanking environment has been emergedwith new technology,

data basis and value added services. The regulatorymechanism of the

banking system, further ensures good health and performance of the

banks in Indian economy.
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5.6 Questions
1. Discuss the growth and changes in the structure of commercial

banks since their nationalization.

2. Review the performance of commercial banks since their

nationalsiation.

3. Explain in brief the main problems of commercial banks

4. Define commercial bank. Discuss its main functions.

5. Give an account of the balance sheet of a bank.

�����
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Non-Performing Assets and Capital
Adequacy Norms (CAN)

Unit structure
6.0. Objectives

6.1 Introduction

6.2 Non-PerformingAssets (NPAs)

6.3 Meaning of NPAs

6.4 Recommendations and Control of Prevention of NPAs.

6.5 CapitalAdequacy Norms (CAN)

6.6 Risk Management in Indian Banks

6.7 Summary

6.8 Questions

6.0. Objectives
1) To understand the issue of non-performing assets (NPA).

2) To study the capital adequacy norms (CAN).

3) To study the issue of riskmanagement in Indian Banks.

6.1 Introduction
One of themost important problems of banking in India has been

the problem of non-performing assets (NPAs). It has received a great

amount of attention because it affects the profitability of the commercial

banks. This has been considered to be themost challenging problem of

the banks which is reflected by the recent financial sector reforms

undertaken to resolve it.

As there has been a spread of banking across nations, competition

amongst the banks of different countries began. In the Indian context in

the viewof existence of nationalized banks theCapitalAdequacyNorms

(CAN)are of great significance. Therefore commercial banks tomaintain

soundness and profitability in their business have to follow these norms.

Basle committee suggested certain norms for minimum capital

6
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requirement and riskmanagement by the banks. Riskmanagement has

become one of the newmillennium challenges in the banking sector.

6.2 Non-Performing Assets (NPAs)
The issue of NPAs has been given a wide thought in the banking

system for a long period. Many efforts have been undertaken to solve

the problem of NPA. What is NPA?Why do NPAproblem arise?What

is themagnitude of it?What are the initiatives for the resolution of these

problems? Let us discuss this issue in detail.

One important aspect of banking is in India that has received

great attention in the recent years is the most intractable problem of

non-performing assets. This has been considered to be the most

challenging problem facing the banking and financial sector and the

recent years have witnessed great efforts to resolve these problems.

6.3 Meaning of NPAs
For the strengths and stability of banking systems, the assets of

banks should give positive returns. Theassetswhich donot yield positive

refunds become non-performing assets. In a narrow sense, non-

performing assets refer to loans and advances which do not yield any

positive returns or contribute to profits of banks. In a broader sense,

non-performing assets include the unutilized cash balances, physical

assets and the workforce. Holding some cash balances by banks is

essential, but it should be kept at a minimum level. Here we are

concernedwith the earnings on loansandadvancesand the other assets

are not considered, though they are equally important.

Until recently there was no clear idea of NPAs in India. Different

banks were considering overdues as NPAs. It was only after the

publication of Narsimhan Committee Report that an uniform definition

came to be accepted.According to this committee the non-performing

assetswould be defined as anadvanceswhere ason theBalanceSheet

date –

a) In respect of term loans, interest remains past due for a period of

more than 180 days,

b) In respect of bills purchased and discounted the bill remain

overdue and unpaid for a period of more than 180 days,

c) In respect of overdraft and cash credits accounts remain out of

order for a period of more than 180 days,

d) In respect of other accounts any amount to be received remains

past due for a period of more than 180 days,
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Thus, non-performing assets (NPAs) is essentially an advance

where payment of interest and/or principal repayment remain unpaid

for a period of two quarters (6 months) or more.

TheR.B.I. laid down rules for theNPAs.Thismeans that thebanks

have to set aside a portion of their funds to safeguard against any losses

incurredon impaired loans.Bankshave to set aside10%of sub-standard

assets as provision. The provisioning for doubtful assets is 20%and for

loss asset, it is 100%.

Magnitude of NPA
IncreasingNPAmeans that the funds locked are not being used

properly or are not producing adequate returns. If a bank has highNPAs

then it may not earn enough to pay interest to their deposits or repay the

principal.

The percentage of grossNPAs to gross advance to schedule commercial

banks.

Types of Banks 1999 2000 2001 2002

Public Sector Banks 15.89 13.98 12.39 11.09

Old Private Bankers 13.06 10.78 10.94 11.01

New Private Banks 6.19 4.14 5.13 8.87

Foreign Banks 7.59 6.99 6.84 5.38

(Source : R.B.I. report on Trend andProgress of Banking in India.)
From the above table it is clear that NPA percentage in case of

public sector, banks has decreased from 15.89 to 11.09 percent in 2002

and increase in case of old private sector banks from6.19 to 8.67 percent

in 2002.

Sectorwise analysis of NPAs shows that private sector loans

account for 44.49 % of the total NPAs of public sector banks and the

non-priority sector loans account for 53.54% of the total NPAs of public

sector banks. Within the public sector bank group, it is SSIs sector

whichhas the highest share (18.72%)andagriculturewith 13.84%.Thus,

it is clear that non-priority sector also responsible for high NPAs.

Causes of Growth of NPAs
The accumulation of NPAs is due to following factors :-

i) Nationalisation of Banks : After nationalization of 14 major
commercial banks in 1969, the bank lending became popular and

the commercial principles of banks were ignored. This laid to the

problem of overdues and defaults by the borrowers.
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ii) EmergencyofWilful Default :Due to the erosion of credit culture
which prevailed earlier times the phenomenon of willful default has

been emerged. Even those who had no difficulty to repay loan

started defaulting.

iii) Industrial Sickness : Due to industrial sickness, the borrowers
in the industrial sector started defaulting. Faulty project planning,

lack of infrastructure facilities, management and marketing

problems, asserted in business losses. This had an adverse effect

on servicing bank loans.

iv) Inadequate Credit Monitoring :Defective appraisal of loan
application and inadequate attention given to commercial and

financial viability of project and inadequate capacity credit

monitoring also laid to the poor performance and inadequate

capacity to service, the loans on part of the borrowers.

v) Lack of Co-ordination :Where commercial banks have financed
large projects jointly with financial institutions, lack of co-ordination

between banks and financial institutions resulted in the problem of

NPAs. Thus, a combination of several factors has contributed to

the growth of non-performing assets of commercial banks.

Check your progress
1. What do you mean by NPA’s ?

2. Explain why NPA’s are growing.

6.4 Recommendations and Control of Prevention of
NPAs

Recently several measures have been initiated to reduce the

volume of NPAs of commercial banks. They are following :-

1. Setting up of debt :
Debt recovery tribunals, NarsimhanCommittee had recommended

setting up of special tribunals which would cut short time required for

setting the cases with regard to defaulters This could help the banks in

enforcing the claims against their clients speedily and the problems can

be solved. Accepting the recommendations, debt recovery tribunals

(D.R.T.) were established.



65

2. SecuritizationAct :
In order to reduce NPAs the Securitization and Reconstruction of

FinancialAsset and Enforcement of Security Interest bill was passed.

The bill proposed the established ofAssets Reconstruction Companies

(ARCs) based on the recommendation of Narsimhan Committee. This

actwasaprovision for the banks to do awaywith the bad loans.However,

there was no much gain from this act. According to the act, Asset

Reconstruction Company of India Ltd. with 8 shareholders i.e. H.D.F.C.

Bank, IDBI Bank, Federal Bank, South Indian Bank, S.B.I., IDBI and

ICICIBankwith an initial capital of Rs.10000Crore hasbeenestablished.

This act has a second aspect of enforcement of security of interests.

Inspite of existence of debt recovery tribunals loan recovery was still a

problem. So this act provides for acquisition of security offered for the

loan directly 60 days after serving notice on the defaulter and realized

the value by setting away the security.

3. Credit Information Bureau :
To prevent loans for turning into NPAs and information system is

required. If a borrower is defaulter of one bank, all other banksmust be

informed about this so that they may avoid landing to him. A Credit

InformationBureau can help in this regards. It canmaintain a data bank,

which can be assessed by all landing institutions. Many developed and

developing countries have followed these steps to solve the problems

of NPAs.

4. Lok Adalat :
LokAdalat is also a goodmeasure to resolve the problemof NPAs,

particularly it is suitable for the recovery of small loan. Debt recovery

tribunals (DRTs) have been authorized to arrange LokAdalat for NPAs

of Rs.10 Lacs and above.

5. Corporate Debt Restructuring (CDR) :
The another way to reduce NPAs is to reduce the burden of debt

on corporate sector Debt Restructuring. For this R.B.I. has issued

guidelines. Thus, the corporate Debt Restructuring would have three-

tier structure.

i) Tier I : CDR Standing Forumwhich will lay down the policies and
guidelines andmonitor the progress of CDR.

ii) Tier II : CDR empowered group will examine the viability and
rehabilitation potential and approve a reconstructing package.

iii) Tier III : CDRCell will scrutinize the proposal, collect all relevant
information and place it before the CDR empowered group.
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6. Compromize Settlements :
Compromize Settlement Scheme also provides amechanism for

the recovery of NPAs. The R.B.I. has issued a guidelines in 1999, 2000

and 2001. This measure applies to advances belowRs.10 Crore. The

filed cases of NPAs and pending cases before courts and DRTs are

covered under this. The cases of willful default and fraud are excluded.

However, response to this scheme was poor and therefore, the R.B.I.

issued new guidelines and extended till April 30, 2003. Due to the

initiatives taken to tackle the problem of NPAs, the recovery of all

scheduled commercial banks increased from Rs.9716 crores in 1999

toRs.17588 crores in 2002.But notmuch success is attained in reducing

the NPAs.

6.5 Capital Adequacy Norms (CAN)
It has been accepted the capital base of the bank is a very vital

factor in determining the soundness of the banking system. Since in

India the capital base had become veryweak, it is essential to strengthen

it by the norms.As per theR.B.I.’s information, the ratio of paid-up capital

and reserves to the deposits of banks had declined from 6.7% in 1956

to 4.1% in 1961 and 2.1% in 1980. However, as a result of capital

adequacy norms it increased to 7.53% in 1995. Bank for International

Settlement (BIS), Switzerland appointed Basle Committee (1988) for

Banking supervisor. Basle Committee suggested minimum capital

requirements for banks. The Basle Committee has made some

principles in consultation with authorities of fifteen emerging economies

including India. One of the important issues of the committee had been

the capital adequacy ratio. TheR.B.I. appointed a committee under the

Chairmanship of Narsimham to suggest resources in the financial sector.

The recommendations given by theNarsimhamCommitteewere similar

to the Basle Committee recommendations.

Prudential Norms are the norms, rules or guidelines prescribed

by theCentral Bank of the country. Themain objective of these norms is

to protect the interest of depositors. Such norms vary from country to

country. However, these norms are decided according to international

standards.

Banks gets their income basically from lending and investment

activities. To fulfill these activities banks use deposits money. If there is

a loss in the lending and investment decisions, then the interest of

depositors are affected. To solve these problems, banks need to use

their funds adequatelywithout harming the interest of the depositors.An

international and standard recommended capital adequacy ratio. It is a
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ratio of the amount of banks capital in relation to amount of credit

exposure.

There are two typesof capital to establishCapitalAdequacyNorms

as following :

Tier I Capital : This consists of financial capital which is more
liquid and reliable. It consists of paid-up capital, banks statutory reserves,

free reserves and capital reserves. This is important capital of a bank

since its safeguards the interest of the bank and assures stability of the

financial system.

Tier II Capital : Though this capital offers a less protection to the
depositors, it can absorb losses of banks. It consist of paid-up value of

perpetual preference shares, revaluation of assets, capital investments

(which combine the features of equity and debt) and sub-ordinated debt.

It is important to note that this. Tier II capital can not exceed 50%of tier

I capital to arrive at a prescribed CapitalAdequacy Norms.

MinimumCAN.
Basle Committee has set the norms for Capital Adequacy Ratio

as following:

a) Tier I capital to total risk weighted credit exposures to be not less

than 4%.

b) Total capital (i.e. Tier I plus Tier II Capital) to total risk weighted

capital exposures to be not less than 8%.

According to Basle Norms, the bankswill have to identify their Tier

I andTier II capital and assign riskweights to the assets. Then, the banks

will have to assess the Capital to RiskWeightedAssets Ratio (CRAR).

The minimum CAR which Indian Banks are required to meet is set at

9%.

(Tier I Capital) + (Tier II Capital)

Capital Adequacy Ratio =
Risk weighted asset

Capital

OR Capital Adequacy Ratio (CAR) =
Risk weighted asset

As shown in the above ratios, CARmeasure the amount of bank’s

capital in relation to the amount of the risk weighted assets. It takes into

account the degree of risk in the credit exposures of a bank, the higher

the CAR, the greater the level unexpected losses it can absorb before

becoming insolvent (or bankrupt).
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6.6 Risk Management in Indian Banks
TheR.B.I. issueda “GuidanceNoteonManagement ofOperational

Risk” in October, 2005 to enable the banks to have a smooth and social

transition to the CAN. Banks are encouraged to comply with ‘sound

practices’ for themanagement and supervision of operational risk’ issued

by the Basle Committee as Banking Supervisor in February, 2003.

Indian banks for the problemofNPAsdue to inefficiency tomanage

credit risk of the banks. IncreasingNPAs have a direct impact on banks

profitability as they are forced to make provisions on NPAs, as per the

guidelines from theR.B.I. Nowadays bankinghabits amongpeople have

improvedwhich resulted into or upward shift in their deposits. However,

under the back drop of banking sector reforms (lowering down of Bank

rate, CAR & SLR), the banks are worried about the full utilization of

excess liquidity due to the fear of growing NPAs.

Following Steps help in the Risk Management in the Banks.

i) Credit Risk Management :
It is an importantmeasure tomanage the credit risk of a bank. For

this NPAmust be reduced. There is a difference between two issues

credit risk management and non-performing assets (NPAs). NPAs are

the result of past lending policy of a bankwhere effect falls or the present

situation of a bank which forms risk and default to a bank credit risk

management is concerned with managing the quality of credit portfolio

before the defaults. Thus it is an attempt to avoid the default by proper

management of credit.

ii) In order to manage risks :
The banks were advised to maintain capital of at least 9 % of the

risk weighted assets for both credit risks adn market risk for both Held

For Trading (HFT) andAvailable For Sale (AFS).

iii) In view of growing housing and consumer :
Credit , riskmanagement stepswere undertaken. The riskweights

were increased in October 2004, from 50% to 75% in case of housing

loans and from 100% to 125% in case of consumer credit.

iv) Further it was decided :
In April 2006 that bank’s total exposure to Venture Capital funds

will form a part of their capital market exposure and banks should

henceforth assign a higher risk weight of 150% to these exposures.

v) Securitizations and Reconstruction :
Of financialAsset and Enforcement of Security InterestAct 2002.

To reduce NPAs, and protect the interests of the borrowers the
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government of India has enacted this Act of 2002. Under thisAct, banks

can issue notices to defaulters to pay up the dues. Borrowers have to

clear their dues within 60 days. Besides the banker can also take- over

the management of the borrowers assets.

Check your progress :
1.What kind of security is provided by SecuritizationAct ?

2. What is Compromise Settlement ?

3. State two types of capital to establish CapitalAdequacy Norms.

6.7 Summary
Commercial Banks play an important role in the financial

development and eventually economic development of a country,

developed as well as developing country.

Indian commercial banks have to play a dual role of facilitation of

growth as well as profit making institution. However, it faces a problem

of NPAs. Indian banks to meet international standards have to follow

CapitalAdequacy norms. This hasmade them to emerge larger in size,

technological better equipped and stronger in capital base.

The government of India has taken many steps to improve the

banking sector in India. Narsimham Committee in 1991 and 1998

recommended various reforms for thebanking improvements. Thebanks

have to follow the prudential and capitalAdequacy Norms.

TheRegulatorymechanismhasensured thegoodhealth of banking

sector in India.With proper riskmanagement steps, the R.B.I. has tried

to overcome theproblemofNPAs.Thus,withCANand riskmanagement,

commercial banks, continue to play an important role in the Indian

economy.

6.8 Questions
1. Discuss the issue of non-performing assets.

2. Explain themanagement of NPA.

3. Explain capital adequacy norms.

4. Write of note on following :

a) BasleAccord 1 and 2. b) Risk Management in Indian Banks.

5. Discuss the causes for the growth of NPAs.

�����
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Non Banking Financial Companies
(NBFCS)

Unit structure
7.0 Objectives

7.1. Introduction

7.2 Overview of Non Bank Financial Companies (NBFCs)

7.3 Growth of NBFCs

7.4 Problems of NBFCs

7.5 Impact of NBFCs on India’s Economic Development

7.6 Regulation of NBFCs

7.7 RBI’s Directive and Guidelines to Regulate the NBFC’s

7.8 Summary

7.9 Questions

7.0 Objectives
1. To take an overview of developing banking in India

2. To understand the meaning, types and growth of Non-Banking

Finance Companies

3. To study the regulation of NBFC

7.1 Introduction
Non- Banking Financial Intermediaries (NBFIS) play an important

role of adding to the rate of growth of financialmarket. Due to which the

rate of economic growth of a country is accelerated. NBFIs play an

important role in increasing saving and investment. It influences the

economy by mobilization savings, bridging the credit gaps and

channelizing the investments in proper directions.

Indian financial intermediaries are largely privately owned,

decentralized and relatively small sized. Someof theNBFIs are engaged

in fund based business while others provide financial services to the

investors.

7
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The discussion of an overviewof NBFIs will be followed by growth

and types of NBFCs . A detailed discussion is given an few types of

NBFCs suchasmutual funds, UTI& LIC. Finally the regulation non-bank

financial companies monetary policy and NBFCs are discussed in this

unit.

7.2 Overview of Non Bank Financial Companies
(NBFCs)

There has been a radical transformation in the functioning of

NBFCs since post 1995 period. Thereweremany small NBFCsworking

in India,whose information is not available.NBFCsperformawide range

of functions and they also offer financial services to the investors.

Financial intermediary is an institution which collect savings and

issue returns by using the funds for productive purposes. They are the

links between borrowers and lenders. As an intermediary, NBFI also

maintain safety and liquidity in the process of resource mobilization.

Theyplay an important role in the saving - investment process by raising

the level of saving and investment and by proper allocation of savings in

productive investments. Many a times, commercial bank have he

limitations to fulfill the financial requirementsof a countryand its investors.

This leaves a room for growth to the Non - bank financial companies

7.2.1 Definition of NBFs :
Non - Bank Financial Companies is a group of intermediaries

other than commercial bank and cooperative banks . They include

institutions like development banks, insurance companies, merchant

banks etc.

Some of the important NBFIs are

1 Development banks such as IDBI, IFCI, ICICI, SFCs etc.

2 Unit Trust of India

3 Provident Fund and post offices

4 Other investment companies like insurance companies, Loan or

Finance companies etc.

TheRBI (Amendment)Act, 1997 definesNBFCs as “ an institution

or company whose principle business is to accept deposits under any

schemeor arrangement or in anyothermanner and lend in anymanner.’’

This definition unlike the earlier definition of NBFCs, is an extensive

definition.

7.2.2 Classification of Financial Intermediaries :
The NBFC fall under different forms on the basis of their activities

on their business as under.
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1. Hire purchase companies (HPFC)

2. Investment Companies (IC)

3. Mutual Fund Companies (MFC)

4. Loan Companies (LC)

5. Housing Finance Companies (HFC)

6. Equipment Leasing Finance Companies (ELC)

7. Residuary non-banking finance companies.

8. Miscellaneous non banking companies (MNBC) or Chit Fund

Companies

Let us discuss the meaning and functions of these forms of NBFCs in

detail.

1) Hire Purchase Finance Companies :
The sources of hire purchase finance are

i) Hire purchase finance companies

ii) Retail and wholesale traders (i.e. sellers) and

iii) Banks and financial institutions

i) Hire-purchase finance companies are the public or private limited
companies or partnership firms who offer credit for acquiring durable

goods. Hire purchase finance or credit is a system under which term

loans for purchase of goods and services are advanced which have

to be liquidated under the installment plan,

The terms of hire purchase credit may vary from product to product.

The down payment ranges between 10 percent to 25 percent and

may be as high as 40 percent.

The period of credit is generally three years. The hire purchase credit

is available for a wide range of product and services.A large part of

hire purchase finance is made available for the purchase of

commercial vehicles and the borrowers are the transport operators.

ii) The retail and wholesale traders are the other source of hire
purchase finance.When the sellers provide hire-purchase credit, their

sources of funds are their own capital or borrowing from financial

institutions. The financial institutions may finance the sellers or

alternatively the buyers by providing instalment loans.

iii)Besides the Non-Banking Financial Institutions, commercial
banks, co-operative banks and development financial institutions also

operate in the use of hire purchase finance.

These include institutions like IDBI, ICICI, SFCs,Agro Industries

Corporation etc.
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(2) Investment Companies :
The Investment companies aremostly controlled by large business

or industrial groups and their investments are concentrated in the

companies of industrial groups towhich they belong. Themain business

of these companies is of acquiring securities and trading in such

securities.

These companies provide financemainly to companies associated

with business houses. Because the companies are formed by these

business houses themselves.

As against open-end investment companies orMutual Funds/ Unit

Trusts , these companies are close-end organization having a fixed

amount of share capitalAlmost all prominent industrial groups have their

own investment companies.

Two categories of Investment companies are :

(i) Primary Dealers (PDs)

(ii) Satellite Dealers (SDs)

(i) PrimaryDealers are functional since 1996. There were 15 PDs
by the end of March, 2000.At present there are 18 PDs. Theminimum

Net Owned Fund (NOF) is Rs-50 crores, PDS are meant for

strengthening the securitiesmarket. TheRBI prescribed newguidelines

in Jan. 2002 to improve the risk management system of PDs. PDs are

required tomaintainCRARof 15 per cent. In viewof the risks in accepting

intercorporate deposits. PDs are advised to restrict acceptance of ICDs

to 50 percent of NOF.

(ii) Satellite Dealers (SDs) :As second tier dealers, SDs were
introduced in Dec.1996. Nine SDs are registered to perform in

government securities market. The response is limited as only 4 SDs

are in operation. The SDScheme has been discontinued fromMay 31,

2002.

(3) Mutual Fund Companies :
Mutual FundCompanies orNidhis offer loans to individualswithout

any complicated procedure. These companies are easily approachable

and they customise their loans to the financial needs of their customers.

The sources of funds for Nidhis are share capita!, deposits from

their members, and deposits from the public.

Nidhis advance loans to their members for several purposes as

following :

(i) House construction

(ii) Repair of house

(iii) Marriage
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(iv) Redemption of old debts.

(v) Medical Expenses etc.

The loans advanced by Nidhis are generally for consumption

purposes.

The main characteristics of Nidhis are :

(a) Local character

(b) EasyApproachability, and

(c) Absence of complicated procedure.

Nidhis offer saving schemes and make credit available to those

whose credit needs remain unmet by the commercial banks. Nidhis

charge interest rateswhich are reasonable and are comparable to those

of commercial, banks. Nidhis are exempted from themain provisions of

the RBIAct, 1934.

4) Loan companies
Loan companies are generally small partnership concerns which

obtain funds in the form of deposits from the public and give loans to

wholesale and retail traders, small scale industries and self employed

persons. These companies attract deposits from the public by offering

higher rates of interest alongwith various kinds of prizes, gifts etc. These

companies give loans at relatively higher rates of interest.

The deposits accepted by these companies are mainly fixed

deposits and their funds are partly kept in fixed deposits with banks and

the remaining is used to make loans and advances. The borrowers of

funds from these companies are those who cannot get adequate credit

from commercial banks.

(5) Housing Finance Companies :
Finance is provided for housing asmortgage loans. It is one of the

most important finance required bymiddle class and covermiddle class

individuals.

Housing finance is supplied by

(i) Specialised institutions like :

(a) Housing Boards in different states and apex co-operative

housing finance societies.

(b) HUDCO i.e. Housing and Urban Development Corporation,

HDFC i.e. Housing Development Finance Corporation.

(ii) Government at State and Central level

(iii) Insurance companies like LIC &GIC

(iv) Commercial banks

(v) Private housing finance companies and Nidhis
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Functions of Housing Finance companies are stated below

(a) Financing of the acquisition of house.

(b) Financing of the construction of house .

(c) Financing of the acquisition of plot of land and I

(d) Financing of the repair and extension of a house.

There aremore than 400 housing finance companies in operation

The RBI has stipulated that the housing finance companies should

mobilise household savings in the form of deposit withmaturities beyond

two years.

Some the major housing financing Companies are discussed in

detail.

(i) Housing and Urban Development Corporation (HUDCO) :
It is the national level institution which gives loans to individuals

and societies for buildinghouses and flats. Seventy percent of HUDCO’s

loans are reserved for economically weaker sections and lower income

groups and rural areas. Till March 1993 HUDCO had financed 9,420

projects involving a cost of Rs. 12,490 crores. This has meant the

construction of 5. 5million houses out of which 46%are located in rural”

areas.

(ii) Housing Development Finance Corporation Limited (HDFC) :
This is also national level housing finance institution. It was set up

in 1977 to provide term finance tomiddle class people and lower income

groups for the construction of houses, buying of houses etc.

Till March 1993, HDFChad sanctionedRs.4,470 crores is housing

loans.

(iii) The State Housing Finance Societies :
These societies are established in every State and they advance

loans to affiliated primary co-operative housing societies for construction

of dwelling housing, purchase of land and repayment mortgage debt.

(iv) Housing Finance subsidiaries :
Like Can Fin. 11011705 Limited, GICGrih Vitt Limited, State Bank

Housing Finance Corporation and LIC Housing Finance Limited

Company etc. also provided housing loans.

(6) Equipment Leasing Finance Companies :
It involves a contract whereby the ownership, financing and risk

taking of any equipment or asset are separated and shared by two or

many parties. In a leasing business, the uses of a capital equipment

(i.e. an investor) does not buy the product himself but only buys the use

of it against payment on amonthly rental fee to a leasing companywhich

owns the product.
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The prospect of leasing business are good in India, due to growing

needs for investment and scarcity of funds in public financial institutions.

The organisations engaged in lease finance business include -
(i) Nationalised banks,

(ii) All India financial institutions like ICICI, IDBI, IFCI, SIDBI, HDFC

etc.

(iii) Insurance companies like GIC& LIC.

(iv) State level SIDCs and SIICs

(v) Private sector manufacturing companies.

(vi) NBFCs : Most of these companies are small private limited

companies.

Themain function of leasing companies is to lease out equipment

on rent to industrial companies. Leasing is a form of rental system. A

lease is a contractual arrangement whereby the lessor grants the lease

the right to use an asset in return for periodical lease-rent payments.

(7) Residuary Non-banking Finance Companies :
These are companies which receive deposits and do not belong

to any of the other categories of NBFCs.

There are number of unhealthy features of these companies such

as :

(i) Negative or Negligible NOF.

(ii) Understatement of their deposit liability.

(iii) Forfeiture of deposits.

(iv) Discontinuation of deposit certificates.

(v) Low rates of return on deposits.

(vi) Payment of high rates of commission

(vii) Levy of service charge on the depositors.

Theapexhas takenupdifferentmeasures to remove these features,

Under the new regulatory framework of theRBI (Amendment)Act, 1997,

theRBI has extended prudential norm-3 to these companies, introduced

compulsory registration requirement, specifiedminimum rates of interest

payable on their deposits under different schemes. TheRBI has stepped

up the inspection, andmonitoring of the activities of these companies.

Check your progress :
1. Define NBFC.

2. State the sources of hire purchase finance.

3.State the categories of Investment Companies.
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4. Explain the functions of Housing Finance Companies.

7.3 Growth of NBFs
The number of NBFCs has gave up from 2,941 in 1970, to 41,000

in 1997. Out of which, many of them are private limited companies (80

to 84%) and remaining are public sector companies.

Following table shows the deposits withNBFC since 1981 to 1996

Table 7. 1
Total depsoits with NBFCs

Year Total deposits
(Rs. In crore)

1981 1,477

1984 3,162

1987 5,942

1990 14,645

1991 17,236

1992 20,450

1993 44,957

1994 56,409

1995 90,097

1996 1,08,437

Source : RBI bulletins and RBI Report
As shown in table7.1 the total deposits are rising fast. From Rs.

1.477 crores to Rs. 1,08,434 crore in 1996. Over this period the

percentage wise contribution to the total deposits by different types of

NBFCs in the following range.
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Table 7. 2

Name of NBFC Percentage to the total deposits of NBFC

1970 1990 1994

1.HDFC 15.13 8.36 10.37

2.LC 56.30 46.49 47.42

3. IC 11.76 12.72 7.14

4.HFC 0.00 8.05 16.02

5.MFC 11.76 1.32 1.93

6.ELC 4.20 16.52 15.41

7.MNBC 11.68 6.53 1.70

(Source : RBI bulletin and RBI Report 1996-97)

The above table shows the share of different types of NBFCs in

the total deposits. During 1970-1994, Leasing Companies (LCs) bare

the highest share to the total deposits throughout the period. The

Equipment Leasing Companies (ELCs) and Housing Finance

Companies (HFC) have earned increasing share in total deposits from

1970 to 1997 of 15.41 % and 16.02 % respectively.

Main Features of Growth of NBFCs
1. High Rate of Growth of NBFCs

From amere deposit of Rs 119 crore in 1970 the total deposits of

NBFCs have reached to Rs. 1,08,434 crores in 1996. The annual

compound rate of growth of aggregate deposits of NBFCs has been

29% during 1970-1996

2. Total number of NBFCs has increased
About 745 companies constitute the core companies.About 9%

to 21% of NBFCs have accumulated for 94 to 97% of total deposits

during the period of 1980-90

3. Exceeded the growth of Commercial Banks
The deposit growth of NBFCs is higher than that of commercial

banks during the period of 1980 to 1990.

4. Increase in the mobilization of funds.
The volume of mobilized funds has increased vis-avis commercial

banks.

5. An Increase in the resources with NBFCs
In addition to the deposits, the resources of NBFCs consisting of

Net owned funds have increased substantially from Rs. 119 crore in

1970 to Rs. 75,079 crore in 1993-94.
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Reasons for the growth of NBFCs

1. NBFCs provide ready to use services to the investors.

2. Relatively lower degree of regulation of NBFCs compared to

regulation of the banks.

3. Higher degree of customer-oriented approach.

4. Simplicity and Speed of their services.

5. High rates of interest on deposits to small savers.

7.4 Problems of NBFCs
(a) NBFCmay not work as per directions of the RBI. Due to this the

objectives of monetary policymay not be fulfilled.

(b) Offering of High rate of interest : NBFCs may offer high rate of

interest to its investors but later on, due to some problem,may not

be in a position to do so.

(c) Many Leakages in NBFCs : This is because the entire fund goes

through banking system in each turnover period, of which only that

portion of saving goes through income turnover period which is

allotted to NBFI. In other words the banks provide excess of funds

of the people and NBFIs act as a channel to transfer the saving

into an investment.

All this create a competition between banks and non-bank financial

institutions. Therefore, the RBI controls its operations as follows :

(1) Registration of NBFCs : A NBFC owning funds of Rs.25 lakh
has to register itself under the control of the RBI. Similarly, the RBI

has a right to cancel the registration of NBFCs.

(2) Maintenance of liquidity : All NBFCs have to maintain 10% to

15% of their assets in liquid form (cash). This is necessary to

control credit created by theNBFC. During inflation, credit creating

activities are contracted to maintain price stability.

(3) Reserve Fund : All NBFCs have to create a reserve fund and
transfer not less than 20% of their net deposits to it every year,

(4) RBI Directions and Norms :As and when required, the RBI can
control the activities of the NBFC by the issue of disclosure,

prudential norms, directions relating to credit and investment.

(5) Nomination facility, to the investors : NBFCs, as per the RBI
guidelines have to provide nomination facility to their investors or

depositors.

(6) CapitalAdequacynorm :All NBFCs hove to achieve aminimum
capital adequacy norm of 8%.
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(7) Credit Rating : All NBFCs have to obtain credit rating from the
credit rating agencies.

(8) Ceiling on interest rate : The RBI has imposed a ceiling c
limitation of15% interest rate on deposits inMutual Benefit financial

Company (MBFC) and ‘Nidhis’.

NBFC and Monetary Policy :
NBFCs remained unregulated until 1997.When the RBIAct was

amended in 1997, a regulatory frameworkwasmade for the functioning

of NBFCs. Earlier times, NBFCswere offering high interest rate to their

investors. Theywere regarded as a threat to the functioning ofmonetary

policy of the RBI. Secondly, NBFCs were giving loans to those who

were turneddownby thebanks.Asa result the effectivenessof theNBFC

had be affected. So, suggestionsweremade that themonetary controls

should be implemented for NBFCs like commercial and cooperative

banks.

The RBI, thus, can now issue directives and guidelines to the

NBFCs as it is in case of banks. TheRBI exercises its power to regulate

the activities of the NBFC by various methods of credit control. Since

1997, through the instruments like prudential norms, ceiling on interest

rate, Registration of NBFCs, etc. controls tine operation of NBFCs for

the healthy growth of them.

Check your progress
1. Explain the features and Reasons for the growth of NBFCs.

2. Explain howRBI controls the operations of NBFCs

7.5 The Impact of NBFIs on India’s Economic
Development
Financial intermediaries are broadly classified into two categories

namely

(a) Banking Intermediaries (Commercial banks, Co-operative banks

and private banks)

(b) Non-banking financial intermediaries (Insurance and investment

companies, stock exchanges, mutual funds, development banks

and others)
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Financial intermediaries play an important role in the economic

development of a country. In order to attain highest rate of economic

growth, themoneymarket should be a developed one. In India still there

is a scope for the development of moneymarket.

Following are main functions of financial intermediaries :
(1) Growth of saving and investment:

Financial intermediaries collect savings from the people and the

institutions in return lendmoney to the borrowers. Due to this, savings is

channelized into the process of investment. High saving and investment

are necessary for high rate of economic development.

(2) Helps small investors :
An intermediary buys direct securities in denominations preferred

by the ultimate borrowers. Often, small investorsmay not buy securities

directly from the issuers. Therefore, financial intermediariesmay play a

role of link between investors and borrowers.

(3) Flexibility in the maturity of the assets :
Generally, people like to invest in the financial assets which are of

short-period, whereas borrowers require money for long-period.

Financial intermediaries perform the task of fulfilling the lags in the time-

period preference of the two parties (investors and borrowers).

(4) Greater Liquidity :
Financial intermediaries offer the facility of withdrawing themoney

before thematurity period of the financial assets. Thus, there is greater

liquidity of the assets.

(5) Low risk and safety :
Financial intermediaries minimise risks involved in investment.

Similarly, money investedwith financial intermediaries is highly safe and

offer a reasonable rate of interest on the investment.

(6) Wide coverage :
Financial intermediaries havemany branches spread over a wide

rangeof area. LIC,UTI, banks are located at different places, convenient

for the people.

(7) Information and analysis :
Financial intermediaries provide information about the various

investment schemes. They also analyse the securities and their

advantages in investment.

(8) Avoidance of malpractices :
Villagemoney lenders adoptmalpractices like charging high-rates

for loans and other cheating practices. These practices are avoided by
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the financial intermediaries. The above discussion shows -that NBFCs

play an important role in economic development. In India, NBFIs have

contributed their role in attaining high saving and investment rate. High

saving and investment are twowheels for economic growth of a country,

India hasachieved high rate of investment due to development ofmoney

market consisted of NBFC.

7.6 Regulation of NBFCs
The NBFCs have been performing an useful role in the economic

and financial development of a country. However there havebeen certain

defects in them.

Problems of NBFC:
1. NBFc may not work as per the directions of the RBI. Due to this

the objectives of themonetary policy of RBI may not be fulfilled.

2. Offering of High rate of Interest .

3. NBFC may offer high rate of interest to its investors initially, but

later on theymay not be able to do so.

4. Leakages in NBFCs.

This happens because the entire fund goes through banking

system in each turnover period, o f which only that portion goes through

income turnover periodwhich is allotted toNBFCs. In otherwords, banks

provide excess of funds of the people and theNBFCact as a channel to

transfer the saving into an investment.

All this leads to competition between banks and non-banks

financial institutions. Therefore the RBI regulates its functioning as per

following :

Enactment of Reserve Bank of India (Amendment)Act, 1997 has

brought NBFCs under jurisdiction of the RBI. The major regulatory

provisions are given below.

1 Registration of NBFCs :
A NBFC owning funds of Rs. 25 lakh has to register itself under

the control of the RBI. Similarly, the RBI has the right to cancel the

registration of NBFCs.

2. Maintenance of liquidity :
All NBFCs have to maintain 10% to 15% of their assets in liquid

form (cash). This is necessary to control credit created by the NBFC.

During inflation, creating activities are contracted to maintain price

stability.
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3. Reserve Fund :
All NBFCs have to create a reserve fund and transfer not less than

20% of their net deposits to it every year .

4. RBI directions and Norms :
As and when the RBI can control the activities of NBFC by the

issue of disclosure, prudential norms and directions relating to credit

and investment.

5. Nomination facility to the investors :
NBFCs, as per the RBI guidelines have to provide nomination

facility to their investors or depositors .

6. Capital adequacy norm :
All NBFCs have to achieve a minimum capital adequacy ratio of

8%

7. Credit Rating :
All NBFCshave to obtain ‘credit Rating’ fromcredit ratingagencies.

8. Ceiling on interest rates :
The RBI has imposed a ceiling on a limitation of 15% interest on

deposits in Mutual Benefit Financial Company (MBFC) and ‘Nidhis’

Check your progress :
1.What are the functions of financial intermediaries ?

2. Explain the RBIs regulatory provisions for NBFCs.

7.7 RBI’s DIRECTIVE AND GUIDELINES TO REGULATE
THE NBFC’S

NBFCs remained unregulated till 1997. But the RBI Act

(Amendment) 1997, gave a regulatory framework for the functioning of

the NBFCs.

Thus to improve the effectiveness of NBFCs, the RBI has issued

the directives and guidelines to regulate the NBFCs.

1)Mutual Funds (MF)

2) Unit Trust of India

3) Insurance Companies
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7.7.1 Mutual Funds :
Mutual Funds is an intermediary which buys or sells securities on

behalf of its unit holders. Because unit holders may not be able to buy

or sell securities economically and profitably. It is an important form of

NBFIs whichmobilizes savings.The first MF in India was established in

1964. It was called as the Unit Trust of India. MF enables small income

earners andmiddle incomeearners a high rate of return on their savings.

MFs can be broadly classified into public sector MFs and private

sector MFs. All MFs sponsored by the UTI, banks and financial

institutions are public sectorMFs, whereas, otherMFs are called private

MFs which were started in 1993.

In MFs business, the UTI plays an important role in India. It was

established in 1964 50%of its share capitalwasownedby IDBI (formerly

under theRBI) and rest of the share capital is subscribed by the LIC, the

SBI, scheduled commercial banks, the IFCI and the ICICI.

Objectives of MFs (Advantages) :
(1) To provide an opportunity-of investment to small investors at par

with big investors.

(2) To give high rate of return on investment.

(3) It enables or provides the benefits of portfoliomanagement of stock

market securities to the shareholder.

(4) It minimizes the risk in investment.

Other advantages of MFs :
(1) Economies (or cost advantages) of scale of operations (i.e. It

minimizes the cost of buying the securities.)

(2) Spread of risk : Because the small investor holds large and
diversified portfolio of assets, the risk is reduced.

(3) Expert and professional management : MF provide expert.
guidance, investment consultancy to the investors.

(4) Diversification of portfolio: of assets reduces the risk involved
in the investment.

(5) Low brokerage and transaction cost : Generally, brokerage
and transaction cost of assets are high. .However, MFs charge

low brokerage cost.

(6) High rate of return : MFsassure high rate of return to its investors
which increases overall level of investment in an economy.

(7) Convenient Administration : The Administration of MFs
regarding assets is convenient as compared to other investments.
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(8) Liquidity and Flexibility : The securities held by the investors
can be easily transformed into cash. There is also a flexibility in

MFs.

(9) Tax benefits :Taxexemptions are issued on securities and assets
held by the investors in MFs.

Table 7.3
Cumulative Net Assets of MFs (as onDec. 31. 01)

(Rs. Crore)

Sector Amount Percent Total

Private 42,582 41.8

Public 8,059 7.9

UTI 51,181 50.3

Total 1,01,822 100.0

(Source : Indian Financial System by Deodhar and Abhyankar,
pp.272)

The number of MFs has increased from one in 1964 to 38 in 2003.

There are 10 public sector funds and 29 private sector funds. The total

investment ofMFs in India has increased fromRs.72,435 crore in 1995-

96 to Rs.l,00,594 crore in 2002-03.

Policy Measures :
(1) SEBI controls and regulates the working of MFs.

(2) SEBI issues the guidelines and norms for disclosure and

advertisement of MFs schemes.

(3) SEBI has made it compulsory to MF to appoint agents and

distributors certified by theAssociation of Mutual Funds of India.

(AMFI).

Conclusion :
Thus,MFbusiness in India playsadominant role in Indianeconomy.

TheUTI plays a dominant role. MF is highly concentrated fund-wise and

scheme-wise and the small investors are notmuch benefited fromMFs.

Similarly,MFsare popular only in urbanhigh andmiddle, incomegroups.

7.7.2Unit Trust of India :
The importance of unit trusts inmobilising savings of small savers

was recognised in early 20th century and the need for setting up these

trusts was stressed by the Shroff Committee in 1954. However, the Unit

Trust of India (UTI) was set up only in 1964 as a public sector financial

institution.
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Initial Capital :
The initial capital of Unit Trust was statutorily fixed at Rs.5 crores

which was to he contributed by the Reserve Bank (Rs.2.5 crore), the
LIC (0.75 crore), the SBI and theAssociate Banks (Rs.0.75 crores) and

other financial institutions and banks (Rs. 1.0 crore).

Since theTrust does not have any share capital, it opt rates on the

principle of “no profit no loss” as all income and gains, net of all costs

and development charges, ultimately borned by the investors.

Unit Capital :
The main source of the funds of the UTI is the unit capital raised

from the sale of units to the public under various schemes. For example,

under the Unit Scheme 1964 (US 64), the Units are sold of the face

value of Rs.10/- each but their market price is higher than this value.

Objectives :
Its objectives are as under :

(i) To encourage saving habit among the people.

(ii) To pool the savings of the people of different income groups for

secured and profitable investment.

(iii) To provide financial assistance to industrial enterprises through

purchase of their securitiesor through the underwritingof securities.

UTI provides an attractive interest rate of dividend to unitholders

which is also exempted from IncomeTax under the IncomeTaxAct.

Financial Resources :
Major sources of funds are from sale of units. The initial capital of

the UTI wasRs.5 crore which was raised by theRBJ, LIC SBI and other

financial institutions.

Total Fund till today :
The total number of unit holders registeredwith theTrust at present

exceed 20 million whose holdings amounted to nearly Rs.34,000/-
crores.

Performance of the UTI :
The beginning of US-64 a scheme under the UTI has been a

landmark. In principle, the aim of the Unit Trust is appreciable since it

started the mobilisation of its resources in trade and industry. The trust

being a public sector enterprise, has created confidence among the

general public. Besides, it has received a number of tax concessions

from the government. The UTI investment fulfills the safety and liquidity

conditions with respect to the investment.
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Problems faced by UTI:
Following the failure in the UTI’s, US-64 Scheme, the government

in 2001-02 took effort to resolve the problem and protect the investors.

Government introducedmany structural improvements. Some of them

are stated below.

(a) Special Unit Scheme in June 1999 : Under this government
bought back from UTI of public sector undertakings shares at a

value higher than, the prevailing market-value. This helped

considerably to transfer money to investors in the US-64.

(b) Limited Repurchase Facility : Investors were given a facility to
sell back the units to theUTI at an administrative determined price

through which they could sell upto 3000 units. For each unit

repurchased by the UTI at a price above ne asset value, the

government wouldmake the difference to the UTI.

(c) Extended Repurchase Facility : In December 2001, the limit of
3000 unit was raised to 5000 units. In addition the investors above

5000 units were given the assurance that if they existed in May

2003, theywould get the higher of NAVorRs.10. TheGovernment

wouldmake up the difference between repurchase price andNAV

experienced by theUTI.

Investment Pattern :
UTl invests its funds in various industrial securities keeping in view three

guiding principles namely -

(i) Security

(ii) Reasonable return, and

(iii) Contribution to economic development.

The government and the Securities Exchange Board of India (SEBl)

have laid down some norms for the Trust’s investment such as -

(1) The investment by theUTI in any one company should not exceed

to 5 percent of its total investible funds or 10 percent of the value

of the outstanding securities of that company.

(2) TheUTI can not investmore than 5 percent of its funds in the initial

issue of any new company.

TheUTI investment in government securities has been in between

10 to 20 percent. It had gone up to 24 percent in 1990 - 91 which came

down to 11 percent in 1995 - 96.

Functions of UTI :
(i) Share Subscription : It subscribes the shares and debentures

issued by various business companies. It also purchases
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securities from secondarymarket. UTI and LIC are the two largest

institutional investors in India.

(ii) Collecting funds :UTI collects funds from the public byway of its
various schemes such as

(a) Units Schemes, 1964.

(b) Master Share, 1964.

(c) Reinvestment Plan, 1966.

(d) Children Gift Plan, 1970.

(e) Unit-linked Insurance Plan, 1971,

(f) Unit Scheme, 1976.

(g) Master Equity Plan, 1991,1992 and 1993 etc.

7.7.3 Insurance Companies :
An insurance company has both economic and social objectives.

The premium charged by the insurance companies is the administrative

andmarketing cost. In return, they offer protection to their investors. The

insurance business consists of the spreading of the risk over time and

among the organisation and person. Life insurance is governed by law

of mortaity.

Insurance Companies are working in following areas :

(1) Health

(2) Life

(3) General.

The life insurance is in existence in India since 1818 (186 years

old). The first insurance company namelyOriental Insurance Company

was established in Calcutta. The General Insurance is existing since

1850 (154 years old). Following table will explain the size and structure

of insurance companies.

Table 7.4

Name of company Period No. of Companies

Life Insurance 1818 1956 245 (Private sector)

General Insurance 1850-1972 107(Private sector)

+04 Subsidiaries

LIC (after nationalisation) 1956-2000 01(Public sector)

GIC (after nationalisation) 1972-2000 01 (Public sector)
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After 2000, LIC andGIC allowed the private domestic and foreign

companies.

Sources of funds of insurance companies :
The main sources of funds are the premiums collected from the

policyholders.Mutual fundsalsogenerate funds to insurancecompanies.

Functions of Insurance Companies :
(1) To protect the life, health and other assets of the individuals and

companies.

(2) To provide finance to industries bywayof subscription to the shares

and debentures etc.

(3) To undertake investment and offer a reasonable return to the

investors

(4) Tomobilize saving of the people.

(5) To finance housing schemes and others.

Investment Pattern:
As per the LICAct of 1956, the corporation has to invest 50% of

the investment in bonds and debentures issued by theCentral andStale

government, 25% in Semi-government and public sector and 10 % in

the cooperative sector. It directly invests in shares and debentures of

companies (which are financially safe) for the policy holders.

Present state of Insurance companies :
At present, there are 24 insurance companieswith two state-owned

companies (i.e. LIC and GIC). The total insurance premium of LIC and

GIC was Rs.62,477 crore in 2001-02 [LIC (80%) and GIC (20%)]. The

share of insurance sector in household financial savings has gone, up

from 7.6% in 1980 to 10.1% in 1990 and 12% in 2001. The share of

insurance sector has been 0.6% in all these years. However, the

insurance penetration (i.e., the share of premium as percentage of GD)

has remained low at 2% (March 2000). :

Life Insurance Corporation (LIC) :
LIC was established in 1956 after the nationalisation andmerger

of 250 independent life insurance companies. It has its headquarters in

Mumbai. Its primary objective is to provide life insurance cover to the

people. It also promotes savings. It also gives income tax concessions

to the investors.

Themain source of fund is premiums paid by the policyholder.

Objectives of LIC :
(1) To provide life insurance protection to people at reasonable cost.

(2) To invest the funds and give good return on it.
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(3) To innovate and adapt tomeet the requirements of the community.

(4) Mobilisation of savings of the people.

(5) To invest funds in public utility and housing schemes.

(6) Its mission is “explore and enhance the quality of life of people
through financial security’’.

LIC has various activities like :
(i) LIC Housing Finance Ltd. (LICHFL)

(ii) LICMutual Fund (LICMF)

(iii) Jeevan Bima SahayogAsset Management (JBSAMC)

(iv) LIC International E.C.

Various policy schemes of LIC :
(i) Life insurance policy

(ii) Endowment policy

(iii) Pension Plan

(iv) Children’s Plan

(v) Equity linked Plan

(vi) Group insurance

(vii) Non-medical insurance

(viii) Pension plans.

Thus, through its various schemes, policies and plans, LIC

mobilises the savings of the people, financially secures their lives by

providing good returns on their investment. People also can withdraw

their moneywhich is invested in different policies or schemes. There is

also a security, of investment in LIC.Similarly, senior citizens are covered

under-different schemes, pension plans.About 18% of its policies are

protection policies while 60% are saving policies.

LIChas launched37 insurance plans. It has 1,774 branches, seven

zonal offices, 100 divisional offices, 2,048 branch offices and about

6.28 lakh agents. As of now, total individual life insurance investment

was Rs.1,75,491 crore in 2000-01 and total premium income in group

insurance wasRs.3,133 crore in the same year. LIC has also played an

important role in rural areas bymobilising rural savings.

General Insurance Corporation (GIC) :
GIC is controlled by the government: and it has four subsidiaries namely,

(1) National Insurance Co. Ltd.,

(2) New IndiaAssurance Co. Ltd.,

(3) Oriental Fire andGeneral Insurance Co. Ltd.,
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(4) United India InsuranceCompany. Ltd. GIC’smain business is ‘fire

insurance’, then marine business and miscellaneous. GIC’s

business is under theprovisionof InsuranceAct, 1938.Thesources

of funds of GIC are premium incomes, reserves, paid-up capital

and profits.

TheGICpolicies are not like the financial claimsof LIC.GICpolicies

are for a period of one year or more. GIC specialises in areas like fire,

automobile, marine, aviation, theft, loss, damage, etc. It had introduced

co-op insurance in 1985. GICmeets the requirements of industrial and

agricultural sector as well as household sector.

Check your progress
1.What do you understand byMutual Funds ?

2.Which problems are faced by UTI ?

3. Explain the functions of UTI.

4. What do youmean by LIC &GIC ?

7.8 SUMMARY
The main business activity of NBFCs is to accept the depsoits

under different schemes and give loans in different ways. There are

eight different types of NBFCs . They face a tough competition from the

commercial banks. The loanComapanies are one of hemost important

NBFCs. Similarly Equipment LeasingCompanies andHousing Finance

Companies have emerged as major types of NBFCs.

The RBI Act (Amendment) 1997 provides a comprehensive

regulation of NBFCs .According to thisAct, NBFC can not carry on its

business without obtaining a certificate of Registration from the RBI.

Theyalso have to complywith all directions onpublic deposits, prudential

norms and liquid assets. They also required to submit periodic returns

to theRBI.
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7.9 QUESTIONS
1. Define NBFIs, Discuss the different types of NBFCs

2. Write a note on growth of NBFCs

3. Discuss the impact of NBFCs on India’s economic development.

4. Explain the measures undertaken by the RBI to control the

operation of NBFCs

5 Write note on following :

a) Unit Trust of India

b) Mutual Fund

c) Insurance Companies

�����
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Module 3
FINANCIAL MARKETS

MONEY MARKET

Unit structure
8.0 Objectives

8.1 Introduction of MoneyMarket

8.2 Meaning and Functions of MoneyMarket

8.3 Structure of IndianMoneyMarket

8.4 Characteristics/features/weaknesses of Indian moneymarket

8.5 Reformmeasures to develop Indian moneymarket

8.6 Summary

8.7 Questions

8.0 OBJECTIVES
1. To acquaint the students with concepts of MoneyMarket.

2. To study the Constituents of MoneyMarket.

3. To Understand Characteristics of Indian MoneyMarket.

4. To study the reforms taken place in the IndianMoneymarket.

8.1 INTRODUCTION OF MONEY MARKET
Themoney market is a component of the financial markets for

assets involved in short-term borrowing and lending with original

maturities of one year or shorter time frames. Trading in the money

markets involves Treasury bills, commercial papers, certificates of

deposit, federal funds, and short-lived mortgage and asset-backed

securities. It provides liquidity funding for the global financial system.

Money market consists of financial institutions and dealers in

money or credit who wish to either borrow or lend. Participants borrow

and lend for short periods of time, typically up to thirteenmonths.Money

market trades in short-term financial instruments commonly called

“paper.” This contrasts with the capital market for longer-term funding,

which is supplied by bonds and equity.

8



94

The core of the money market consists of banks borrowing and

lending to each other, using commercial paper, repurchase agreements,

and similar instruments.

The India money market is a monetary system that involves the

lendingandborrowingof short-term funds. Indiamoneymarket has seen

exponential growth just after the globalization initiative in 1992. It has

been observed that financial institutions do employ money market

instruments for financing short-termmonetary requirements of various

sectors such asagriculture, finance andmanufacturing. Theperformance

of the Indiamoneymarket has been outstanding in the past 20 years.

Central bank of the country - the Reserve Bank of India (RBI) has

always been playing themajor role in regulating and controlling the India

moneymarket. The intervention of RBI is varied - curbing crisis situations

by reducing the cash reserve ratio (CRR) or infusingmoremoney in the

economy.

8.2 MEANING AND FUNCTIONS OF MONEY MARKET
TheMoneymarket is amarket for lending and borrowing of short-

term funds. It deals in funds and financial instruments having amaturity

period of one or les than one year. It coversmoney and financial assets

that are close substitutes for money.

It is not a place (like the stock market), but an activity undertaken

by telephone. It is not a single market but a collection of markets for

seven instruments such as call moneymarket, commercial bill market,

and so on. It is a wholesalemarket for short-term debt instruments.

Themain players in themoneymarket are Reserve Bank of India

(RI Discount and Finance House of India, (DFHI), mutual funds, bar

corporate investors, non-banking finance companies (NBFCs), state

governments, provident funds, primary dealers, Securities Trading

Corporation of India (STCI) and Public Sector Undertakings (PSUs).

The Reserve Bank of India is the most important constituent of

Indianmoneymarket. Moneymarket comeswithin the direct purviewof

RBI regulation. The objective of RBI operations in themoneymarket is

to ensure that liquidity and short-term interest rates are maintained at

levels required for achieving the objectives of monetary policy. The

primary objective of monetary policy are to ensure economic growth

and price stability.

8.2.1 Functions of Money Market :
The important functions of moneymarket are the following :-

1. It provides amechanism to achieve equilibrium between demand

for and supply of short-term funds.
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2. It also provides funds in non-inflationary way to the government to

meet its deficits.

3. It provides ample avenues for investment of short-term funds with

fair returns.

4. It helps the RBI in effective implementation of monetary policy.

Check your progress:
1. What is MoneyMarket ?

2. Name the different instruments used in themoneymarket .

3. What are the functions of themoneymarket ?

4. Explain the role of RBI in regulatingmoneymarket.

8.3 STRUCTURE OF INDIAN MONEY MARKET
The Indian money market consists of two segments, namely

organised sector and unorganised sector. TheRBI is themost important

constituent of Indian moneymarket. The organised sector is within the

direct purview of RBI regulation. The unorganised sector comprises of

indigenous bankers, money lenders and unregulated non-banking

financial institutions.

STRUCTURE OF INDIAN MONEY MARKET
ORGANISED SECTOR UNORGANISED SECTOR

Indigenous Bankers

Money Lenders

UnregulatedNon-bank

Financial

( Chit funds,

Nidhis, companies)

Finance Brokers

Call MoneyMarket

Treasury BillsMarket

Commercial Bills Market

Market for Certificates of Deposit

(CDs) Intermediaries,

Market for Commercial Papers

(CPs) Loan

ReposMarket

Money Market Mutual Funds

(MMMFs)

Discount & Finance House of

India (DFHI)
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8.3.1 ORGANIZED SECTOR OF INDIAN MONEY MARKET :
The organisedmoneymarket is not a single market. It consists of

a number of markets such as call money market, treasury bill market,

commercial bill market, and markets for CDs, CPs and repos. Money

market deals in many instruments like call money, treasury bills,

commercial bills, CDs, CPs and repos. The organised moneymarket

is further diversifiedwith the setting up TheDiscount and FinanceHouse

of India (DFHI) andMoneyMarket Mutual Funds.

1. The Call Money Market :
TheCallMoneyMarket is centeredmainly atMumbai,Calcutta and

Madras. In the Call moneymarket, borrowing and lending of fluids are

carried out Just for one day. The funds can be called back within 24

hours. TheCall MoneyMarket is also called the Inter Bank LoanMarket.

The Scheduled Commercial Banks, Co-operative Banks, and the

discount and Finance House of India (DFHI) operate in this market.

Institutions like LIC, GIC, UTI, IDBI, & NABARDare allowed to operate

the call moneymarket as lenders. The State Bank of India is invariably

on the lenders side of the market. The call money market is highly

sensitive and it is themost appropriate indicator of the liquidity position

of themoneymarket.

2. The Treasury Bill Market :
This market deals with Treasury Bills. In India, Treasury Bills are

short term liabilities of the Central Government which are for 91,182

and 364 days. The treasury bill market is undeveloped in India. TheRIM

is just a passive holder of these bills. The RBl holds about 90% of the

outstanding Treasury Bills. The RBI is under an obligation to purchase

all the Treasury bills which are being offered to it by the Govt. It is also

required to rediscount the treasury bills presented to it by banks and

others. This has resulted inmonetization of public debtwhich has caused

inflationary expansion of money supply.

3. Repo Market :
Repo is a moneymarket which helps in collateralised short-term

borrowing and lending through sale/purchase operations in debt

instruments. The repomarket has now been broadened. It now covers

not only Central Govt. bills & securities but also securities of State govt.,

public sector undertakings and private corporate sector

During times of foreign exchange volatility, repos have been used

to prevent speculative activityas funds flow frommoneymarket to foreign

exchangemarket.
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4. The Commercial Bill Market :
The Commercial Bill Market is a sub-market in which commercial

bills are traded. The commercial bills are the bills drawn by the seller to

the buyer. The purpose of a commercial bill is to reimburse the seller

while the buyer delays payment.

The RBI has taken efforts to develop bill market in India and

popularise the use of bills through its Bill Market Schemes of .1952 and

1970, The Commercial Market is very much underdeveloped in India.

The major obstacle of the development of bill finance in our country is

the dominant cash credit system of bank lending. In order to encourage

‘bills’ culture, the RBI advised banks in Oct. 1997, that at least 25% of

inland credit purchases of borrowers should be through bills.

5. The Certificate of Deposit (CD) Market :
In 1989, the RBI introduced Certificate of Deposit to widen the

range of instruments in the money market and the provide greater

flexibility to investors. The CDs can be issued only by the commercial

banks inmultiples of Rs.25 lakhs. Theminimum size of an issue should

be Rs. 1 crore. The maturity of CDs will vary between 3 months and 1

year. The CDs are freely transferable by endorsement. The banks pay

high rate of interest on CDs.

In 1992, IDBI, ICICI, IFCI, IRBI were permitted to issueCDswith a

maturity period of more than l year and up to 3 years. In 1993, twomore

institutions Small Industries Development Bank of India (SIDBI) and

Export-Import Bank of India were permitted to issue CDs. CDs are

issued at a discount to face value and the discount rate is freely

determined. CDs are freely transferable by endorsement and delivery.

Due to easy liquidity conditions in themoneymarket, the interest rates

on CDs softened during 1996-97.

6. The Commercial Paper (CP) Market :
This was introduced in 1990. The Commercial Paper (CP) can be

issued by a listed companywhich has a working capital of not less than

Rs. 5 Crores. They could be issued in multiples of Rs. 25 lakhs. The

minimum size of issue beingRs. 1 crore. The companywanting to issue

CP is required to obtain a specified rating from an agency approved by

the RBI every six months. CPs are freely transferable by endorsement

and delivery. Thematurity of CP ranges from3months to 6months. The

effective rate of interest has been in the range of 9.35% to 20.9% p.a.

7. Money Market Mutual Funds (MMMFs) :
MMMFS was introduced by the RBI in April 1992. The main

objective was to provide an additional short-term avenue to individual

investors. The RBI allowed certain relaxations in 1995 to make the
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scheme more attractive. The limits imposed an their size and

investments have been relaxed. The banks, public financial institutions

and private sector institutions are allowed to set up MMMFS. Since

1996, the MMMFS are allowed to issue units to corporate enterprises

and others on par with othermutual funds. MMMFS have been brought

under the preview of SEBI regulations since March 7, 2000. The

organised sector of the Indian money market is fairly organised and

integrated but it cannot be compared to London and NewYork Money

markets.

8.3.2 The Unorganiscd Sector:
The three constituents of the unorganised sector of the Indian

MoneyMarket are

1. Indigenous bankers

2. Money lenders

3. Non-banking Financial Companies (NBFC) such as Loan or

Finance companies, Chit funds and Nidhis.

1. Indigenous Bankers :
Indigenous bankers are individuals or private firms which receive

deposits and give loans and thereby operate as banks. Since their

activities are not regulated, they belong to the unorganised segment of

themoneymarket. Indigenous bankers are different frommoney lenders

in the sense that in addition to making loans they receive deposits and

deal in hundies while the money lenders only make loans and do not

receive deposits or deal in hundis.

Indigenousbanksdonot constitute ahomogeneousgroup.Broadly,

they can be classified under 4main groups - Gujarat shroffs, Multani or

Shikarpuri Shroffs, Marwari Kayas andChettiars. The indigenous banks

are unwilling to separate their banking and non-banking activities. This

has prevented their integration into the organised moneymarket. The

bank rate policy of the RBI has no bearing on the lending rates of the

indigenous banks who charge excessively high rate of interest. Over

the past two decades with the growth of commercial and co-operative

banking, the area of operations of indigenous bankers have declined.

But they have still survived due to the following favourable factors:-

1. In urban areas, especially cities, indigenous banks are sought by

small manufacturers and small traders because commercial banks

do not meet their credit needs adequately.

2. Indigenous banks provide clear advances.

3. They offer personalised informal and prompt services.
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4. Their operation costs are lower.

5. Since their borrowers are local parties, the risk of default is less.

2. Money lenders :
Money lenders are of 3 types :-

a. Professional money lenders

b. Itinerantmoney lenders

c. Non-Professional money lenders.

Themethods of operation of money lenders are not uniform. Their

activities are localised.

Their main features are :-

1. Money lenders do not receive deposits. Their funds are mostly

their own.

2. Their borrowers are generally poor such as agricultural labourers,

small andmarginal farmers, factoryworkers etc. whose bargaining

position is weak.

3. They charge exorbitant rates of interest and indulge in variousmal-

practices.

4. Their credit is unregulated and the borrowers exploited.

Several legislative measures have been passed to prevent the

exploitation of the borrowers by the money lenders but they have not

been enforced due to administrative difficulties.

3. Non-banking financial Companies (NBFC) :
Themost prominent non-banking financial intermediaries are:

a) Loan or Finance Companies b) Chit Funds c) Nidhis.

a. Loan or Finance Companies :
Loan companies are found in all parts of the country. They raise

funds through deposits, borrowings and other receipts apart from their

own funds. They give loans to retailers, wholesale traders, artisans and

other self employed persons. They charge high rate of interest varying

from 36% to 48%.

b. Chit Funds :
Chit fundsare savings institutions.Achit fund has regularmembers

whomake periodical subscriptions to the fund. The beneficiarymay be

selected by drawing of lots. Each member is also assured of his turn.

The chit fund business is popular in Kerala andTarnilnadu. TheRBI has

no control over the lending activities of the chit funds.

c. Nidhis :
Nidhis are somesort ofmutual benefit fundsbecause their dealings

are restricted only to themembers. The principal source of their funds is
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deposits from the members; The loans are given to members at

reasonable rates for purposes like house construction. Nidhis operate

particularly in South India.

With the amendment of the RBI act of 1997, it has become

obligatory for NBFCs to apply for a certificate of registration. By June

2004, 13,671 NBFCs got registered.

Check your progress :
1. What are the two different sectors of MoneyMarket ?

2. Name the different sub markets of Organised sector of money

market.

3. Name the different submarkets of Un-Organised sector of money

market.

4. What is Commercial Paper ( CP ) & Certificate of Deposit ( CD)?

5. What are different forms of NBFCs ?

8.4 CHARACTERISTICS / FEATURES / WEAKNESSES
OF INDIAN MONEY MARKET
1. Existence of Unorganised Money Market :

Thedichotomynatureof the Indianmoneymarket into theorganised

and unorganised sector makes it difficult for the RBI to exercise control

over the money market. In the unorganised market, there is no

differentiation between short term and long term finance. The indigenous

bankers have not accepted the conditions of the RBI. Since these

bankers andNBFCsare outside the organisedmoneymarket, theRBI’s

control over the moneymarket is limited.

2. Lack of Integration :
There is lack of integration between the various sub- markets as

well as between the various institutions and agencies constituting the

moneymarket. There is less co-ordination betweenCo-operative banks,

Commercial banks, State Bank and Foreign banks. The Commercial

banks andCo-operative banks competewith each other.The indigenous

banks have their ownway of doing business.
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3. Multiplicity of Interest rates :
The existence of toomany rates of interest is another defect of the

Indian moneymarket. In the unorganisedmoneymarket interest rates

differ widely fromone area to other even for the same type of loans. The

borrowing rates of theGovernment, the deposit and lending rates of the

Commercial and Co-operative banks etc. differ.

The diversity in interest rates is due to lack of integration among

the various components of the moneymarket. The immobility of funds

from one section of themoneymarket to another is an important cause

of themultiplicity of rates of interest. TheRBImust effectively rationalise

and administer the interest rate structure.

4. Absence of organised bill market:
Though both inland and foreign bi are being purchased aswell as

discounted by the commercial banks, yet an organised bill market does

not exist in the country. Only a limited bill market has been created by

RBI under its schemes of 1952 and 1970. These schemes failed to

develop a bill market in the country. There is a severe shortage of

commercial bills. The popularity of cash credit and lack of uniformity in

commercial bills proved to be a serious obstacle to the development of

bill market. The bill finance has fallen from 20.3% in 1971 to 9.1% in

1997-98.

5. Shortage of funds:
The Indian moneymarket is characterised by shortage of funds.

The demand for loanable funds exceeds its supply. Small savings due

to low per capita income, lack of banking habits, inadequate banking

facilities and emergence of a parallel economy are also responsible for

the shortage of financial resources.

6. Seasonal stringency of money:
Seasonality factor in the availability of funds is another drawback

of themoneymarket. This has causedwide seasonal fluctuations in the

interest rates.

During the busy season additional finance is required.Amonetary

stringency is created in the market and interest rates are high. But in

slack season, the interest rates drop considerably. Despite the efforts

byRBI tomoderate the fluctuations in the callmoney rates, the callmoney

market continued to be highly volatile.

7. Inadequate banking facilities :
Though the commercial banks, have beenopenedona large scale,

yet banking facilities are inadequate in our country. The rural areas are

not covered. In theUS, there is a branch of a commercial bank for every
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1200 personswhile in India, there is a branch for every 15,000 persons.

Due to poverty, the savings are small and mobilisation of small savings

is difficult.

Indianmoneymarket is undeveloped and it lacks a number of sub-

markets. It does not attract foreign funds. It cannot be compared with

the advanced London and NewYorkmoneymarket.

8.5 REFORM MEASURES TO DEVELOP THE INDIAN
MONEY MARKET

The RBI initiated a number of policy measures to develop the

moneymarket. The Indianmoneymarket is nowclosely knit together, at

least in the organised sector.

On the recommendations of theSukhmoyChakravortyCommittee

and Narsimhan Committee, the RBI has initiated a series of reforms.

1. Relaxation of Interest rate regulations:
Banks have beenadvised to ensure that the interest rates changed

remained within reasonable limits. Following the recommendations of

theNarasimhanCommittee inNovember 1991, interest rates have been

further deregulated and banking and financial institutions have been told

to determine and adopt market related rates of interest. In order to

stimulate the economy& liquidity position , RBI continued to reduce the

bank rate from 10% in 1990-91 to 6% in 2003-04.

2. Reforms in Call and Term Money Markets:
During the 1990s the RBJ liberalised entry into call moneymarket

to provide more liquidity. At present Banks and Primary dealers (P05)

are operating as both lenders and borrowers while a number of non-

banking financial institutions and mutual funds are operating only as

lenders. The constraints in the term money market has also been

removed by theRBI.

3. Introduction of new instruments in the money market:
a. Four major instruments have been introduced in the money

market viz. 182 days Treasury bills, 364 days Treasury Bills, Certificate

of Deposits (CDs&Commercial Paper (CP). The volume of CDs issued

by the Commercial Banks have rose sharply. The primary market for

CPs made significant progress since 1992. The Govt. has decided to

sell dated Government Securities on auction basis to develop dated

securities as amonetary instrument.

b. The heavy stamp duty on usance bill was considered a major

disincentive in the bill market. InAugust 1989, theGovernment, remitted

the stamp duty on usance bill.
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c. From 1st May 1989, the RBI deregulated the money market

interest rates. This is amajor step towardsactivationof themoneymarket.

4. Refinance from RBI:
TheRBI used refinance facilities to various sectors tomeet liquidity

shortages and control the credit conditions. At present there are two

refinance schemes in operation, export credit finance and general

refinance. The RBI has kept the refinance rate linked to the bank rate.

5. Money Market Mutual Funds (MMMFs):
In April 1992, Govt. announced the setting up of Money Market

Mutual Funds (MMMFs) with the purpose of bringing money market

instruments within the reach of individuals. So far, three MMMFs have

been set up one each by the IDBI, UTI and one in the private sector.

6. The Discount & Finance House of India(DFHI):
TheDiscount & Finance House of India(DFHI) was set up onApril

25th 1988. Itsmajor function is to bring into the hold of the IndianMoney

market the entire financial system comprising of scheduled commercial

banks, foreign banks, co-operative banks, and all India financial

institutions in the public and private sectors. The DFHI has been very

active in the short termmoneymarket and has effectively contributed to

the over-all stability of themoneymarket.

7. Introduction of Repos:
Repo was introduced in December 1992. It is an instrument of

repurchase agreement between the RBI and Commercial banks. It has

nowbecomepopular amongbanksand financial institutions as it enables

short term liquiditymanagement. The repo rates aremarket determined

and the period of repo has stabilised at 14 days since 1993. The RBI

introduced regulatory safeguards to further widen Repos inApril 1999.

SinceNov. 1996, RBI introducedReserveRepos i.e. to see datedGovt.

securities through auction at fixed cut-off rate interest. This policy of

using Repos and Reserve Repos is called Liquidity Adjustment

Facility(LAF). Since 2000-01, LAF emerged as major instrument of

monetary policy.

Check your progress:
1. What are the new instruments in theMoneyMarket ?

2. What is MoneyMarket Mutual Fund ( MMMFs )?

3. What is themain function of DFHI.?

4. What is Repo?
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5. What LiquidityAdjustment Facility ( LAF )?

8.6 SUMMARY
1. Themoneymarket is a component of the financial markets for assets

involved in short-term borrowing and lending with original maturities

of one year or shorter time frames. It involves Treasury bills,

commercial papers, certificates of deposit, federal funds, and short-

lived mortgage and asset-backed securities. It provides liquidity

funding for the global financial system.

2. Money market comes within the direct purview of RBI regulation.

The objective of RBI operations in themoneymarket is to ensure that

liquidity and short-term interest rates aremaintained at levels required

for achieving the objectives of monetary policy.

3. The Indianmoneymarket consists of twosegments, namelyorganised

sector and unorganised sector.

4. Organised moneymarket consists of a number of markets such as

call moneymarket, treasury bill market, commercial bill market, and

markets for CDs, CPs and repos. It is further diversified with the

setting up The Discount and Finance House of India (DFHI) and

MoneyMarketMutual Funds.

5. The three constituents of the unorganised sector of the IndianMoney

Market are

a. Indigenous bankers

b. Money lenders

c. Non-banking Financial Companies (NBFC) such as Loan or

Finance companies, Chit funds and Nidhis.

6. Indian moneymarket is undeveloped and it lacks a number of sub-

markets. It does not attract foreign funds.

7. On the recommendations of the Sukhmoy Chakravorty Committee

and Narsimhan Committee, the RBI has initiated a series of policy

reforms to develop the Indianmoneymarket.
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8.7 QUESTIONS
1. Define the following:

a. Moneymarket

b. Call moneymarket

c. Repomarket.

d. indigenous bankers

2. What are the principal constituents of the Indianmoneymarket ?

3. Explain the chief characteristics of Indian moneymarket.

4. Discuss themeasures to strengthen the IndianMoneyMarket.

5. Distinguish Between

a. Organised and unorganised sector of Indian moneymarket.

b. Commercial Papers and Certificate of Deposit.

6. Explain the organised and unorganied sectors of Indian money

market

7. MoneyMarket in India is characterised by its dichotomy” - Discuss.

8. Explain the structure of IndianMoneyMarket.

9. Explain the principal constituents of the organised segment of the

Indianmoneymarket.

10. Critically evaluate the role of the unorganised sector in the Indian

Moneymarket.

11. What are theweaknesses/drawbacks of the Indianmoneymarket?

12. Explain the various measures taken by RBI to strengthenmoney

market.

13. Write notes on:

a. MoneyMarket in India.

b. Main features of moneymarket in India

c. Deficiencies in the Indian MoneyMarket.

�����
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CAPITAL MARKET

Unit structure
9.0 Objectives

9.1 Introduction of Capital market

9.2 Role and significance of capital market in India’s economic

development

9.3 Structure / Constituents of capital market in India

9.4 Functions of capital market

9.5 Overview of History of Indian capital market

9.6 Free pricing regime in primary market

9.7 Book – building a New Issuemechanism in India

9.8 Summary

9.9 Questions

9.0 OBJECTIVES
1. To acquaint the students with concepts of Capital market Market.

2. To study the Constituents of Capital Market.

3. To Understand the Role of Indian Capital Market.

4. To study the Overview of History of Indian Capital market.

5. To familiar with the book building process in primary market

6. To understand Green shoe option in new issuemarket.

7. To learn importance of On-line IPO.

9.1 INTRODUCTION OF CAPITAL MARKET
Capital market is themarket for long term funds. It refers to all the

facilities and the institutional arrangements for borrowing and lending

term funds (medium-term and long-term funds). The demand for long-

term fundscomesmainly from industry, trade,agricultureandgovernment.

The central and state governments invest not only on economic

overheads such as transport, irrigation, and power supply but also on

basic and consumer goods industries and hence require large sums

9
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from capital market. The supply of funds comes largely from individual

savers, corporate savings, banks, insurance companies, specialized

financial institutions and government.

9.2 ROLE AND SIGNIFICANCE OF CAPITAL MARKET
IN INDIA’S ECONOMIC DEVELOPMENT

Capital market has a crucial significance to capital formation.

Adequate capital formation is indispensable for a speedy economic

development. The main function of capital market is the collection of

savings and their distribution for industrial development. This stimulates

capital formation and hence, accelerates the process of economic

development.

1. Mobilisation of savings and accelaration of capital formation :-
The various types of securities in the capital market help to mobilise

savings from various sectors of the population. Reasonable return

and liquidity are two important featureswhich urge investors to invest

in securities. This accelerates capital formation which promotes

economic development.

2. Long-term capital:- The stock-exchange market enables the
companies to raise long-term capital. Companies require permanent

capital but investors cannot commit their funds for a permanent period.

The capital market provides an opportunity for investors to buy and

sell securities while the permanent capital remains unaffected.

3. Industrial growth : The stock exchangemarket encourages people
to invest in productive activities rather than unproductive sectors like

gold, real estate etc. The stock exchange market transfers funds to

the industrial sector and stimulates industrial growth and economic

development.

4. Proper channelisation of funds :An efficient capitalmarket creates
liquidity and allocates resources to the most efficient industries. The

market price of the security and its yield guide the people to

channelise their funds in a particular company. This enables effective

utilisation of funds.

5. Ready and continuous market :-The investment in securities is
more liquid because of easy marketability. Buyers and sellers can

easily purchase and sell securities.

6. Provision of a variety of services :- The financial institutions in the
capital market provide a variety of services such as:

i. Provision of medium and long- term loans to entrepreneurs

to establish, expand ormodernize business.
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ii. Participation in equity capital.

iii. Under-writing facilities.

iv. Assistance in promotion of companies.

v. Expert advice onmanagement of investment in industrial

securities.

In the last two decades the volume of capital market transactions

has increased rapidly.The capitalmarket functions havebeendiversified.

There has been a phenomenal increase in investments, keeping pace

with the accelerated tempo of economic development.

9.3 STRUCTURE / CONSTITUENTS OF CAPITAL
MARKET IN INDIA

Capital Market is the market for long-term funds just as money

market is the market for short-term funds. It refers to all facilities and

institutional arrangements for borrowing and lending long-term funds.

The demand for long-termmoney capital comes from private business

corporations, public corporations and the government. The supply of

funds for capitalmarket comes from individual and institutional investors,

banks and special industrial financial institutions.

CLASSIFICATION OF CAPITAL MARKET
Capital Market in India

Gilt-edgedMarket Industrial Securities Dev. Financial

Financial

( Govt. securities Market Institutions

Intermediaries

Market ) i) New Issues IFCI,ICICI,

Merchant Market IDBI,SFCs,

banks,Mutual ii) Old Issues IRBI,UTI etc.Funds,

Lease Market ( StockCompanies,

Exchange ) Venture

Capital Co.

The capital market includes the following institutions.

1) Commercial banks 2) Insurance Companies (LIC, GIC) 3)

Special institutions like IFCI, IDBI, UTI etc. 4]Merchant Bankingagencies

5]Mutual Funds.

Thus the capital market is composed of those who demand funds

(borrowers) and those who supply funds (lenders). The Capital market

can be divided into 2 constituents.
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1) TheFinancial Institutions like IFCI, IDBI, LIC,UTFetc.whichprovide

medium and long term loans.

2) The Securities market where the securities can be bought and

sold freely.

The Indian Capital Market is divided into gilt-edged market and

the industrial securitiesmarket.

Gilt-edgedMarket : This refers to themarket for government and semi-
government securities backed by RBI .

Industrial SecuritiesMarket: This refers to themarket for shares and
debentures of old and new companies. This market is divided into the

New Issue Market and the Old Capital Market meaning the stock

exchange.

a) The New issue market refers to the raising of new capital in
the form of shares and debentures. Thismarket ismore important from

the point of view of economic growth.

b) The Old capital Market deals with securities already issued
by companies.

The capital market is also classified into Primary capital market

and Secondary capital market.

Primarymarket : This refers to the new issuemarket which relates to
the issue of shares, preference shares and debentures of non-

government public limited companies and the issue of public sector

bonds.

SecondaryMarket: This refers to the market for old or already issued
securities. The secondary market is composed of Industrial security

market or stock- exchange market in which industrial securities are

bought and sold and the gilt-edged market in which government and

semi-government securities are traded.

9.4 FUNCTIONS OF CAPITAL MARKET
The functions of an efficient capital market are as follows.:-

• Mobilise long-term savings to finance long-term investments.

• Provide risk capital in the form of equity or quasi-equity to

entrepreneurs.

• Encourage broader ownership of productive assets. -

• Provide liquidity with a mechanism enabling the investor to sell

financial assets.

• Lower the costs of transactions and information.
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• Improve the efficiency of capital allocation through a competitive

pricingmechanism.

• Disseminate - information efficiently for enabling participants to

develop an formed opinion about investment, disinvestment,

reinvestment, or holding a particular financial asset.

• Enable quick valuation of financial instruments—both equity and

debt.

• Provide insurance against market risk or price risk through

derivative trading and default risk through investment protection

fund.

• Enable wider participation by enhancing the width of the market

by encouraging participation through networking institutions and

associating individuals.

• Provide operational efficiency through

• simplified transaction procedures;

• lowering settlement timings; and

• lowering transaction costs.

• Develop integration among :-

Real and financial sectors;

Equity and debt instruments;

Long-term and short-term funds;

Long-term and short-term interest costs;

Private and government sectors; and

Domestic and external funds.

• Direct the flowof funds into efficient channels through investment,

disinvestment, and reinvestment.

Check your progress:
1. What is Capital Market ?

2. Name the different Constituents of the Capital market .

3. What are the functions of the Capital market ?

4. Explain the role of Capital market in regulating Economic

development of a country .

5. What is meant by Primary and Secondary market ?

6. Give examples of Development Financial Institutions.



111

9.5 OVERVIEW OF HISTORY OF INDIAN CAPITAL
MARKET

Thehistoryof the capitalmarket in India datesback to theeighteenth

century when the East India Company securities were traded in the

country. Until the end of the nineteenth century, securities trading was

unorganised and themain trading centreswere Bombay (nowMumbai)

and Calcutta (now Kolkata). Of the two, Bombay was the chief trading

centre wherein bank shares were the major trading stock. During the

American Civil War (1860—61), Bombay was an important source of

supply for cotton. Hence, trading activities flourished during the period,

resulting in a boom in share prices. This boom, the first in the history of

the Indian capital market, lasted for nearly half a decade. The bubble

burst on July 1, 1865, when there was a tremendous slump in share

prices.

Trading was at that time limited to a dozen brokers; their trading

placewasundera banyan tree in front of theTownHall in Bombay.These

stock brokers organised an informal -association in 1875—the Native

Shares and Stock BrokersAssociation, Bombay. The stock exchanges

in Calcutta and Ahmedabad, also industrial and trading centres

materialised later. The BombayStock Exchangewas recognised inMay

1927 under the Bombay Securities Contracts ControlAct, 1925.

The capital market was not well-organised and developed during

theBritish rule because the British government was not interested in the

economic growth of the country. As a result, many foreign companies

depended on the London capital market for funds rather than on the

Indian capital market.

In the post-independence era also, the size of the capital market

remained small. During the first and second five year plans, the

government’s emphasis was on the development of the agricultural

sector and public sector undertakings. Public sector undertakings were

healthier than private undertakings in terms of paid-up capital but their

shareswere not listed on the stock exchanges.Moreover, the Controller

of Capital Issues (CCI) closely supervised and controlled the timing,

composition, interest rates, pricing, allotment, and floatation costs of

new issues. These strict regulations demotivatedmany companies from

going public for almost four and a half decades.

In the1950s,CenturyTextiles,TataSteel, BombayDyeing,National

Rayon, and Kohinoor Mills were the favourite scrips of speculators.As

speculation became rampant, the stock market came to be known as

the satta bazaar. Despite speculation, non-payment or defaults were
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not very frequent. The government enacted the Securities Contracts

(Regulation) Act in 1956 to regulate stock markets. The Companies

Act, 1956 was also enacted. The decade of the l950s was also

characterised by the establishment of a network for the development of

financial institutions and state financial corporations. -

The 1960swas characterised bywars and droughts in the country

which led to bearish trends. These trends were aggravated by the ban

in 1969 on forward trading and badla, technically called ‘contracts for
clearing’. Badla provided a mechanism for carrying forward positions
as well as for borrowing funds. Financial institutions such as LIC and

GIC helped revive the sentiment by emerging as the most important

group of investors. The first mutual fund of India, the Unit Trust of India

(UTI) came into existence in 1964.

In the 1970s, badla tradingwas resumed under the guise of ‘hand-
deliverycontracts—agroup.’This revived themarket.However, thecapital

market received another severe setback on July 6, 1974, when the

government promulgated theDividendRestrictionOrdinance, restricting

the payment of dividend by companies to 12 per cent of the face value

or one-third of the profits of the companies that can be distributed as

computed under Section 369 of the Companies Act, whichever was

lower. This led to a slump in market capitalisation at the BSE by about

20 per cent overnight and the stock market did not open for nearly a

fortnight. Later came a buoyancy in the stock markets when the

multinational companies (MNCs) were forced to dilute their majority

stocks in their Indian ventures in favour of the Indian public under FERA

in 1973. Several MNCs opted out of India. One hundred and twenty-

three MNCs offered shares worth Rs 150 crore, creating 1.8 million

shareholders within four years. The offer prices of FERA shares were

lower than their intrinsic worth. Hence, for the first time, FERA dilution

created an equity cult in India. It was the spate of FERA issues that gave

a real fillip to the Indian stock market. For the first time, many investors

got an opportunity to invest in the stocks of suchMNCs as Colgate, and

Hindustan Lever Limited. Then, in 1977, a little-known entrepreneur,

Dhirubhai Ambani, tapped the capital market. The scrip, Reliance

Textiles, is still a hot favourite and dominates trading at all stock

exchanges.

The 1980switnessed an explosive growth of the securitiesmarket

in India, with millions of investors suddenly discovering lucrative

opportunities. Many investors jumped into the stockmarkets for the first

time. The government’s liberalisation process initiated during the mid-

1980s, spurred this growth. Participation by small investors, speculation,

defaults, ban onbadla, and resumption ofbadla continued. Convertible
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debentures emerged as a popular instrument of resource mobilisation

in the primarymarket. The introduction of public sector bonds and the

successful mega issues of Reliance Petrochemicals and Larsen and

Toubro gave a new lease of life to the primary market. This, in turn,

enlarged volumes in the secondary market. The decade of the1980s

was characterised by an increase in the number of stock exchanges,

listed companies, paid-up capital, and market capitalisation.

The 1990swill go down as themost important decade in the history

of the capital market of India. Liberalisation and globalisation were the

new terms coined andmarketed during this decade. TheCapital Issues

(Control) Act. 1947 was repealed in May 1992. The decade was

characterised by a new industrial policy, emergence of the SEBI as a

regulator of the capital market, advent of foreign institutional investors,

euro-issues, free pricing, new trading practices, new stock exchanges,

entry of new players such as private sector mutual funds and private

sector banks, and primarymarket boom and bust.

Major capital market scams took place in the l990s. These shook

the capital market and drove away small investors from themarket. The

securities scam of March 1992 involving brokers as well as bankers

was one of the biggest scams in the history of the capital market. In the

subsequent years owing to free pricing,many unscrupulous promoters,

who raised money from the capital market, proved to be fly-by- night

operators. This led to an erosion in the investors’ confidence. TheMS

Shoes case, one such scam which took place in March 1995, put a

break on new issue activity.

The 1991—92 securities scam revealed the inadequacies of and

inefficiencies in the financial system. It was the scamwhich prompted a

reform of the equity market. The Indian stock market witnessed a sea

change in terms of technology andmarket prices. Technology brought

radical changes in the tradingmechanism.TheBombayStockExchange

was subject to nationwide competition by two new stock exchanges—

the National Stock Exchange, set up in 1994, and theOver the Counter

Exchange of India. set up in 1992. The National Securities Clearing

Corporation (NSCC) and the National Securities Depository Limited

(NSDL) were set up inApril 1995 and November 1996 respectively for

improved clearing and settlement and dematerialised trading. The

Securities Contracts (Regulation) Act, 1956 was amended in 1995—

96 for introduction of options trading. Moreover, rolling settlement was

introduced in January 1998 for the dematerialised segment of all

companies. With automation and geographical spread, stock market

participation increased.
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In the late 1990s, Information Technology (IT) scrips dominated

the Indian bourses. These scrips included Infosys,Wipro, and Satyam.

They were a part of the favourite scrips of the period, also known as

‘neweconomy’ scrips, alongwith telecommunications andmedia scrips.

The neweconomy companies were knowledge intensive unlike the old

economy companies that were asset intensive.

The Indian capital market entered the twenty-first centurywith the

Ketan Parekh scam.As a result of this scam, badla was discontinued
fromJuly2001and rolling settlementwas introduced in all scrips.Trading

of futures commenced from June 2000, and Internet trading was

permitted in February 2000. On July 2, 2001, the Unit Trust of India

announced suspension of the sale and repurchase of its flagshipUS-64

scheme due to heavy redemption leading to a panic on the bourses.

The government’s decision to privatise oil PSUs in 2003 fuelled stock

prices. One big divestment of international telephonymajor VSNL took

place in early February 2002. Foreign institutional investors have

emerged as major players on the Indian bourses. NSE has an upper

hand over its rival BSE in terms of volumes not only in the equitymarkets

but also in the derivatives market.

It has been a long journey for the Indian capital market. Now the

capital market is organised, fairly integrated mature, more global and

modernised. The Indian equity market is one of the best in the world in

terms of technology. Advances in computer and communications

technology, coming together on Internet are shattering geographic

boundaries andenlarging the investor class. Internet tradinghasbecome

a global phenomenon. Indian stockmarkets are now getting integrated

with global markets.

9.6 FREE PRICING REGIME IN PRIMARY MARKET
Before 1992, theController of Capital Issues (CCI) used to regulate

the new issues market under the Capital Issues (Control) Act, 1947.

Companies had to obtain approval from the CCI for raising funds in the

primary market. The timing, quantum, and pricing of the issue were

decided by the controller. New companies could issue shares only at

par, while the existing companies with substantial reserves could issue

shares at a premium. This premiumwas based on a prescribed formula

set by the CCI. The formula is based on balancing the two criteria, viz.,

the net assets value and price earnings value. The issue price was set

far below the market price of the company’s share. This fixed price

mechanism resulted in under pricing of many issues.
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In 1992, the Capital Issues (Control)Act, 1947 was repealed and

all controls relating to raisingof resources from themarketwere removed.

Hence, now the promoters (issuers of securities) do not require the

consent of any authority either for making the issue or for pricing it. The

promoter andhismerchant banker together decide the price of the issue.

Both new and established companies are free to decide the price of

their issue.

There emerged under free pricing, an alliance of dishonest

promoters and greedymerchant bankers. They brought out issues with

rosybut unreal projections and sold sharesat veryhighpremiums.These

projections never materialised, leading to a crash in prices. Moreover,

companies with a negative bottom line came back with repeated rights

issues at a premium. Issues of all kinds and premiums unheard of in

corporate history were made in the early days of free pricing. These

issues killed the primarymarket.Most of these issueswere quoted below

their offer price on the day theywere listed at the stock exchange. Of the

4,000 issues that hit the market in 1992—96, more than 3,000 quoted

below their offer nice on the very day they were listed. For example,

Saurashtra Cements hit the market in September 1993 at Rs 250 per

share. It stood at Rs 85 when it was listed on the stock exchange; today

it fetches only Rs.8. The free market became a free falling market in

numerous cases.

The regulator brought in strict regulations for merchant bankers,

brokers, and others, and laid guidelines for full disclosures for investor

protection. Unfortunately, this was done only when the small investors

had fled the market. Today promoters are required to justify the issue

price in the prospectus and make material disclosures about the risk

factors in the offer document.

9.7 BOOK-BUILDING—A NEW ISSUE MECHANISM IN
INDIA

Before 1992, theController of Capital Issues (CCI) used to regulate

the new issue

Themechanicsof determining the offer price during theCCI regime

was to offer the share at a fixed price. Here, the firm and the merchant

banker decided an offer price without taking into account the investor’s

feedback. Fixed price offerings were made to uniform investors.

Moreover, there was a long time lag from the date of pricing to the date

the issue open, and to the date trading commenced. This raised the

possibility of price fluctuations in the intervening period. Empirical

evidence supports the view that fixed price offering results in high cost
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of capital for firms due to under-pricing of shares for attracting

subscription.

The pricing pattern changed in the free pricing era. This era was

characterised by unrealistic and abrupt pricing structure, which stripped

the radiance of the capital market. Investors shied away from themarket

after burning their fingers in those premium issues that are now being

quoted not only below their issue price but even below their par value.

Following the inefficient functioning of the capital market system,

an alternativemethod, book buildingmethod, is slowly becomingpopular

in India. Book building is a mechanism through which an offer price for

IPOs based on the investors’ demand is determined. In the fixed price

method, the investors’ demand is not taken into account; the book

buildingmethod explicitly uses investor’s demand for shares at various

prices as an important input to arrive at an offer price. Globally, book

building is a recognised mechanism for capital raising. It was book

buildingwhich built theUSmarket almost entirely in the 1940s and l950s.

TheSEBI guidelines define bookbuildingas a process undertaken

by which a demand for the securities proposed to be issued by a

corporate body is elicited and built-up and the price for such securities

is assessed for the determination of the quantum of such securities to

be issued by means a notice, circular, advertisement, document or

information, memoranda or offer document.

9.7.1 The Book Building Process
The book building is basically an auction of shares. Book building

essentially means that the ‘book is being built.’ During the process on

both the NSE and the BSE, investors can watch the book being built a

chart shown indicates the bid price and the number of shares being bid

for. This helps the investor to know themarket price. It offers investors

the opportunity to bid collectively, It then uses the bid to arrive at a

consensus price.

• The Company ( issuer ) first of all appoints a book runner, i.e. a

merchant banker.

• The book runner prepares and submits the draft documents to the

SEBI and obtains an acknowledgement card.

• The issuer and the book runner decide to offer shares at a pricewithin

a specified price band (range).

• Offers regarding the demand for securities at different price levels

are invited from syndicate members consisting of eligible brokers,

merchant bankers, underwriters, financial institutions, mutual funds,

andothers.Theadvertisement shouldmention theopeningandclosing
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dates for the bids.Abid is usually open for aminimumof five working

days.

• Based on the bids received, the issuer arrives at a final cut-off rate

and the final allocation in consultation with the book runner and lead

manager.

• The issuerand thebook runnermay impose restrictionson the number

of shares that can be allotted to each client so as to avoid any future

takeover threats.

• The final prospectus is filed with the Registrar of Companies (ROC)

alongwith the procurement agreement.

• Theplacement portion opens for subscription only after theprospectus

is filed with the ROC.

• The placement portion closes a day before the opening of the public

issue portion.

• The public portion opens and the allotment and listing of this portion

is done. The price determined in the book building process is

applicable to the public portion as well. If the public portion stands

oversubscribed, then the allotment ismade on a proportionate basis.

In case, the public portions remains undersubscribed, the shortfall is

distributed amongst those who have opted for placement. If the

placement portion is undersubscribed, the size of the public issue is

enhanced.

In the Book building issues, a red herring prospectus which does

not have details of either price or number of shares being offered or the

amount of issue is filed with the ROC.

The underwriter collects information from potential buyer and

attempts to build interest. Part of the process of collecting this information

is a road show, so named because the underwriter goes from city to city

making presentations about the company and the offering. The road

show is conducted in the form of press release, a broker—analyst meet

and investor meet.

The SEBI reintroduced the moving price band concept in book

built IPOs. Book building was first introduced in 1999 with the concept

of a moving price band. However, inApril2000, the SEBI moved to the

concept of fixed floor price, which led to underpricing asmaximum bids

were received at or just above the floor price. In a moving price band,

the range can bemoved, upwards or downwards, depending upon the

demand and the direction in which the book is being built. The band can

bemoved by 50percent either way.
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In the Book building, books can be two types, Open book and
Closed book. In the open book system of building, there is an online
display of the demand and bids during the bidding period. This facility

is available on the terminals of both theNSE and the BSE. This enables

the investor to know themovement and quantum of the bids during the

period in which the bid is kept open.

Under closed book building, the book is notmadepublic and hence

investors bid without having any information on the bids submitted by

other bidders.

Thus, Book building is a process by which demand for the

proposed issue is elicited and built-up and the price at which the

securities will be issued is determined on the basis of the bids received

9.7.2Benefits of Book Building Method
Book building enables issuers to reap benefits arising from price

and demand discovery. The aim of the process is to have the issue

presold and preclude chances of under-subscription/devolvement. The

cost and time for making public issues is lowered; the procedures are

also simplified.

The public issue benefits investors as they can trust the price at

which the syndicate members have purchased the shares. Due to this,

the possibility of price falling below par after listing is remote.

9.7.3 Limitations of the Book Building Method
The book buildingmethod is still at a nascent stage and notwithout

limitations.

• The book building process adopted in India is quite different from

that of the USA, wherein road shows are held and the issue price is

arrived at a few hours before the issue opens. The lead manager

makes a market in the paper by offering two-way quotes on the

secondarymarket, till trading picks up. There are no such provisions

in the Indian book building process.

• In India, unlike in the developedmarkets, the book building process

is still dependent on good faith. The numbers of investors invited to

apply are limited and it is the peer pressure and reputation that

ensures that there are no defaults. Book building relies on much

interaction among firms, merchant bankers, and investors, which is

absent in India.

• There is a lack of transparency at critical steps of the book building

process and the absence of strong regulation.

• Since the price fixed for the public portion aswell as for the placement

portion is the same, issues may not succeed in inviting the desired

public response.
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• Advertisements about book built issues to retail investors are not

necessary. This increases the chances of negotiated deals.

• It has not proved to be a good price discovery mechanism. Many

issues have been listed below their issue price. The lag time of more

than 60 days between issue pricing and listing is the building block

to price discoverymechanism.

• Issuersmayhave to sell cheap due to the collective bargaining power

of institutions.

• High institutionalised holdingmayaffect the stock’s liquidity andmake

it volatile as well in case of bulk offloading.

• The role of retail investors in determining the pricing decreases.

Moreover, retail investorsmay not have the information to judge the

issue and thus, may not be able to arrive at the correct pricing.

9.7.4GREEN SHOE OPTION
TheSEBI permitted the green-shoe option in book building issues

when it amended the guidelines inAugust 2003.

A Green-shoe option means an option of allocating shares in

excess of the shares included in the public issue and operating a post-

listing price stabilisingmechanism for a period not exceeding 30 days

in accordance with the provisions of Chapter VIIIA of the DIP guidelines

follows :-

1. A companydesirousof availing theoption should seekauthorisation

in the general meeting for allotment of the additional shares to the

stabilising agent (SA) at the end of the stabilisation period.

2. The company should appoint one of themerchant bankers or book

runners as theSAwhowill be responsible for the price stabilisation

process, if required. The SA should enter into an agreement with

the issuer company, prior to filing of offer document with the SEBI,

clearly stating all the terms and conditions relating to this option

including fees charged/expenses to be incurred by the SA for this

purpose.

3. The SA should also enter into an agreement with the promoter(s)

who will lend their shares. The agreement should specify the

maximum number of shares that may be borrowed from the

promoters or the shareholders which should not be in excess of

15 per cent of the total issue size. The details of the agreements

shall be disclosed in the draft prospectus, the draft Red Herring

Prospectus, the RedHerringProspectus and the final prospectus.
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4. The promoters and pre-issue shareholders, of both unlisted and

listed company, holdingmore than 5 percent shares should lend

the shares for the purpose of green-shoe option.

5. The allocation of these shares should be on pro-rata basis to all

the applicants. The stabilisation mechanism should be made

available for not more than 30 days from the date when trading is

permitted on the exchange(s).

A Stabilising agent (SA) steps in and buys the shares from the

market when the share price falls below the offer price. He has the

discretion to decide the timing, the quantity and the price at which to buy

shares for stabilising the post-listing price. To ensure the post-listing

price, the SAmay either buy the issuer’s equity shares from institutional

shareholders or purchase them from themarket but not in excess of 15

per cent of the issue size. The issuer may set up a separate stabilising

fund account to keep the funds as well as the shares for purpose of

stabilisation. The stabilising measure serves as a cushion against

temporary volatility in stock. The SA is also responsible for meeting the

excessdemandafter the commencement of the tradingactivity.Onexpiry

of the stabilisation period, in case the SA does not buy shares to the

extent of shares over-allotted by the company from themarket, the issuer

company shall allot shares to the extent of the shortfall in dematerialised

form.

The first ever exercise of a green-shoe option in the course of a

public issue was carried out by the ICICI Bank. The Life Insurance

Corporation became the first institution to lend shares in the primary

market. It provided 16million shares to the DSPMerill Lynch to ensure

the post-listing price.

The green-shoe option is an investor protection measure—

especially for protection of small investors during the post-listing period.

This option benefits the underwriters in both bullish and bearish

conditions. In a bull market, underwriters will opt for additional allotment

of 15 per cent due to index riding high. In such a scenario, the post-

listing pricewill be automaticallymaintained and sometimes even higher

than theoffer price, enablingunderwriters tomake largerprofits.However,

in a bearish market , the underwriting option may not be exercised or

the underwritersmay buy up to 15 per cent at Lower than the issue price

from themarket.

Earlier, the green-shoe option could be exercised only in book

built IPOs. Now it can be exercised IPOs. This measure is expected to

mitigate volatility and enhance investor confidence.

Green-shoe option is also referred to as an over- allotment option.

It is amechanism to provide post-Listing price stability to an initial public
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offering. The Green-shoe company was the first to issue this type of

option, hence the name green-shoe option

Red Herring Prospectus is a prospectus which does not have

details of either price or number of shares being offered or the amount

of issue

9.7.5ON-LINE IPOs
The on-line issue of shares is carried out via the electronic network

of the stock exchanges. The guidelines for online issue of shares are

incorporated in a new chapter in the SEBI (Disclosure Investor

Protection) Guidelines, 2000. The guidelines clearly state that public

issue can be made either though the on-line system or through the

existing banking channels. The company proposing to make a public

issue through the on-line system of stock exchange has to comply with

sections 55-68A of the Companies Act, 1956 and Disclosure and

Investor Protection (DIP) guidelines. The issuer company is required to

enter into an agreement with stock exchangeswhich have the requisite

system for an on-line, offer and has to appoint brokers and registrars to

the issue having electronic connectivity with stock exchanges.

This system reduces the time taken for the issue process and

securities get listed within 15 days from the closure of the issue, thereby

enabling faster access to funds. The new norms prescribe that the

allotment of securities should bemade not later than 15 days from the

closure of the issue, failingwhich interest at the rate of 15 per cent should

be paid to investors. Corporates planning an IPO can reduce their

stationery, printing, and other expenses. The investor also benefits as

the system eliminates refunds except in case of direct application.

The SEBI, in its Endeavour to bring the Indian stockmarket on par

with its global counterparts, has issued guidelines for the on-line issue

of shares by corporates. The salient features of the guidelines are as

follows. :-

1. The companywill have to first enter into an agreement with a stock

exchange for the on-line of offer of securities.

2. The company will have to appoint a registrar to the issue having

electronic connectivity with the stock exchange.

3. The stock exchange, in turn, will appoint the SEBI-registered

brokers for accepting applications and placing orders for shares.

4. The broker will collect the money from clients. In case the client

fails to pay for the shares collected, the broker will have to pay the

amount.

5. The broker shall accept orders from clients to send the application

with payment to the registrar to the issue or place the order to

subscribe though a broker under the on-line system.
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6. In case a client fails to pay the application money, the broker,

through whom the client placed the order, will have to bring in the

money. If the broker fails to pay, he will be declared a defaulter.

7. During the period the issue is given to the public for subscription,

applicants may approach brokers of the stock exchange through

which the securities are offered under the on-line system to place

an order for subscribing to the shares.

8. In the case of public issues of Rs 10 crore ormore, the registrar to

the issue shall open centres for collection of applications in New

Delhi, Chennai, Kolkata andMumbai.

9. The broker shall open a separate bank account (escrow account)

with the clearing house for primarymarket issues and the amount

collected by the broker from his clients as margin money shall be

deposited in this account.

10. The prospectus should list the names of all the brokers appointed

for the issue alongwith the names of other intermediaries like lead

managers and registrars to the issue.

11. The company shall have the option of listing its securities on any

other exchange(s) other than the exchange throughwhich it offers

its securities to the public through the on-line system.

PRIMARY ISSUES
Public Issue Rights Issue Private Placement

1 Initial Public

Offering : ( IPO)A

first time offer of

sale of securities

by an unlisted

company.

2. Follow-on Public

Offering (FPO)An

offer of sale of

securities by a

listed company

1. An offer of sale

of securities to

existing

shareholders

1. Private placement

( Unlisted Cos.)

Direct sale of

securities to some

selected people

or to financial

institutions

2. Preferential

Issue allot ment of

shares to some

selected group of

persons u/s 81 of

the Companies

Act1956.

3. Qualified

Institutions

Placement ( For

listed Cos.)
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9.7.6 Initial Public Offering (IPO)
It is an offering of either a fresh issue of securities or an offer for

sale of existing securities or both by an unlisted company for the first

time to the public.

In the case of an IPO, the availability of information regarding the

past performance of the company. & its track record is generally

inadequate and may lack credibility. This information asymmetry may

lead to the problems of moral hazard and adverse selection. To enable

investors to take informed decisions and protect their interests, theSEBI

has laid down stringent entry norms.

A follow-on public offering (FPO) is an offering of either a fresh

issue of securities or an offer for sale to the public by an already listed

company through an offer document. Investors participating in these

offerings take informed decisions based on its track record and

performance.

The SEBI has laid down eligibility norms for entities raising funds

through an IPO and an FPO. The entry norms are as follows :-

Entry Norm I:
The company desiring to tap the primary market shall meet the

following requirements.

1. Net tangible assets of at least Rs 3 crores for three full years, of

which not more than 50 per cent is held in monetary assets.

2. Distributable profits in at least three out of the preceding five years.

3. Net worth of at least Rs 1 crore in three years.

4. If there is a change in the company’s name, at least 50 per cent

revenue for preceding one year should be earned from the new

activity.

5. The issue size should not exceed 5 times the pre-issue net worth.

To provide sufficient flexibility and also to ensure that genuine

companies are not deprived an access to the primarymarket on account

of rigidity of the parameters, theSEBI has provided two other alternative

routes to a company not meeting any of the above mentioned

requirements. They are as follows :-

Entry Norm II:
1. Issue shall be throughabookbuilding route,with at least 50 percent

of the issue to bemandatorily allotted to the qualified institutional

buyers (QIBs), failing which themoney shall be refunded.

2. Theminimumpost-issue face value capital shall be Rs 10 crore or

there shall be compulsorymarket making for at least 2 years.
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OR

Entry Norm III :
1. The ‘project’ is appraised and participated to the extent of 15 per

cent by FIs/scheduled commercial banks of which at Least 10 per

cent comes from the appraiser(s).

2. Theminimumpost-issue face value capital shall be Rs 10 crore or

there shall be a compulsorymarket making for at least 2 years.

In addition to satisfying the aforesaid eligibility norms, the company

shall also satisfy the criteria of having at least 1000 prospective allottees

in its issue.

The SEBI has exempted the following entities from entry norms.

1. Private sector banks.

2. Public sector banks.

3. An infrastructure company whose project has been appraised by

a PFI or IDFC or IL&FS or a bank which was earlier a PFI and not

less than 5 per cent of the project cost is financed by any these

institutions.

4. Rights issue by a listed company.

Thus, Initial Public Offering is an offering of either a fresh issue of

securities or an offer for sale of existing securities or both by an unlisted

company for the first time to the public. IPO enables Listing and trading

of the issuer’s securities.

‘Offer document’ means prospectus in case of a public issue or

offer for sale and letter of offer in case of a rights issue.

Listed companymeans a companywhich has any of its securities

offered throughanoffer document listedona recognised stock exchange

and also includes public sector undertakingswhose securities are listed

on a recognised stock exchange.

Offer for sale means offer of securities by existing shareholder(s)

of a company to the public for subscription, through an offer document.

Public issue means an invitation by a company to the public to

subscribe to the securities offered through a prospectus.

Issuer companymeansacompanywhichhas filedoffer documents

with the SEBI for making issue of securities.

Check your progress:
1. What is the importance of Free Price Regime in primarymarket ?

2. Define :- Book building Process.

3. What is meant byGreen Shoe Option ?
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4. Name the benefits of Book buildingmethod.

5. List the limitations of Book buildingMethod.

6. Define : IPO

7. What are the three types of Primary Issues ?

8. What is Offer document.?

9.8 summary
Themain business activity of NBFCs is to

1. Capital market is themarket for long term funds. It refers to all the

facilities and the institutional arrangements for borrowing and

lending term funds (medium-term and long-term funds).

2. The main function of capital market is the collection of savings

and their distribution for industrial development. This stimulates

capital formation and hence, accelerates the process of economic

development.

3. The Indian Capital Market is divided into gilt-edged market and

the industrial securitiesmarket.

Gilt-edged Market refers to the market for government and semi-
government securities backed by RBI .

Industrial Securities Market refers to the market for shares and
debentures of old and new companies.

4. The capital market is also classified into Primary capital market

and Secondary capital market.

Primarymarket refers to the new issue market which relates to
the issue of shares, preference shares and debentures of non-

government public limited companies and the issue of public sector

bonds.

SecondaryMarket refers to the market for old or already issued
securities. The secondarymarket is composedof Industrial security

market or stock- exchange market in which industrial securities

are bought and sold and thegilt-edgedmarket inwhichgovernment

and semi-government securities are traded.

5. Thehistoryof the capitalmarket in India datesback to theeighteenth

century when the East India Company securities were traded in
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the country.Until theendof thenineteenth century, securities trading

was unorganised and themain trading centreswereBombay (now

Mumbai) and Calcutta (nowKolkata).

6. The decade of 1990s is the most important decade in the history

of the capital market of India. Liberalisation and globalisation were

the new terms coined and marketed during this decade. The

decade was characterised by a new industrial policy, emergence

of the SEBI as a regulator of the capital market, advent of foreign

institutional investors, euro-issues, free pricing, new trading

practices, new stock exchanges, entry of new players such as

private sectormutual funds and private sector banks, and primary

market boom and bust.

7. In 1992, the Capital Issues (Control)Act, 1947 was repealed and

all controls relating to raising of resources from the market were

removed. Hence, now the promoters (issuers of securities) do not

require the consent of any authority either for making the issue or

for pricing it.

8. Book building is a mechanism through which an offer price for

IPOs based on the investors’ demand is determined. The book

building method explicitly uses investor’s demand for shares at

various prices as an important input to arrive at an offer price.

9. TheSEBI guidelines define bookbuildingas a process undertaken

by which a demand for the securities proposed to be issued by a

corporate body is elicited and built-up and the price for such

securities is assessed for the determination of the quantumof such

securities to be issued bymeans a notice, circular, advertisement,

document or information, memoranda or offer document.

9.9 QUESTIONS
1. What is Capital market ? How does it aid to economic

development?

2. Elborate the different functions of the capital market.

3. Discuss in detail the history of Indian Capital market.

4. Explain the Process of Book Building.

6. Explain the benefits & limitations of Book BuildingMethod.

7. What is themeaning of Green ShoeOption? Enlist the guidelines

of SEBI for undertaking Green shoe option.

8. What is the importance of theOn-line IPO?What conditions to be

fulfilled by a company going for anOn-line IPO ?

9. Explain in detail three kinds of Norms laid down by SEBI for IPO.

�����
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SECONDARY MARKET AND
FOREIGN EXCHANGE MARKET

Unit Structure
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10.3 Regulation of stock exchanges

10.4 Organisation,management andmembership of stockexchanges

10.5 Demutualisation of stock exchanges

10.6 Listing of securities

10.7 TradingArrangements

10.8 Trading and settlement system

10.9 National Stock exchange

10.10 Debt market in India

10.11 Characteristics of Debt market

10.12 Participants in Debt market

10.13 Risk associated with trade securities and trading in debt

securities

10.14 Types of instruments in debt market

10.15 Problems of debt market

10.16 Importance of debt market

10.17 Relationship betweenMoneymarket and Capital market

10.18 Introduction of Foreign ExchangeMarket

10.19 Structure of Foreign ExchangeMarket

10.20 RBI intervention and exchange ratemanagement

10.21 Liberalisation measures in Foreign Exchange Market since

1991-92

10.22 Rate of exchange and its influence on financial flows

10.23 Summary

10.24 Questions
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10.0 OBJECTIVES
Themain business activity of NBFCs

1. To understand the concept & functions of SecondaryMarket

2. To study the Organisation, Management & Membership of stock

Exchanges

3. To be familiar with Listing, Trading & Settlement Systems

4. To acquaint with Overviews of Debt Market in India

5. To know the Interlink betweenMoneyMarket & Capital market

6. To understand the concept of Foreign ExchangeMarket

7. To know the Participants in Foreign Exchange Market

8. To study the Growth of Foreign ExchangeMarket since 1991.

9. To be familiar with the concept of Rate of Exchange & its influence

on Financial flows.

10.1 INTRODUCTION OF SECONDARY MARKET
The secondarymarket is amarket in which existing securities are

resold or traded. Thismarket is also known as the stockmarket. In India

the secondarymarket consists of recognised stock exchanges operating

under rules, by-laws and regulations duly approved by the government.

These stock exchanges constitute an organisedmarket where securities

issued by the central and state governments, public bodies, and joint

stock companies are traded.Astock exchange is defined under Section

2(3) of Securities Contracts (Regulation) Act, 1956, ‘as any body of

individuals whether incorporated or not, constituted for the purpose of

assisting, regulating or controlling the business of buying, selling or

dealing in securities’.

It deals in securities already issued or existing or outstanding. The

primarymarketmobilises savings and supplies fresh or additional capital

to business units. Even though secondary market does not contribute

directly to the supply of additional capital, does so indirectly by rendering

securities issued on the primarymarket liquid. This takes place through

stock exchanges.

10.1.1 Functions of the Secondary Market
1. To facilitate liquidity and marketability of the outstanding equity

and debt instruments.

2. To contribute to economic growth through allocation of funds to the

most efficient channel through the process of disinvestment to

reinvestment.
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3. To provide instant valuation of securities caused by changes in

the internal environment (company-wideand industry-wide factors).

Such valuation facilitates the measurement of the cost of capital

and the rate of return of the economic entities at the micro level.

4. To ensure ameasure of safety and fair dealing to protect investors’

interests.

5. To induce companies to improve performance since the market

price at the stock exchanges reflects the performance and this

market price is readily available to investors.

10.2 POST-REFORM STOCK MARKET SCENARIO
After the initiations of reforms in 1991, the IndianSecondarymarket

now has a three-tier form :-

1. Regional Stock Exchanges.

2. The National Stock Exchange ( NSE ).

3. TheOver Counter Exchange of India ( OTCEI )

TheNSEwasset up in 1994. Itwas the firstmodemstock exchange

to bring in new technology, new trading practices, new institutions, and

new products. The OTCEI was set up in 1992 as a stock exchange

providing small- andmedium-sized companies the means to generate

capital.

In all, there are, at present, 23 stock exchanges in India—19

regional stock exchanges, the BSE, the NSE, the OTCEI, and the

Interconnected Stock Exchange of India (ICSE). The ICSE is a stock

exchange of stock exchanges. The 19 regional stock exchanges are

located at Ahmedabad, Bangalore, Bhubaneswar, Kolkata, Cochin,

Coimbatore, Delhi, Guwahati, Hyderabad, Indore, Jaipur, Kanpur,

Ludhiana, Chennai, Mangalore, Pune, Patna, Rajkot, and Vadodara.

They operate under the rules, by laws and regulations approved by the

government and the SEBI.

10.3 REGULATION OF STOCK EXCHANGES
The stockmarkets in India are regulated by the central government

under the Securities Contracts (Regulation)Act, 1956 which provides

for the recognition of stock exchanges, supervision and control of

recognised stock exchanges, regulation of contracts in securities, listing

of securities, transfer of securities and many other related functions.

The Securities and Exchange Board of IndiaAct, 1992 provides for the

establishment of the Securities and Exchange Board of India (SEBI) to

protect investor’s interest in securities and promote and regulate the

securities market.
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10.3.1 ORGANISATION, MANAGEMENT, AND MEMBERSHIP OF
STOCK EXCHANGES

The organisational forms of the various recognised stock

exchanges in India are as follows :-

The regional stock exchanges aremanaged by a governing body

consisting of elected and nominalmembers. The tradingmembers, who

provide broking services, own, control, andmanage the exchanges. The

governing body is vested with wide ranging powers to elect office

bearers committees, admit and expel members, manage properties

and finances of the exchange disputes, and conduct day-to-day affairs

of the exchange.

The OTCEI and the NSE are demutualised exchanges wherein

the ownership and management of the exchange are separated from

the right to trade on exchange. Brokers are members of the stock

exchange. They enter trades either on their own account or on behalf of

clients. They are given a certificate of registration by the SEBI and they

have to comply with the prescribed code of conduct. Over a period of

time,manybrokerswith proprietaryandpartnership firmshave converted

themselves into corporate entities. Both the NSE and the OTCEI have

laid down strict standards for the admission of members, which relate

to capital adequacy, track record, education experience, and so on to

ensure quality broking services.

1. Bombay, Ahmedabad,

Patna, Indore

2. Kolkata, Delhi, Bangalore,

Cochin, Kanpur, Guwahati,

Ludhiana, Mangalore,

Chennai

3. Hyderabad, Pune, Rajkot,

Magadha.

4. The National Stock

Exchange

5. The Over the Counter

Exchange

Voluntary non-profit making

association

Public limited company

Company limited by

guarantee.

A tax-paying company

incorporated under the

Companies Act and

promoted by leading

financial institutions and

banks.

A company under Section

25 of India the Companies

Act, 1956.
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Brokers are important intermediaries in the stockmarkets as they

bring buyers and Sellers together, and aid in price discovery. There are

three classes of brokers namely proprietary, partnership & corporate. In

the old exchanges,most of the brokers are proprietary in nature,whereas

in the exchanges they are corporate members. Several structural

changes have taken place in the Indian broking industry over the past

few years. Consolidation and

Recon-structuring have assumed considerable importance in this

segment. As on 31 March 2005, there were 9,129 brokers registered

with the SEBI. The CSE has the highest number of brokers followed by

the NSE , the OTCEI and the BSE.

A stock broker is required to pay an annual registration fee of Rs

5.000 if his turnover per year does not exceed Rs one crore. If it does,

he has to payRs. 5000plusone-hundredth of one percent of the turnover

in excess of Rs. OneCrore. Five years from the date of initial registration

he has to payRs 5,000 for a block of five financial years. The exchange

also levies transaction charges.

The brokerage on transactions vary from broker to broker. The

maximum brokerage that can be levied is 2.5 per cent of the contract

price exclusive of statutory levies such as theSEBI turnover fee, service

tax, and stampduty. Consolidation is taking place in the broking industry.

Small brokerages are shutting shop as the big broking entities have

cornered a big chunk of the broking business.

10.4 DEMUTUALISATION OF STOCK EXCHANGES
All the stock exchanges in India except the NSE and the OTCEI

are broker-owned and broker-controlled. In other words, it is the brokers

who trade, collectively own and run these exchanges. The ownership

and managerial rights of the brokers often led to a conflict of interests

wherein the interest of brokerswaspreserved over those of the investors.

Instances of price rigging, recurring payment crisis on stock exchanges,

andmisuse of official position by office bearers have been unearthed in

the last fewyears.As a result, both rolling settlement anddemutualisation

of stock exchanges was announced to preserve their integrity.

Demutualisation is the process by which any member-owned

organisation can become a shareholder-owned company. Such a

company could either be listed on a stock exchange or be closely held

by its shareholders. Stock exchanges in India are either Section 25

companies under the Companies Act or an association of persons.

Hence, stock exchanges are exempt from all taxes. Through

demutualisation, a stock exchangebecomesacorporate entity, changing
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from a non-profit making company to a profit-making & tax-paying

company.

The Securities Contracts (Regulation) Act was amended on 12

October 2004 through an ordinance, making it compulsory for the

exchanges to convert into corporate entities and delink their broker-

members from the management. The ordinance restricts brokers’

representation in the governing body board of stock exchanges to 25

percent. It also reduces their shareholding in the exchange to 49 per

cent from the existing 100 percent. Moreover, 51 per cent of the stake of

anexchangeshouldbeheldby thepublic, other thanshareholders having

trading rights. Brokers’ trading rights will be distinct from their ownership

and management right in all exchanges. The segregation is expected

to safeguard the interest of investors andbringabut greater transparency

and efficiency of stock exchanges. The ordinance also allows inter-

exchange trading among brokers which would promote a trading

platform for small and mid-cap companies.

The SEBI hasmade it mandatory for stock exchanges to dilute 51

per cent ownership in favour of public. The Bombay Stock Exchange

(BSE) completed the process of demutualisation in June 2007. The

Government has permitted 49 per cent (26 per cent by FDI and 23 per

cent by FIIs) foreign investment in stock exchanges. Strategic

investments in stock exchanges are required for the revival and growth

of stock exchanges so that they can compete globally. The compulsory

corporatisation and demutualisation of stock exchanges is expected to

strengthen their governance, avoid conflict of interest, and protect

investors.

10.5 LISTING OF SECURITIES
ACompany has to list its securities on the exchange so that they

are available for trading.Acompany can seek listing onmore than one

stock exchangebut it is compulsory to list on the regional stock exchange

nearest to its registered office. A security listed on one exchange is

permitted for trading on the other. Provisions in the listing agreement

attempt to ensure liquidity and investor protection in the stock market.

There were 6000 securities listed on exchanges at the end of March

2007.

ACompany can seek listing if at least 10 per cent of the securities,

subject to a minimum of 20 lakh securities, have been offered to the

public for subscription. In addition, the size of the net offer to the public

(i.e. the offer price multiplied by the number of securities offered to the

public, excluding reservations, firm allotment, and promoters’
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contribution) is not less than Rs 100 crore and the issue is made only

through bookbuildingmethodwith 60 per cent of the issue size allocated

to theQualified Institutional Buyers (QIBs).Alternatively, a company has

to offer at least 25 per cent of the securities to the general public.

The basic norms for listing of securities are uniform for all

exchanges. They are specified in the listing agreement entered into

between the company and the concerned exchange and their

compliance is monitored by the exchanges. The stock exchanges levy

annual listing fees from the listed companies; this constitutes theirmajor

source of income.

After a security is issued to the public and listed on a stock

exchange, the issuing company has to make continuous disclosures

relating to financial results, material information which would have a

bearing on the performance of the company, and information in the form

of a statement on the actual utilisation of funds and actual profitability as

against the projected utilisation of funds and projected profitability on a

quarterly basis to the stock exchanges. To improve transparency, the

SEBImade it mandatory for listed companies to provide their half-yearly

results on the basis of a limited review by its auditors or chartered

accountants to the stock exchanges.

10.5.1 Central ListingAuthority
The listing fees constitutes the major source of income of stock

exchanges.Thegreater the numberof companies listedonanexchange,

the higher their listing fees. To attract companies to get listed, exchanges

are tempted to ease listing standards. Moreover, listing requirements

vary fromexchange to another. This results in issuerswasting resources

to comply with listing requirements of a number of exchanges

simultaneously.Hence, a conflict of interest ariseswhenstock exchanges

regulate the companies that contribute to their revenues through listing

fees. This conflict may become more serious in the near future as the

process of demutualisation of stock exchanges is underway. With

demutualisation, the core objective of stock exchanges would be profit

maximisation; this would lead to further dilution in listing requirements

to maintain or increase listing fees.

To resolve these issues, a central listing authority is needed in the

countrywhowould not only frame listing regulations but also take on the

task of ensuring compliance of listing requirements. In the UK, the

London Stock Exchange (LSE) takes care of trading while a listing

authority takes care of the activity. The government has proposed the

introduction of a Central Listing Authority (CLA). The would regulate

prelisting procedures including clearing of prospectus.
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To make corporates more accountable for their actions and to

prevent any further scandals, the SEBI has set up the Central Listing

Authority with strict norms.

The SEBI provides operational and functional support to theCLA

inmatters relating to appointment of theCEOandproviding infrastructure

and manpower to the CLA as and when required. The CLA is headed

byShri M. N. Venkatachalaiah, former Chief Justice of India. The aim of

the CLA is to ensure uniform and standard practices for listing the

securities on stock exchanges.

10.6 TRADING ARRANGEMENTS
The Open outcry system, prevalent a few years ago on regional

stock exchanges, has been replaced by an on-line screen-based

electronic trading system. TheNSEand theOTCEI had adopted screen-

based trading right from inception.With almost all the exchanges going

electronic, trading has shifted from the floor to the broker’s office where

trades are executed through a computer terminal.All stock exchanges

together haves 8000 terminals spread across the country. In a screen-

based trading system, amember can feed into the computer the number

of securities and the prices at which he would like to transact and the

transaction is executed as soon as it finds a matching order from a

counter party.Theelectronic tradingsystem is superior to the openoutcry

system of the past. It ensures transparency, as it enables participants to

see the full market during real time. It increases information efficiency

by allowing faster incorporation of price sensitive information into

prevailing prices and thereby helps in efficient price discovery. This also

results in operational efficiency as there is a reduction in time, cost, risk

of error, and fraud and elimination of a chain of brokers and jobbers,

which result in low transaction costs. This system has enabled a large

number of participants, in every part of the country, to trade in full

anonymitywith oneanother simultaneously, thereby improving the depth

and liquidity of the market. This has led to the integration of different

trading centres spread all over the country into a single trading platform.

The SEBI has permitted the setting up of trading terminals abroad

as well as Internet trading. Now investors in any part of the world can

route the order through the Internet for trading in Indian scrips. Internet

trading is more cost effective than using trading terminals.

There are two types of trading systems—order driven trading

system and quote driven trading system. In the Order driven system,

orders from all over the country are entered into an electronic system

andmatcheddirectlyandcontinuouslywithout the involvement of a jobber



135

or amarketmaker. In theQuote driven system, there aremarketmakers

who continuously offer two-way quotes—buy and sell quotes and are

willing to buyand sell anyquantity. TheBSEprovides both these systems

while the NSE provides only the order driven system.

10.6.1 TRADING RULES & REGULATIONS
Strict rules and regulations have been framed to prevent unfair

trading practices and insider trading. The trading rules relate to the

margin system, intra-day trading limit, and exposure limit. Brokers are

levied various types of margins such as daily margins, mark to market

margins, ad hocmargins, and volatility its so on to check price volatility.

Stock exchanges impose different types of margins on brokers

for individual stocks depending on the exposures taken by these brokers

in these stocks, both on a proprietary basis and on behalf of clients, vis-

a-vis the overallmarket exposure in the scrips. Several of thesemargins

are paid upfront by brokers. These margins are collected to prevent

operators from taking market positions in excess of their buying

capacities and are used to settle dues to the exchange/clearing

corporation/traders in the event of any fund shortage faced by the broker.

The margins vary from operator to operator depending on the size of

the positions taken in the market.

TheSEBI has shifted themargining system fromnet basis to gross

basis (sale and purchase) with effect from 3 September 2001, and

introduced a 99 per cent value-at-risk (VaR) basedmargin for all scrips

in the compulsory rolling system with effect from 2 July 2001. VaR

measures the worst expected potential loss from an unlikely adverse

event in a normal everyday market environment. Prior to VaR, trade

positions were reported at book value only and no considerations were

made for market changes. This margin is kept in amanner that covers

price movements for more than 99 per cent of the time. Usually sigma

(standard deviation) is used for themeasurement.

The intra-day trading limits, i.e., limit to volume is specified and no

broker’s trading volumecanexceed this limit. If a brokerwishes to exceed

the limit he has to deposit additional capital with the exchange. The

upper limit for the gross exposure of a broker is fixed at 20 times his

capital to ensure market safety. Besides these, there are capital

adequacy norms formembers, indemnity insurance, and online position

monitoring by exchanges.

To ensure fair trading practices, the SEBI has formulated Insider

Trading Regulations prohibiting insider trading making it a criminal

offence.To enhance transparency of the takeover process and to protect
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the interests ofminority shareholders, there are nowseparate regulations

relating acquisitions and takeovers.

10.6.2 CIRCUIT BREAKERS
To contain excessive volatility in prices, the SEBI introduced, in

1995, scripwise daily circuit breakers price bands. The circuit breakers

bring about a halt/suspension in trading automatically for a specified

period if the market prices vary unusually on either side, i.e., move out

of a pre-specified band. Circuit breakers do not halt trading but no order

is permitted if it falls out of the specified price range.

Circuit breakers allow participants to gather new information and

assess the situation. This helps in controlling panic. It helps exchange

clearing houses tomonitor theirmembers. However , the introduction of

circuit breakers precipitatesmatters during volatile moves and leads to

chaos as participants rush to execute their orders before an anticipated

trading halt.

10.7 TRADING AND SETTLEMENT SYSTEM
After the reforms, the trading and settlement cycle was trimmed

from 14 days to 7 days. Later on, securities were traded and settled

under a uniform weekly settlement cycle. In a trading cycle, trades

accumulated till the end of a specified period and the positions were

settled in the form of payment of cash and delivery of securities. The

carry forward system prevailed for a long period at stock exchanges as

it increased the volume of trading and thereby added to the liquidity of

the system. However, it also increased speculation which increased

volatility in prices and defaults by brokers, thereby impeding the price

discovery process. Hence, an alternative system called Rolling
settlementwas introduced in a phasedmanner.

Under the T + 5 basis rolling settlement system, the trading cycle

comprises one day and transactions in these securities are settled 5

days after the trade date. The rolling settlement on a T+5 basis was

introduced in 10 scrips in January 2000, then extended to another 153

scrips in May 2000, then to 414 securities in July 2001, and thereafter

all scripswere covered under this system. The rolling settlement system

is on a T+3 basis since April 2002 and T+2 basis from April 2003.

Effective implementation and success of the rolling settlement requires

electronic fund transfer facility and dematerialisation.

10.7.1 Dematerialisation of Securities
To eliminate various problems such as theft, fake/forged transfers,

transfer delays, and the paperwork associatedwith physical certificates,

an electronic book entry form of holding and transferring securities has
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been introduced. Investors have the option to hold securities in either

physical or dematerialised form. In order to expedite the process of

dematerialisation, the SEBI hasmandated the compulsory settlement

of trade in demat form in certain select scrips. Securities issued through

initial public offering can be settled only in dematerialised form.

Henceforth, all IPOs will be issued in dematerialised form. Two

depositories—the National Securities Depository Limited (NSDL) and

the Central Depository Service Limited (CDSL)—offer trading facility in

dematerialised form. The dematerialisation process is almost complete

and more than 99 per cent of the turnover settled by delivery is in a

dematerialised form.

10.7.2 Risk Management
On the instructions of the SEBI, the stock exchanges have

developed a comprehensive risk management system to promote a

safe and efficientmarket. Stock exchanges have laid down trading rules

and regulations for broker-members, set upmarket surveillance systems

to curb excess volatility, created trade/settlement guarantee fund to

ensure timely settlements even if amember defaults to deliver securities

or pay cash, and set up a clearing corporation to guarantee financial

settlement of all trades and thereby reduce credit risk in the settlement

system. TheClearingCorporationmatches the transactions, reconciles

sales and purchases and daily settlements. It is also responsible for the

risk management of its members and conducts inspection and

surveillance. It also collects margins, and capital from members and

monitors their net worth requirement. Its major role is to ensure the

fulfillment of every contract either by becoming a counter-party itself to

every trade or by guaranteeing performance of all trades. This risk

management system was absent in the pre-reforms period and the

setting up of the system is oneof the landmark achievements of financial

market reforms.

10.7.3 INTERNET TRADING
Internet trading in Indiamade its debut inApril 2000. Through this

means of trading, investors can buy and sell shares online through the

Internet. To start Internet trading, an investor has to register himself with

a broker offering online services. He has to open a bank account as

well as a demat account with the broker. The broker is responsible for

the risk management of his clients. The orders get logged directly on

the trading platformswithin the assigned limits designated by the broker

to the clients. Even if the client order exceeds the assigned limits, the

order gets re-routed to the broker’s server for authorisation or rejection.

The broker can change the parameters on-line. His software allows real
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timemarket information display, client information display, bank account

management, and a transaction history display

Around 14.43 lakh investors had registered to trade online as on

March 31, 2006. There has been a sharp increase in volumes after the

rolling settlement was introduced. The online trading volumes rose from

Rs 7288 crore in 2000-01 on the National Stock Exchange to Rs

1,83,428 crore in 2005-06. Around 11.68 percent of the total trading

volumewas routed and executed through internet during 2005-06. On-

line trading has driven down the transaction costs substantially and

increased the liquidity options available to an investor to enter or exit

from the stock at his own wish. The Internet has provided a wide range

of information to the investor which has enabled him to take calculated

risks.

10.7.4 Advantages of Rolling Settlement
1. The basic advantage of rolling system over the badla system is

its simplicity. The badla system was non-transparent and

unregulated and the investors’ exposure to risk and fraudwas very

high. The investor had to keep track of different stocks ns they had

different settlement systems.With rolling settlement, the investor

has to merely keep track of the day of purchase/sale of scrips as

all the scrips are settled in the same format on all trading screens.

2. This system eliminates arbitrage opportunities in scrips.

3. It improves the price discovery process as the settlement process

is standardised and the participants can focus more on market

outcomes.

4. This improvement in price discovery would lead to a single, well-

defined price that can be used for information processing by

different economic agents.

5. It reduces settlement risk and narrows the bid—ask spreads

(difference between the bid and offer prices) due to its transparent

nature.

6. It encourageswider participation as institutional investors forbidden

from doing badla or netting trades within a settlement can now

take advantage of this system as it shortens delay in settlement of

transactions.

7. It eliminates fluctuations of prices which take place around

settlement dates. With the setting up of clearing corporations,

rolling settlement reduces the working capital requirements of

brokerage firms.

8. As it reduces pricemanipulation and arbitrage, it helps in reducing

volatility and turbulence in themarkets.
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9. Finally, retail investors benefits as it shortens the delays for

converting securities into cash and vice versa.

10.8 NATIONAL STOCK EXCHANGE ( NSE )
The establishment of the National Stock Exchange of India limited

(NSE) has been a step towards professionalisation of the capitalmarket

as also to provide nation-wide securities trading facilities to investors.

The setting up of the NSE was to ensure better trading facilities for

investors and bringing Indian financial markets in line with international

markets.

10.8.1 Incorporation
The National Stock Exchange of India was incorporated in

November 1992 with an equity capital of Rs. 25 crore and promoted

among others by IDBI, ICICI, LIC, GIC and its subsidiaries, commercial

banks including State Sank of India and other institutions including SW

Capital Markets Limited.

Themain agendaof NSEhasbeen to strengthen themove towards

professionalisation of the capital market as also to provide nation-wide

securities trading facilities to investors.

10.8.2 Objectives
Themain objectives of the NSE are:

1. To establish a nation-wide trading facility for equities, debt

instruments and hybrids.

2. To ensure equal access to investors all over the country through an

appropriate communication network.

3. To provide a fair, efficient and transparent securities market to

investors using electronic trading systems.

4. To enable shorter settlement cycles and book entry settlement

system.

5. Tomeet the current international standards of securitiesmarkets.

The establishment of the NSE is an important step in upgrading

trading facilities for investors and bringing Indian financial markets in

line with international markets. The NSE market is a fully automated

screen-based trading system.

The emphasis of secondary markets in India has been primarily

on equity trading. Trading in corporate debt and government securities

has not picked up as in the case of the equity markets. The NSE is

expected to play an effective role in providing infrastructure and trading

facilities for developing an efficient secondarymarket for both debt and

equity instruments.
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The NSE is thus a stock exchange with a difference — besides

the traditional retail market for equities, debentures, etc., traded under

the capital market, the NSE, following its inceptions is operating, for the

first time in the country, the screen-based trading facility for theWholesale

Debt Market (WDM).

NSE is a new generation exchange whose style of functioning is

vastly that of other exchanges. Themajor differencesare described here:

1. Trading is computer-based at NSEwhereas other exchanges have

floor-based trading.

2. Trades at NSE are automatically matched, automatically matched

with a sale order from and quantity agree.

3. At NSE, system programming allows choice of counter-party and

specification of transaction size to be made. However such choice

can bemade only negatively. e.g., black listed parties can be fed in

and transaction size can be specified to ensure that the purchase is

not executed in toomanysmall lots or vice versa. Further, the duration

of an order can be specified as either “good till day” or “good till

cancelled. Once specified, the computer will automatically execute

the order when the prescribed price is reached.

4. The name of buying/selling party is kept secret from its counterpart.

The anonymity makes sure that speculative variations are avoided

due to entry of large players.

5. NSE is a truly national system due to absence of a trading floor.

6. NSEensures total transparency since the computer screen indicates

the price at which the deal is executed.

10.8.3 Benefits of NSE
A. Benefits to Trading Members
1. They can provide efficient service to their clients.
2. Their back office load is reduced considerably as the system
generates details of trade undertaken.

3. There will be no need to occupy office premises near the Exchange
unlike at present, and thus can lead to reduced establishment costs.

4. The system will assure ‘best price’ to participants in the market.
5. Settlement will be quick and efficient.
B. Benefits to Investors:-
1. The investor is assured of the best price in the market.

2. Price and brokerage are separately shown on contract notes.

3. Date and time of trade are indicated. -

4. The system is better monitored and regulated ensuring a fair deal to

investors.
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5. Safety of securities is enhanced in a depository and there will be no

problem of bad delivery, loss, theft or forgery.

C. Benefits to Issuers :-
1. By a single listing, they can provide nation-wide access to their

investors.

2. As a result their listing costs are reduced considerably.

3. Issuers will have high visibility.

10.8.4 Trading System
The Exchange provides a facility for screen based trading with

automated order matching. The system is order driven and conceals

the identity of parties to an order or a trade. This helps orders whether

large or small to be placed without the members being disadvantaged

by disclosure of their identity. The trading system operates on price time

priority.All orders received on the system are sortedwith the best priced

order getting the first priority formatching i.e. the best buy ordermatches

the best sell order. Within similar priced orders, they are sorted on time

i.e., the one that came in early gets priority over the later one. Orders

are matched automatically by the computers keeping the system

transparent, objective and fair. Where an order does not find a match it

remains in the system and is displayed to the whole market, till a fresh

order comes in or the earlier order is cancelled or modified.

The trading system provides tremendous flexibility to the users in

terms of the kinds of orders that can be placed on the system. Several

time related, price related or volume related conditions can easily be

placed on an order. The trading system also provides completemarket

information on-line through various inquiry facilities. Themarket screens

at any point of time give the member complete information on the total

order depth in a security, the best buys and sells available in themarket,

the quantity traded in that security, the high price, the low, last traded

price etc. This information is updated on-line real time enabling the

member to make better decisions. It is thus possible for investors to

know the actual position of themarket before placing orders. Investors

can also know the fate of the orders almost as soon as they are placed

with the TradingMembers.

NSE practices order-driven trading as compared to quote driven

trading prevalent at other exchanges. Thus trades at NSE are executed

on the basis of actual orders received from clients. In contrast, under a

quote-driven system, brokers offer a ‘buyquote’ and a ‘sell quote’ without

being aware of the size of a particular order or the price which a client is

willing to accept. Though the speed of execution of transactions could

be slower when volumes are low in this system (because a transaction
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will be completed only if and when an order is matched with another

order), yet the order-driven system leads to a lower speed between

buying and selling price.

At NSE, at the end of the trading day, each trader receives a print-

out of all trades, orders and cancellations, as well as obligation reports

telling him his position regarding both securities and funds.

Check your progress:
1. Define :- SecondaryMarket.

2. Explain the functions of Secondarymarket.

3. Give Full form of – i) NSE ii) BSE iii) OTCEI

4. What is Listing of Securities ?

5. What is T+5 & T+2 settlement ?

6. What is Dematerialisation of Securities ?

7. Discuss the functions of NSE.

8. Howdoes Internet trading is useful to small investors?

10.9 DEBT MARKET IN INDIA
The debt market is one of the most critical components of the

financial system of any economy and acts as the fulcrum of a modem

financial system. The debt market inmost developed countries is many

timesbigger than the other financialmarkets, including the equitymarket.

TheUSbondmarket ismore thanUSD13.5 trillion in sizewith a turnover

exceeding USD 500 billion daily, representing the largest securities

market in the world. The size of the world bondsmarket is close to USD

31.4 trillionwhich is nearly equivalent to the totalGDP of all the countries

in theworld.

The total size of the Indian debtmarket is currently estimated to be

in the range of USD 92 billion to USD 100 billion. India’s debt market

accounts for approximately 30 per cent of its GDP. The Indian bond

market, measured by the estimated value of the bonds outstanding, is

next only to the Japanese and Korean bondmarkets inAsia. The Indian

debt market , in terms of volume, is larger than the equity market. In

terms of the daily settled deals, the debt and the forexmarkets currently

(2001—02) command a volume of Rs 25,000 crore against a meagre

Rs. 1,200 crore in the equitymarkets (including equity derivatives).
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In the post-reforms era, a fairly well-segmented debt market has

emerged comprising the following:

1. Private corporate debt market.

2. Public sector undertaking bondmarket.

3. Government securitiesmarket.

The government securitiesmarket accounts for more than 90 per

cent of the turnover in thedebtmarket. It constitutes the principal segment

of the debt market.

10.9.1 History of the Indian Debt Market
The Indian debt market has traditionally been awholesalemarket

with participation restricted to a few institutional players—mainly banks.

Banks were themajor participants in the government securitiesmarket

due to statutory requirements. The turnover in the debt market too was

quite low at a few hundred crores till the early 1990s. The debt market

was fairly underdeveloped due to the administered interest rate regime

and the availability of investment avenues which gave a higher rate of

return to investors.

In theearly1990s, thegovernmentneededa largeamountofmoney

for investment in development and infrastructure projects. The

government realised the need of a vibrant, efficient, and healthy debt

market and undertook reform measures. The Reserve Bank put in

substantial efforts to develop the government securities market but its

two segment, the private corporate debt market and public sector

undertaking bondmarket, have not fully developed in terms of volume

and liquidity.

The debt market plays a key role in the efficient mobilisation and

allocation of resources in the economy, financing the development

activities of the government, transmitting signals for implementation of

the monetary policy, facilitating liquidity management in tune with both

short-term and long-term objectives and pricing of non-government

securities financial markets.

It is the debt market which can provide returns commensurate to

the risk, a variety of instruments tomatch the riskand liquidity preferences

of investors, greater safety, and lower volatility. Hence, the debt market

has a lot of potential for growth in the future. The debt market is critical

to the development of a developing country like India which requires a

large amount of capital for achieving industrial and infrastructure growth.

10.9.2 REGULATION OF DEBT MARKET
The RBI regulates the government securities market andmoney

market while the corporate debtmarket comes the purviewof the SEBI.
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In order to promote an orderly development of the market, the

government issued a notification onMarch 2, 2000 delineating the areas

of responsibility between theReserve Bank and the SEBI. The sale and

purchase of government securities, gold related securities, money

market securities and securities derived from these securities, and ready

forward contracts in debt securities shall be regulated by the RBI. Such

contracts, if executed on the stock exchanges shall, however, be

regulated by SEBI in a manner that is consistent with the guidelines

issued by the RBI.

10.10 CHARACTERISTICS OF DEBT MARKET
The Characteristics of an efficient debt market are as follows :-

1. It has a competitivemarket structure.

2. In this market, transaction costs are low.

3. It has a safemarket infrastructure and a high level of heterogeneity

amongmarket participants.

4. An efficient debt market helps in reducing the borrowing cost of

the government.

5. It helps in reducing the pressure on institutional financing by

providing greater funding avenues.

6. It enhancesmobilisation of resources by unlocking unproductive

investment like gold and developing a stable yield curve.

10.11 PARTICIPANTS IN THE DEBT MARKET
The participants in the debt market are a small number of large

players which has resulted in the debt market evolving into a wholesale

market. Most primary debt issues are privately placed or auctioned to

the participants while secondary market dealings are negotiated over

the telephone. The NSEWholesale Debt Market Segment (WDM) has

emerged as an active platform for trading in debt instruments. Recently,

the BSE also started trading in debt instruments. The primary dealers

act as market makers in the government securities market. The debt

market has becomemore diversified with the entry of new participants

such as high net worth individuals, cooperative banks, large corporates,

rids and insurance companies.

TheMajor Participants in the debt market are as follows :-

1. Central and state governments: The central government raises
money through the issue of dated securities and treasury bills to

finance the budget deficit and other short-term and long-term financial

requirements. The Reserve Bank is the investment banker, which
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performs the task of raisingmoney and issuing securities on behalf

of the government.

The state government, municipalities, and local bodies also issue

securities to finance their budgetary deficits and developmental

projects,

2.PrimaryDealers :Theyaremarketmakers appointed by theReserve
Bank and have emerged as active intermediaries in the government

securitiesmarket andmoneymarket,

3. Public Sector Undertakings (PSUs): They issue tax-free and
taxable bonds to meet their long term and working capital needs.

They also invest in debt securities to park their surplus funds

4. Corporates: They are both issuers and investors in the debt market.
5. Banks: They are the captive investors in the government securities
market. They participate both as lenders and borrowers in the call

money market and as arrangers and investors in the commercial

paper market. They issue certificates of deposits (CDs) to finance

their short term requirements and bonds to finance their long-term

requirements.

6. Mutual Funds:Mutual funds are the predominant investors, in the
debtmarket. Theyhave specialised debt funds such asmoneymarket

mutual funds, gilt funds, and so on. Theyhavealso emerged as active

participants and traders in the debt market.

7. Foreign Institutional Investors (FIls): They have been permitted
to invest in government securities and corporate bonds. The limits of

their investment have been specified.

8. Provident Funds (PFs): PFs are large investors in government
securities and PSU bonds. They are not active traders in their

portfolios.

9. Charitable Institutions and Trusts: They are large investors in
government securities and bonds specified in the bye-laws governing

them. They are also not active traders in their portfolios. Satellite

dealers (SDs) were also one of the participants in the debt market

but theReserveBank discontinued their participation fromMay2002.

In the government securities market, the Negotiated Dealing

System (NDS)has replaced the systemnegotiations through telephones.

The Clearing Corporation of India Limited (CCIL ) has revolutionised

the clearing and settlement system in the government securitiesmarket.

Both theNDSand theCCIL have brought about a radical transformation

in the debt market similar to that brought about by NSE in the equity

market.



146

10.12 RISKS ASSOCIATD WITH DEBT SECURITIES
AND TRADING IN DEBT SECURITIES
(A )Risk associated with debt securities
1. Default / Credit Risk :The issuer of a debt security may be unable
to make timely payment of interest or principal amount or comply

with the provision of a bond indenture.

2. Interest Rate Risk : Risk arising from an adverse change in the

interest rate which affects the yield on the existing instruments.

3. Reinvestment Rate Risk : The probability of a fall in the interest
rate resulting in lack of options to invest the interest received at regular

intervals at higher rates or at comparable rates in the market.

( B ) Risk associated with trading in debt securities
1. Counter-PartyRisk :Risk arising due to the inability of the opposite
party to the contract to deliver either the promised security or the sale

value at the time of settlement.

2. Price Risk : Risk arising on account of the inability to receive the
expected price due to an adverse movement in the prices.

10.13 TYPES OF INSTRUMENTS IN THE DEBT
MARKET

The different types of instruments traded in the debt market can

be classified into following :-

Instruments

Zero coupon bonds,

coupon bearing

bonds, tre-asury bills,

floating rate bonds,

STRIPS.

Coupon bearing

bonds, flo-ating rate

bonds.

Government guaran-

teed bonds, debent-

ures.

PSU bonds-taxable

and tax-free, debe-

ntures, commer-cial

Market Segment

Government

securities.

Public sector bonds

Issuer

Central government

State governments.

StateGovernment

Government age-

ncies /statutory bodies

Public sector units



147

Source: BSE.

10.14 PROBLEMS OF THE DEBT MARKET
Amongst the numerous problems hounding the debt market the

major problem is the lack of depth. The biggest holders of debt are

banks.And internationally also banks are the biggest andmost active

players in debt. However, in India banks are allowed to invest only a very

small amount in corporate debt (maximum of 5 percent of incremental

liabilities) and are prohibited from trading in the secondary market.

Further, most banks hold government debt “ad nauseam” and due to

erosion in its value are able to neither divest nor invest further. Besides,

no conscious efforts has beenmade to develop a secondarymarket for

debt instruments, hence it is very difficult for individuals or corporates to

buy or sell debt in the secondary market. The absence of a central

depository further compounds the problem with title and transfer

becoming hazardous issues.

Theabsenceof the retail investor in the debtmarket hascontributed

substantially to its development. If the equity market can capture, the

imagination of the small investors, there is no reason why attempts to

develop a retail debt market will not bear fruit. Unfortunately, no such

concerted effort has been-made.

Accepting that the above are important problems, the single-most

important lacuna in the debt market is the absence of forward trading.

As in the equity market, this would not only encourage position-taking

and development of sophisticated instruments (viz., interest-rate swaps,

options, etc.) but also give rise to that breed so essential for imparting

depth to anymarket-the speculation.

Corporates

Banks.

Financial Institutions

paper, deep discount

bonds.

Debentures, bonds,

CPs, floating rate

bonds, secured prem-

ium notes, zero

coupon bonds, inter-

corporate deposits.

CDs, debentures,

bonds

CDs, bonds

Private sector

bonds
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The debtmarket in India has been victim of over regulation, under

policing and abuse at the hands of market players. These and other

various reasons have contributed to its present state. The scam has set

back the market by about five years and it may take some more time

before the emergence of a vibrant debtmarket is seen in India. However,

given that, reformsare progressing in the right direction,we cannot afford

to ignore the tremendous advantages which a well-developed debt

market offers.

10.15 IMPORTANCE OF DEBT MARKET
“Debt Market is the life line of the entire commercial activity

any country.”
The debt market is the life line of the entire commercial activity of

any country, and hence it is amajor indicator of the level of development

of aneconomy.Awell functioningdebtmarket is onewhichhasadequate,

breath to accommodate a variety of instruments to meet the needs of

different kinds of investors and sufficient depth to absorb large trading

volumeswithout much price variations

Debt securities include treasury bills, promissory notes, bonds,

debentures, mortgages, commercial paper, and certificates of deposits

andUTI units. Theycanbe short-termaswell as long- termwithmaturities

ranging from twelve hours to twenty years. Government securities are

high quality debt securities of all lengths of maturity and can be

considered as risk free or zero risk instruments. The debt market in

India consists of three segments:-

1. Government securities.

2. PSU bonds

3. Corporate bonds and debentures

The debt market may be divided into primary and secondary

markets. Most banks invest in government, securities in order to meet

their Statutory Liquidity Ratio (SLR) requirement rather than investment

purposes. Some banks also invest in government securities in excess

of their SLR requirements contain the proportion of performing assets

in their portfolio. The secondarymarkets in debt instruments have been

outmodedmainly due to the lack of any organised exchange till recently.

The lack of depth and liquidity inmost debt instruments, be it government

or corporate, are the principle lacunas in the secondarymarkets.

Although the Discount and Finance House of India (DFHI) and

Securities Trading Corporation of India (STCI) were set up in 1988 and

1993 respectively, they have not become active market makers. The

National Stock Exchange of India Ltd. (NSE) started a screen based
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wholesale debt market (WDM) segment in order to create an active

secondary debt market. But even this has not performed well and

volumes in the WDM although steadily increasing, have been low, at

around Rs. 1000 crore, amonth for the past fewmonths.

There have been two fundamental reforms in the government

securities market. The government is moving from a system of low

administered rates to a system of market determined rates on

government securities. This would also help evolve a benchmark and

determine the true term structure of interest rates.

A phased reduction in the reserve requirement of banks is also

proposed. The government in consensus with the RBI, also plans to

control the magnetisation of the budget deficit. The RBI and the GOI

have resorted to convertingT-bills to dated securities. Severalmeasures

have been taken by theRBI, in recent times to develop an activemarket

in government securities. The setting up of the STCI is one of the steps

in this direction currently, only theRBI,DFHI andSTCI canbe considered

asmarket makers. However, the RBI has appointed six primary dealers

in government securities. This would boost the liquidity in secondary

debt markets.

In order to provide greater transparency to the dealing in

government securities, the transactions are to be dematerialised through

the subsidiary general ledger (SGL).Also the system of Delivery versus

Payment (DVP) will ensure greater security in transactions. The CRR

and the SLR rates have not been changed in the two credit policy

announcements. The central government budgeted Rs. 19,000 crore

through roll-overs of maturing securities and zero coupon bonds during

1995-96.

10.16 RELATIONSHIP BETWEEN MONEY MARKET
AND CAPITAL MARKET

The relationship between the money market and capital market

helps explain the basic framework of the financial system. Under this

framework, businesses and government agencies access sources of

short-term and long-term funds to generate immediate cash flow or

finance long-term projects. Both markets have a particular role in how

money flows from savers to businesses and government to finance

operations and investment.As a result, both markets provide investors

with opportunities to generate earnings and premiums from risky

ventures.

Capital Market :
Broadly, the capitalmarket is amarketplace for trading investments

with maturities of more than a year. Capital market investments are

typically debt, equity or derivative securities used to raise money for
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long-term purposes. For example, large corporations issue equity

securities called stocks to raise money. This money is invested back

into the company in the form of machinery, real estate or equipment to

improve and build long-term profitability, and increase the value of the

company.

Money Market :
The money market is the marketplace used to trade short-term

securitieswhich havematurity dates of less than one year.Moneymarket

securities are commonly short-term bonds issued by corporations or

governments to fund immediate needs. For instance, the federal

government finances its budget deficits by issuing Treasury bills to

investors in the U.S. and around the world. Similarly, large corporations

issue commercial paper to raise money from investors which is then

used to fund ongoing operations.

Capital Market Purpose :
Capitalmarkets provide a source of funds fromwhich corporations

and governments borrow based on potential future cash flows. For

example, a large manufacturing company borrows money by selling

bonds to investors to finance an upgrade in machinery. The upgrade is

calculated to increase production and profits beyond current levels. The

increase in profit makes it possible to pay back bond holders and

increase the value of the company for stock holders. Therefore, the

company bet that the increase in future income from the upgrade

financed with bonds would be sufficient to cover the bond issue and

makemoney for the company.

Money Market Applications :
Alternately, themoneymarket is used to finance current operations

and is not necessarily used to fund investment spending. For instance,

a large company that does not have enough money to cover payroll

might issue commercial paper to raise money to pay employees. In

turn, investors use the money market as a safe holding place where

money still earns even a minimal return but more than in a traditional

savings or checking account.

Risk :
Short-term securities correlate with lower levels of risk while long-

term securities are exposed to greater amounts of risk. This occurs

from long-term securities being exposed to the volatility in the securities

market for amuch longer period of time.Generally, short-term securities

are less risky because there is less market volatility in the short term.

This difference in risk also corresponds to returns. Returns are generally

higher with riskier investments and than in safer investments.
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Check your progress:
1. Explain the concept of Debt market.

2. Who are the participants of Debt Market?

3. Elaborate the features of Debt Market.

4.What are the different types of risks associated with debt securities?

5. Explain the relationship betweenMoneymarket & Capital market .

10.17 FOREIGN EXCHANGE MARKET
10.17.1 Introduction :

The foreign exchangemarket is one of the important components

of the international financial system. Especially, for the developing

economy, the foreign exchangemarket is necessary for the conversion

of currencies for short-term capital flows or long-term investments

financial physical assets of another country. The services of the foreign

exchangemarkets are necessary not only for trade transactions but also

for other financial receipts or payments between countries involving a

foreign exchange transaction.

Policies in respect of management of the exchange rate, foreign

exchange reserves and external debt have received increasing

emphasis in emergingmarket economies. The scope for exchange rate

flexibility has generated considerable debate, particularly in view of the

recent build-up of reserves and appreciation of rupee. Furthermore, the

need for careful assessment of the external debt situation has assumed

an added significance on a day-to-day basis, it is capital flows that

influence the exchange rate and interest rate arithmetic of the financial

markets, rather than real factors underlying trade competitiveness.

10.17.2 CONCEPTS OF FOREIGN EXCHANGE :
Foreign exchange refers to foreign currencies possessed

by a country making payments to other countries. It refers to all
those credit instruments gives the residents of a country a claim
upon foreign currencies.

Foreign exchange mechanism refers to the international
paymentsmechanism throughwhich payments aremade between two

countries having different currencysystems. It is themechanism through

which a country’s domestic currency is converted into foreign currency.
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In order to effect international payments and transactions, it is

necessary to connect the values of different currencies of different

countries.Hence the concepts of foreign exchangeand foreignexchange

mechanism came into existence.

10.17.3 Foreign exchange Market :
Foreign exchange market refers to the buying and selling of

one national currency for another i.e. buying foreign currencies with

domestic currencies and selling foreign currencies for domestic

currencies. Import-Export traders convert their foreign earnings into home

currencies or home currencies into foreign currencies to meet their

obligations abroad. Institutions like theTreasury, Central Bank, Foreign

exchange banks etc, involved in the purchase and sale of foreign

exchange currencies constitute the foreign exchangemarket.

10.17.4 RATE OF EXCHANGE - CONCEPTS
The rate of exchange refers to the rate at which the

currencies of two countries are exchanged for each other. Rate
of exchange is the value or price of a country’s currency in terms
of foreign currency. For e.g. if 1 US dollar is exchanged for Rs.40,
then the foreign exchange rate is $1 Rs.40.

In the Foreign exchange market, there is a variety of exchange

rates according to the credit instruments employed in the transfer

function. For e.g.

(a) Spot rate or cable rate.

(b) Sight rate in case of foreign currency bills.

(c) Usance rate or long rate which may be one month’s rate or 3

month’s rate.

(d) Forward exchange rate for future contracts.

The foreign exchange market mainly deals with two types of

exchange transaction as follows:

1. Spot rate:Spot rate of exchange refers to the price of foreign currency
in terms of domestic currency payable for the immediate delivery of

the foreign currency. The seller has to deliver the foreign exchange

on the Spot & the buyer will receive payments of foreign exchange

withoutmuchdelay.
2. ForwardRate: Forward rate refers to a contract to buy or sell foreign
currency at a fixed date in future at a price agreed at present. This

predetermined rate at which the currency is to be bought & sold at a

future date is called as the forward rate.

3. Arbitrage : Arbitrage is act of simultaneously buying a currency in
onemarket and selling it in anothermarket to make a profit by taking
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advantage of the differences in the exchange rate in the twomarkets.

If the arbitrage is confined only to twomarkets, it is known two-point

arbitrage. If they extend to three ormoremarkets, they are known as

three-point or multi-point arbitrage.

10.18 STRUCTURE OF THE FOREIGN EXCHANGE
MARKET

The foreign exchange market in India is a three-tier structure

comprising (a) the Reserve bank at the apex, (b) Authorized Dealers

(ADs) licensed by the Reserve Bank, and customers such as exporters

and importers, corporates and other foreign exchange earners. Apart

from these main market players, there are foreign exchange money

changers who bring buyers and sellers together but are not permitted to

deal in foreign exchange on their own account TheADs are governed

by the guidelines framed by the Foreign ExchangeDealersAssociation

of India FEDAI. Dealings in the foreign exchange market include

transactions between ADs and the exporters, importers and other

customers, transactions among ADs themselves, transactions with

overseas banks and transactions betweenADs andTheReserveBank.

At present, there are 92 banks authorized to deal in foreign

exchange, referred toasAuthoriseddealers (ADs).Of these,most foreign

banks andbigger Indian banksactively quote two-wayprices. The banks

deal among themselves directly or through the foreign exchangebrokers

presently numbering 47. Besides banks, term lending institutions have

been given restricted dealing licenses. Foreign Exchange Dealers

Association of India (FEDAI)) sets ground rules for fixation of commercial

and other charges and involves itself in matters of mutual interest of

ADs. Themarket trades freely in spot and forward exchange contracts,

and to a limited extent in derivatives. The efficiency/liquidity of themarket

is often gauged in terms of bid/offer spreads. Wider spreads are an

indication of an illiquid or a one-way market. In India, the normal spot

market quote has a spread of 0.25 to 0.50 paise, while swap quotes

are available at 1 to 2 paise spread. The total turnover in the foreign

exchangemarket has been showing an increasing trend over the years.

10.18.1 Foreign Exchange Dealers Association of India (FEDAI):
With the rapid growth of foreign trade, RBI permitted several

scheduled commercial banks undertake foreign exchange transactions.

The ForeignExchangeDealersAssociation of India (FEDAI)was formed

with the approval of RBI in 1958. Each member bank has to give an

undertaking to RBI that it will abide by the exchange rates and other
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rules and regulations of FEDAI for transacting Foreign Exchange

business.

FEDAI has become a registered company since 1st April 1990

and has amanaging committee of 20members and a chief executive. It

has a registered office in Mumbai and Local committees at Delhi,

Kolkota, Chennai and Cochin represented by local bankers. FEDAI

formulates various guidelines for authorised dealers for carrying out

Forex transactions. Its primary objective is to ensure the implementation

of RBI rules by authorised dealers.

10.18.2 Participants Or Players of the foreign exchangemarket:
The different categories of participants who take part in the foreign

exchangemarket are

1) Central Bank : The Central Bank buys and sells country’s foreign
exchange reserves.When theCentral Bank deliberately attempts to

alter the exchange rate between two currencies by buying one and

selling the other currency, it is called intervention.
2) Authorised Dealers : Banks and non-bank institutions are
authorised dealers in foreign exchange market who buy and sell

foreign currencies to get profit. There is stiff competition among these

dealers which makes the market efficient.

3) Individual & Firms : Exporters, Importers, International investors,
Multi national Corporations, Tourists and other individuals use foreign

exchangemarket for commercial and investment transactions.

4) Brokers : Brokers bring together buyers and sellers of foreign
currency. They are specialised in currencies like dollar and sterling

and give information about rates of exchange.

5) Speculators &Arbitragers : Speculators andArbitragers trade in
foreign exchange market to make profit through normal and

speculative transactions. They act on behalf of major banks.

Arbitragers are those who buy foreign currency in one market at a

lower rate and sell it in another market at a higher rate.

10.18.3 Instruments of Credit Traded in ForeignExchangeMarket:
In addition to conversion of foreign currency notes and cash, a

number of instruments of credit are used for effecting conversion in the

foreign exchangemarket. These instruments are:

1. Telegraphic Transfers (TT)

2. Mail Transfers (MT)

3. Drafts and Cheques

4. Bills of Exchange.
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10.19 RBI INTERVENTION AND EXCHANGE RATE
MANAGEMENT

The ExchangeControl Department of the RBI was set up in 1939.

In order to conserve the scarce foreign exchange reserves anduse them

judiciously, the Foreign Exchange RegulationAct (FERA) was passed

in 1947.

Theact empowered theCentralGovernment and theRBI to control

and regulate all dealings involving foreign exchange transactions. The

main objective of RBI in Indian foreign exchangemarket are:

1) Tomaintain stability in exchange rates.

2) To conserve scarce foreign exchange reserves for essential

purposes.

3) To develop domestic industry.

4) To promote economic development by restricting imports and

encouraging exports.

The FERAAct of 1947 was amended and enlarged in 1973. This

act came in force on 1st Jan .1974 and it gave wide ranging powers to

RBI to administer exchange control mechanism properly.

10.19.1 ROLE OF RBI IN THE FOREIGN EXCHANGE MARKET
The role of RBI in the foreign exchangemarket is revealed by the

provisions of FERA (1973).

1) AdministrativeAuthority :TheRBI is the administrative authority
for exchange control in India under the supervision of the Central

Government. The RBI has been authorised to issue licenses to

those who are involved in foreign exchange transactions.

2) Appointment of authorised dealers: The RBI does not directly
deal with the public. It has appointed a number of authorised

dealers. It has issued licenses to many commercial banks and

‘money exchangers’ to act as authorised dealers in foreign

exchange. Only they are permitted to carry out all transactions

involving foreign exchange. Section 3 of FERA lays down the

above provision.

3) Issue of Directions : The RBI issues directions from time to time
to authorised dealers, relating to imports andexports, foreign travel

remittances, capital transfers, transfer of investment incomes etc.

The ‘Exchange Control Manual’ contains all directions and

procedures given by RB! from time to time.

4) Fixation of Exchange rates : The RBI has the responsibility of
fixing the exchange value of the homecurrency (i. e. rupee) in terms
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of other currencies - basket of unspecified currencies. This rate is

known as the official rate of exchange and all authorised dealers

and money lenders are required to follow this rate strictly in all

their foreign exchange transactions. According to the Foreign

Exchange Regulation (Amendment) Ordinance 1993, the RBI is

permitted to express exchange rates in terms of rupees per $ US

instead of $ US per Rs. 100)

5) Controlling Import Trade : Imports are permitted only against
proper licenses and the necessary foreign exchange is released

by theRBI. The foreignexchangemust beusedonly for thepurpose

for which it is obtained. The items of imports that can be imported

freely are specified under (Open General License) According to

the provisions of FERA, all payments for imports have to bemade

only through authorised dealers. Thus the RBI regulates import

trade.

6) Controlling Export Trade :The RBI controls export trade in
collaboration with customs authorities and authorised dealers.

Export of gold and jewellery are allowed only with special

permission fromRBI. Payments for exportsmust be received only

by the approvedmethod recognised by the RBI.

7) Controlling Foreign Travel: Foreign Travel comes under

invisible items. Indian residents can get foreign exchange released

fromRBI up to a specified amount for travel abroad through proper

application. The foreign currencies brought inmust be declared at

entry point and they must be sold only to authorised dealers in

foreign exchange.

8) Controlling Foreign Investments : Non-residents can make
investments in India only after obtaining the necessary permission

from the Central Government or the RBI. This is governed by the

Industrial Policy of the Government of India. Investments with and

without repatriation facilities are permitted very liberally by theRBI,

in the recent years. Great Investment opportunities are provided

to nonresident Indians. Permission is also granted to foreign

countries and nationals to invest in Indian Companies on more

liberal terms. FERA has been considerably relaxed to encourage

exports’ and foreign investments. The recent amendments also

permit the outflow of Indian capital through joint ventures abroad.

9) Import & Export of gold, silver, currencynotes etc: The limits
fixed for bringing gold, silver currency notes etc has been relaxed

considerably by the RBI in the recent years. All imports must be

declared to the controlling authorities.
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10) Rupee Accounts of Non-Residents : Accounts opened and
maintained with authorised da1ers in the names of persons

residing outside India are called Non-resident ExternalAccounts

(PJREAccounts). Many benefits like exemption from income tax,

gift tax, wealth tax etc. are available under NRE accounts.

11) SubmissionofReturns :All foreign exchange transactionsmade
by authorised dealers must be reported to the RBI. This enables

the RBJ to have a closed watch on foreign exchange dealings in

India.

Thus theRBI is the apexbank that intervenes, supervises controls

the foreign exchange markets in order to create an active and stable

exchangemarket.

10.20 LIBERALISATION MEASURES IN FOREIGN
EXCHANGE MARKET SINCE 19991-92

In the post 1991period, the systemexchange controlswas relaxed

and the intervention byRBI in foreign exchangemarket is limited only to

maintaining the exchange rate stability of rupee.

1) Dual Exchange rate system :
TheGovt. of India introduced adual exchange rate system in 1992-

93 known as Liberalised Exchange Rate Management Systems

(LERMS).

a) TheGovt. of India accepted the existence of two exchange rates

in the country— the official exchange rate which was controlled and the

market rate which fluctuate according to market conditions.

b)All foreign exchange remittances into India were allowed to be

convened in the followingmanner

i) 60 % of earnings could be converted at free market determined

rate.

ii) The balance 40 % of the earnings should be sold through RBI

authorised dealers at official rate of exchange.

TheGovt. hoped that thiswould be an incentive to promoteexports.

The foreign exchange reserves increased from $5.8bn in 1990-9 1 to $

25.2bn in 1994-95.

2) Full convertibility of rupee on Current Account:
Convertibilitymeans the freedom to convert domestic currency into

foreign currencywithout any limit or for any purpose. The Indians abroad

and exporterswere unhappy to surrender 40%of their earnings at official

exchange rate.Hence theGovt. abolished thedual exchange rate system

and adopted a unified exchange rate system since March 1993.



158

TheGovt. allowed frill convertibility of rupee on trade account – i.e.

Indians abroad andexporters can convert 100%of the foreign exchange

earningsatmarket rates.Dr.ManMohanSingh, the thenFinanceMinister

introduced convertibility of rupee on the current account. This liberalised

access to foreign exchange for all current business transactions including

travel, education, medical expenses etc. This led to an increase in forex

reserves and improvements in balance of payments position.

3) Tara pore Committee on Capital Account Convertibility:
Capital convertibility is the freedom to convert domestic financial

assets into foreign financial assets. Full Capital Convertibility is the ability

of the Indian resident to hold his money in dollars or buy shares in New

York Stock exchange or own property abroad.

The RBI appointed aCommittee onCapitalAccount Convertibility

(CAC) headed by S.S.Tarapore (Former Deputy Governor of RBI).

The advantages of CAC as put forward by the Committee are:

1) Availability of foreign capital to supplement domestic resources

and promote economic growth.

2) Better access to International Financial markets and reduction in

the cost of capital.

3) Incentives for Indians to bold international securities and assets.

4) Improvement in the financial system to face global competition.

5) Integration of domestic markets with overseasmarkets.

The CACwould be effective only if the following conditions are met.

1) Substantial Foreign exchange reserves and strong balance of

payments position.

2) Efficient Financial system.

3) Appropriate exchange rate policy.

4) Fiscal deficit should be reduced to 3.5%.

5) Interest rates should be fully deregulated.

6) Inflation should be under control.

Full convertibility of rupee both on current account and capital

account is necessary for the close integration for the Indian economy

with the global economy. As per the latest indications, the RBI is not

keen to propose full convertibility as our financial sector is not matured

enough and the RBI is still worried about the sudden outflow of capital.

10.20.1 FOREIGN EXCHANGE MANAGEMENT ACT (FEMA):
The relaxation of FERA encouraged the inflow of foreign capital

and the growth of Multi National Corporations (MNCs) in India. FERA

was replaced by FEMA in 1999. The emphasis under FERA was on
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exchange regulation or exchange control, while under FEMA, the

emphasis was on exchangemanagement. The purpose of FEMA is to

facilitate external trade and payments and promote orderly development

and maintenance of foreign exchange market in India. Under FERA it

was necessary to obtain RBI’s permission in respect of most of the

regulations under the Act. Under FEMA, except for section 3 which

relates to dealing in foreign exchange, no other provision of FEMA

stipulates obtaining RBI’s permission.

Under FERA ( 1973) all transactions in foreign exchange and all

transactionswith non-residentswere absolutely prohibited exceptwhere

specific relaxations were made. Non-residents also not permitted to

have any dealings in India.

Under FEMA (1998), the major focus is on transactions involving

foreign exchange and foreign securities. Restrictions over dealingswith

non-residents have been substantially diluted though not eliminated.

If any person contravenes any provision of FEMA 1998, he shall

be liable to a penalty up to twice the sum involved in such contravention.

There would be no punishment in way of imprisonment unlike FERA.

FEMA 1998 has simplified the provisions of FERA 1973. The two

key aspects of FEMA are the relaxation of foreign exchange controls

and move towards capital account convertibility. FEMAregulates both

import and export trade and methods of payment. The restrictions on

drawls of foreign exchange for the purpose of current and capital account

transactions have been removed to facilitate foreign trade.

10.21 RATE OF EXCHANGE AND ITS INFLUENCE ON
FINANCIAL FLOWS

With the gradual opening of current and capital account

transactions in the 1990s, the increasing volume of capital flows had a

direct bearing on the stability of the exchange rate. There were

intermittent periods of excessive capital inflows followed by episodes

of ebbing of capital flows and subsequent recovery in capital inflows.

From the viewpoint of examining the impact of external transactions on

the exchange rate impact of external transaction on the exchange rate

stability, the 10-years period starting from March 1993 (when the

exchange rate becamemarket determined) could be divided into three

sub periods as detailed below.:

March 1993-August 1995: Reflecting the positive investor
confidence, the Indian economy experienced surges in capital inflows

during 1993.94, 1994-95 and the first half of 1995-96, which, coupled

with robust export growth, exerted upward pressures on the exchange
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rate. In the face of these inflows, theReserveBank absorbed the excess

supplies of foreign exchange. In the process, the nominal exchange rate

of the rupee vis-à-vis the US dollar remained virtually unchanged at

around Rs 31.37 per US dollar over the extended period from March

1993 toAugust 1995.

September 1995-December 1996: The Period from September
1995 to February 1996 witnessed large capital inflows. The real

appreciation of the Rupee resulting from surges in capital inflows

triggered off market expectations and led to a depreciation of the Rupee

in the second half of 1995-96, i.e., between September 1995-mid-

January 1996. In response to the upheavals, the Reserve Bank

intervened in the market to signal that the fundamentals were in place

and to ensure that market correction of the overvalued exchange rate

was orderly and calibrated. The interventions in the forexmarket were

supported bymonetary tightening to prevent speculative attacks. These

decisive and timelymeasures brought stability to the market lasting till

mid-January 1996. In the first week of February 1996, another bout of

uncertainty led the Rupee to overshoot to Rs. 37.95 per US dollar. The

monetary and othermeasures succeeded in restoring orderly conditions

and the Rupee traded in a range of Rs. 34-35 per US dollar over the

periodMarch-June 1996. TheRupee remained range bound during the

second half of 1996.

1997 onwards: The foreign exchangemarket since 1997 had to
copewith a numberof adverse internal aswell as external developments.

The important internal developments include the economic sanctions in

the aftermath of nuclear tests during May 1998 and the border conflict

duringMay-June 1999. The external developments included, inter alia,
the contagion due to the Asian financial crisis and the Russian crisis

during 1997-98 and the sharp increase in international crude prices in

the period since 1999, especially fromMay 2000 onwards. Movements

in interest rates in the industrialized countries as well as the cross-

currencymovements of the US dollar vis-à-vis othermajor international

currencies were some of the other external developments impacting

the foreign exchange market These developments created a large

degree of uncertainty in the foreign exchangemarket leading to excess

demand, which was reflected in the spot market gap in the merchant

segment, increasing fromUS $ 3.2 billion in 1997-98 to US $ 4.4 billion

in 1998-99. TheReserve Bank responded through timelymonetary and

other measures like variations in the Bank Rate, the repo rate, cash

reserve requirements, refinance to banks, surcharge on import finance

andminimum interest rates on overdue export bills to curb destabilizing

speculative activities during these episodes of volatility while allowing
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an orderly effective measures were initiated and orderly conditions in

themarket were restored quickly.

Check your progress:
1. Define :a) Foreign Exchange b) Foreign ExchangeMarket.

2. What is Spot Exchange rate & Forward Exchange rate ?

3. What isArbitrage?

4.Who are the participants in Forex Market ?

5. What is the purpose of FEMA 1998 ?

10.22 SUMMARY
1. The secondarymarket is a market in which existing securities are

resold or traded. This market is also known as the stock market.

2. After the initiations of reforms in 1991, the Indian Secondarymarket

nowhas a three-tier form :- Regional StockExchanges,TheNational

Stock Exchange (NSE), The Over Counter Exchange of India (

OTCEI).

3. The stockmarkets in India are regulated by the central government

under theSecuritiesContracts (Regulation)Act, 1956which provides

for the recognition of stock exchanges, supervision and control of

recognised stock exchanges, regulation of contracts in securities,

listing of securities, transfer of securities and many other related

functions.

4. Demutualisation is the process by which any member-owned

organisation can become a shareholder-owned company. Through

demutualisation, a stock exchange becomes a corporate entity,

changing from a non-profit making company to a profit-making &

tax-paying company.

5. A Company has to list its securities on the exchange so that they

are available for trading. To improve transparency, the SEBI made

it mandatory for listed companies to provide their half-yearly results

on the basis of a limited review by its auditors or chartered

accountants to the stock exchanges.

6. The SEBI has permitted the setting up of trading terminals abroad

aswell as Internet trading. Now investors in any part of theworld can

route the order through the Internet for trading in Indian scrips.
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7. After the reforms, the tradingand settlement cyclewas trimmed from

14 days to 7 days. To eliminate various problems such as theft, fake/

forged transfers, transfer delays, and the paperwork associatedwith

physical certificates, an electronic book entry form of holding and

transferring securitieshasbeen introduced. Investors have theoption

to hold securities in either physical or dematerialised form.

8. TheNationalStockExchangeof Indiawas incorporated inNovember

1992 with an equity capital of Rs. 25 crore and promoted among

others by IDBI, ICICI, LIC, GIC and its subsidiaries, commercial

banks including State Sank of India and other institutions including

SW Capital Markets Limited. Themain agenda of NSE has been to

strengthen the move towards professionalisation of the capital

market.

9. The corporate debt market comes within the purview of the SEBI.

The participants in the debt market are a small number of large

players which has resulted in the debt market evolving into a

wholesalemarket.

10. The debt market is the life line of the entire commercial activity of

any country, and hence it is a major indicator of the level of

development of an economy. Debt securities include treasury bills,

promissory notes, bonds, debentures, mortgages, commercial

paper, and certificates of deposits andUTI units. They can be short-

term aswell as long- termwithmaturities ranging from twelve hours

to twenty years.

11. Foreign exchangemechanism refers to the international payments

mechanism through which payments are made between two

countries having different currency systems. It is the mechanism

throughwhich a country’s domestic currency is converted into foreign

currency.

12. Foreign exchange market refers to the buying and selling of one

national currency for another, i.e. buying foreign currencies for

domestic currencies and selling foreign currencies for domestic

currencies.

13. The rate of exchange refers to the rate at which the currencies of

two countries are exchanged for each other. Rate of exchange is

the value or price of a country’s currency in terms of foreign currency.

14. The foreign exchange market in India is a three-tier structure

comprising (a) theReserve bank at the apex, (b)AuthorizedDealers

(ADs) licensed by the Reserve Bank, and customers such as

exporters and importers, corporates and other foreign exchange

earners.
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15 In order to conserve the scarce foreign exchange reserves and use

them judiciously, the Foreign ExchangeRegulationAct (FERA)was

passed in 1947. It was amended and enlarged in 1973. This act

came in force on 1st Jan .1974 and it gave wide ranging powers to

RBI to administer exchange control mechanism properly.

16. FERA was replaced by FEMA in 1999 i.e. in post reform period.

The two keyaspects of FEMAare the relaxation of foreign exchange

controls andmove towards capital account convertibility.

10.23 QUESTIONS
1. Define Secondarymarket and explain its functions.

2. Write a note on NSE.

3. What do you understand by Listing of Securities?

4. What is Dematerialisation of Securities ?

5. How does Internet trading is useful to small investors?

6. Explain in detail the concept of Debt market.

7. What are the different types of risks associated with debt

securities?

8. Explain the relationship betweenMoneymarket &Capital market.

9. Explain the various concepts of rate of exchange.

10. Who are the authorised dealers in the Indian foreign exchange

market?

11. Explain the role of RBI in the foreign exchangemarket.

12. How does the RBI intervene in the foreign exchangemarket?

13. Explain the exchange controls administered by the RBI under

FERA.

14. Examine the liberalisation measures introduced by theGovt. of

India in the foreign exchangemarket since 1991.

�����
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Module 4
FINANCIAL INSTRUMENTS

TRADITIONAL FINANCIAL INSTRUMENTS

Unit Structure
11.0 Objectives

11.1 Introduction to Traditional Instruments

11.2 Functions of Equity

11.3 Underwriting of securities

11.4 Concept of Bond market

11.5 Public sector undertaking bondmarket

11.6 Summary

11.7 Questions

11.0 OBJECTIVES
1. To acquaint the students with Traditional Financial instruments.

2. To familiar with the concept of equity capital.

3. To understand the concept of debenture capital.

4. To study the different types of bonds.

11.1INTRODUCTION
Theequity share capital is the backboneof anycompany’s financial

structure. Theword ‘equity’means the ownership interest or the interest

of shareholders asmeasured by capital and reserves. The term is also

used to refer to the unlimited interest of ordinary shareholders, Hence,

ordinary shares are often called ‘equities’. Business enterprises, large,

medium, small must have capital to start operations and to continue its

business.

11.2 FUNCTIONS OF EQUITY
1. In most enterprises, the primary function of equity capital is to

finance the purchase of buildings, machinery and equipment.

2. Its secondary function is to protect long and short-term creditors,

whomake funds available to the business.

11
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3. Its third function is to serve as a cushion to absorb losses thatmay

occur.

11.2.1 Capital Needs :-
A business enterprise requires capital or finance for the following

purposes:

1. Fixed Capital: It is long4erm or permanent finance. It is required to
acquire or create fixed assets such as land, buildings, construction

of plant or factory, installation of machinery, procuring tools and

accessories, purchase of furniture and fixtures, and any other fixed

property or durable asset. Fixed capital is permanently sunk in

business, It represents permanent investment. Initial fixed capital is

usually raised through equity capital and for specialised financial

institutions in the form of long-term loans

2. WorkingCapital : It is short-term finance. It is required for financing
day-to-day manufacturing and marketing operations. It represents

current finance or financing current assets. A business must have

necessary cash flow to meet day-to-day expenses and current

liabilities. It assures the liquidity and solvency of a business. The

minimum or regular working capital is also raised through equity

capital or ownership resources. However, additional and seasonal

needs of current finance are alwaysmet by short-term borrowing in

the form of bank credit and trade credit. Fund-flow or cash-flow

statements indicate the needs of current finance and a businessmust

maintain adequate cash resources to meet current liabilities.

3. Capital for Growth, Modernisation, Mergers, Amalgamation,
etc.:Every business enterprise has twomain objectives, viz., survival
andgrowth.Growthmay take place throughexpansion, diversification,

mergers, amalgamation, etc. We need additional fixed internal

sources of finance such as depreciation and retained profits and

partly through share capital or debenture capital. Long-term loans

from the capital market institutions can also be raised for financing

expansion. Many companies have financed growth through self-

financing or retained profits.

11.2.2 Types of Capital
Capital is classified into four categories:

1. Equity Shares

2. Preference Shares

3. Debenture Capital

4. Reserves (retained profit as a source of internal finance to expand

both fixed capital as well as working capital).
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Creditorship securities which consists of debentures and bonds

are credit instruments which are widely used to raise funds by

companies. Capital raised through creditorship securities is known as

borrowed capital or debt capital.

11.2.3 Debentures
Debenture is definedas “document under the company’s sealwhich

provides for the payment of a principal sum and interest thereon at

regular intervals which is usually secured by a fixed or floating charge

on the company’s property or undertaking which acknowledges a loan

to the company.’

COMPARATIVE STUDY: PREFERENCE VS. EQUITY SHARES
Points of Difference Preference Shares Equity Shares

1. Right of receiving

Dividend

2. Right of receiving

back their capital

3.RateandMagnitude

of dividend

4. Voting Rights.

They enjoy first

preference to get

dividend,

Theyenjoy first right of

priority even in this

respect.

Dividend fixed by

Articles, e.g., 8 per

cent per annum. It is

usually subject to

income tax. No rise in

the dividend when the

company is pros-

perous, except when

shares are parti-

cipating preference

shares. Unpaid

dividends can

accumulate if they are

cumulative preference

shares.

I are entitled to enjoy

voting rights onlyunder

e x c e p t i o n a l

Circumstances,

Second claim to

receive dividend, if

there is balance or

surplus profit.

They rank next to

preference shares in

the return of capital.

Dividend fluctuating

according to asset

value, earning power

and stability of the

company. Rising

dividends when the

company is

prosperous. Equity

Shares have no sub-

divisions. They are

always non-

cumulative.

They enjoy normal

voting rights. Theyare

the real risk bearers.

Voting rights shall be
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5. Face Value

6. Redeemability

during lifetime of

the company.

7. Appeal to

Investors.

8. Capital

Appreciation

Relatively higher.

Usually Rs. 100

Theycan be

redeemable at the

end of a certain period

(e.g., 10 years). They

are very useful for

raising temporary

additional finance for

further expansion.

They involve a small

risk. Their rights are

secured and stable.

The cumulative type

has practically no risk.

Hence, they appeal to

cautious investors,

who prefer stable and

regular dividend.

No capital appre-

ciation as no chance

to share in Co.’s

prosperity,

in proportion to the

paid-up amount in

shares.

Neither too high nor to

low. Usually Rs. 50

Equity shares are

always irredeemable

and they constitute a

permanent share

capital of the

company, not subject

to redemption during

the lifetime of the

company.

The equity share

capital in the absence

of deferred shares, is

called the risk capital

of the company. They

have to bear the risk

of loss in the

expectation of higher

and rising dividends.

Hence, they appeal to

ordinary investors,

who prefer rising

though unstable

income.

Capital appreciation

possible due to

prospects of rising

dividends.
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COMPARATIVE STUDY : SHAREHOLDERS VS.
DEBENTUREHOLDERS

1. Nature of Capital

2. Status

3. Income

4. Repayment

5. Position at winding

up

Share capital is the

owned capital, an

external source of

getting the capital,

generally non-

repayable during the

life time of the

company. It is a

permanent capital

A shareholder is the

proprietor or owner of

the company—a

registered member

A shareholder may

get a dividend fixed or

variable dependingon

the distributable

annual net profits.

Dividends shall be

payable only out of

annual or

undistributed profits.

No repayment

possible except (1)

under winding up,

(2)when reduction of

capital is approved by

special resolution and

confirmed by Court

when shares are

redeemable pre-

ference shares.

They stand as

claimants for the

Debenture capital is a

loan capital, an

external source or

raising the capital

usually repayable

during the lifetime of

the company, havinga

fixed period of

maturity say, 20or30

years.

Debenture holder is

the creditor of the

company either

secured or

unsecured.

Income on the

debenture is a fixed

rate of interest lower

than thenormal rate of

dividend. Interestmust

be paid irrespective

or annual profit, even

out of capitalwhen the

company makes no

profits.

Can be paid—off as

per agreement or at

the option of the

company. They can

become payable

automatically at the

time of the winding

upon when the

company makes a

default.

Debenture holders

have a prior claim for

Points of Difference Shareholder Debenture holder
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Assistance in the form of suppliers line of credit is provided to

manufacturers for promoting sale of industrial equipment on deferred

payment terms. This credit facility can be availed of by actual users for

balancing equipment, replacement or modernisation purposes only.

Under this scheme, a non-revolving line of credit is extended to a seller

to be utilised within a stipulated period. This facility is verymuch similar

to the Bills RediscountingScheme except that in this case, the payment

is directly received by the supplier from the financial institution as

compared to an intermediary commercial bank in the earlier case.

6. Rights and

privileges

7. Taxation

8. Issue

return of capital. All

creditors must be

satisfied first and if

there is a surplus or

residue, it may be

shared last by themas

perArticle,

They are governed by

the Articles of

A s s o c i a t i o n ,

Members are entitled

to receive notices,

annual accounts and

report, attend general

meetings, exercise

their right of vote. In

case of partly-paid

shares, they are able

to pay calls.

Dividend not

deducted from profits

for taxation on Co.

income.

Shares cannot be

issued at a discount

without fulfillingcertain

legal conditions,

the return of capital. If

they are secured

creditors, they can

realise their security

and prove for the

balance at the time of

c o m p a n y ’ s

liquidation.

Debenture holders

have no such rights

and privileges

enjoyed by

shareholder. As per

trust deed they may

been titled to get

copies of annual

accounts and appoint

one or two directors

as their

representatives on the

Board.

Interest de-ducted

from profits of the Co.

to arrive at the

taxation base.

Debentures can be

issued at a premium

or even at a discount

without any legal

restrictions.
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Seed Capital Assistance is provided to encourage a new class
of entrepreneurs so as to bring about wider dispersal of ownership and

control of industrial undertakings. This special scheme has been

introduced for the purposes of supplementing the resources of the

entrepreneur.Assistance is provided in the form of interest-free loans to

the extent of the deficit in the required promoters’ contribution. Such

assistance is restricted from Rs. 15, lakhs to 40 lakhs per project

depending on the number of applicant promoters.

Equity and Preference Capital funds can be procured from the
following sources:
A) Promoter’s quota:
1. Inter-corporate investments.

2. Promoters, directors, friends and relatives (including non- resident

Indians)

3. Foreign collaborators.

4. Oil exporting developing countries.

5. State Industrial Development Corporations.

6. Shareholders of promoter companies.

7. Internal accruals.

8. Rights issue to existing shareholders.

B) Non-promoter’s quota:
1. Public issue to Indian residents.

2. Public issue to non-residents of Indian origin on a repatrial and

non-repatriable basis,

Debenture Capital funds in the form of secured convertible or non-

convertible debentures can be raised by listed public companies and

public sector corporations with the objective of financing any expansion

or diversification project or to augment the long-term resources of the

company for working capital requirements.

The issue of debentures for financingworking capital requirements

cannot exceed 20 per cent of the gross current assets, loans and

advances. The issue of debentures for project financing is considered

on the basis of the approval of the scheme of finance by the financial

institutions and the MRTPCommission (where applicable).

The debt-equity ratio after including the proposed debenture issue

should not generally exceed 2:1. This norm is relaxed for capital-

intensive projects.

The shares of the company proposing the issue debenturesmust,

however, havebeen listed in oneormorestockexchangesand themarket
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quotation of its equity sharesmust have been above par for at least six

months prior to the date of application to theController of Capital Issues

for permission to issue debentures.

11.3 UNDERWRITING OF SECURITIES
The marketing of securities is greatly facilitated by underwriting.

An underwriting agreement is defined as “an agreement entered into

before the shares are brought before the public that in the event of the

public not taking up the whole of them or the number mentioned in the

agreement, the underwriter will, for an agreed commission, take an

allotment of such part of the shares as public has not applied for”.

11.3.1 Importance and Advantages of Underwriting
A public company shall have to secure “minimum subscription”

within 120 days after the issue of prospectus without which allotment of

shares cannot bemade and without the declaration as to the receipt of

the stipulated minimum subscription the company will not obtain

certificate to commence business from the Registrar of Companies.

Underwriters are of great help in ensuring the company that the required

share capital is raised.

Underwriting, thus, plays a very important role in the development

of the capital market and fostering industrial development. It may be

mentioned here that the growth of the underwriting business has been

one of the important factors that contributed to the development of the

Indian capital market in the post-independence period. In the last one

decade, theamount underwrittenas thepercentage of total private capital

issues offered to public varied between 72 per cent and 97 per cent.

The underwriting business has grownphenomenally, thanks to the public

financial corporations, commercial banks and brokers. After the

elimination of the forward trading, brokers have been taking up

underwriting risks in the new issuesmarket.

Underwriting business provides the following advantages to the
corporate sector:
(I) Underwriting relieves the issuer of the risk of not being able to find

buyers for all the issues offered to the public. Thus, the company

can be reasonably sure of raising adequate share capital.

(ii) Underwriters also help the company to fulfill the statutory

regulations like securing the prescribed minimum subscription

within the stipulated period.

(iii) Underwriters relieve the issuer of the burden of undertaking the

highly specialised function of distributing securities.
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(iv) Underwriters, having expert knowledge of the capital market

conditions, can render expert advice to the company regarding

the timing of security issues, the size and type of securities to be

issued, the value at which theymay be offered, etc.

(v) Underwriting business helps augmentmobilisation of funds in the

capital market because public confidence is enhanced by the

underwriting of issues by reputed underwriters.

(vi) Activities of underwriters help stabilise capital market conditions.

Professional underwriting has developed in India particularly since

the set-up of ICICI. The ICICI has played an important role in the

development of the promotional underwriting service. Underwriting has,

however, been developing in the country particularly after the

establishment of the ICICI in 1955. The public sector financial institutions

like the lFCl, lClCl, IDBI, SFCs, UTI, LIC; commercial banks; Investment

companies and stock brokers have played an important role in

developing the underwriting service.After the elimination of the forward

trading, stock exchange brokers began to take on underwriting risks in

the new issues. As stated earlier, statistic for recent period show that

the amount underwritten as percentage o total private capital issues

offered to public varied between 72 per cent and 97 per cent.

11.3.2 UnderwritingAgencies
The important underwriting agencies in India are the following:

(I) Finance Corporations: Public sector industrial financial
corporations like the IFCI, IDBI, ICICI, LIC, UTI provide sizeable

underwriting support.

(ii)Commercial Banks: Of late, the commercial banks; have come out
of their conservative lethargy and have developed amore favourable

attitude towards underwriting. Though the underwriting business of

the commercial banks have grown significantly, their share in the total

underwriting business is still very small.

(iii)Investment Companies: The investment companies, promoted
mostly by the large business houses, have played a very important

role, especially in the early period, in the promotion of the underwriting

business.

(iv)Stock Brokers: Some important firms of stock brokers have also
been doing considerable underwriting business. However, the firms

of brokers have been doing the underwriting business as a subsidiary

business

Check Your Progress :
1. What is the Equity Capital?
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2. Briefly explain the functions of equity .

3. Write the difference between :-

a) Preference shares & Equity shares

b) Debenture holders & Equity shareholders

4. What is Underwriting of Securities ? Explain itsAdvantages.

11.4 CONCEPT OF BOND MARKET
In finance, abond is a debt security, in which the authorized issuer

owes the holders a debt and, depending on the terms of the bond, is

obliged to pay interest (the coupon) and/or to repay the principal at a

later date, termedmaturity.Abond is a formal contract to repayborrowed

moneywith interest at fixed intervals.

Thus a bond is like a loan: the issuer is the borrower (debtor), the
holder is the lender (creditor), and the coupon is the interest. Bonds
provide theborrowerwith external funds to finance long-term investments,

or, in the case of government bonds, to finance current expenditure.

Certificates of deposit (CDs) or commercial paper are considered to

bemoneymarket instruments and not bonds. Bondsmust be repaid at

fixed intervals over a period of time.

Bonds and stocks are both securities, but the major difference

between the two is that stockholders haveanequity stake in the company

(i.e., they are owners), whereas bondholders have a creditor stake in

the company (i.e., they are lenders). Another difference is that bonds

usually have a defined term, or maturity, after which the bond is

redeemed,whereas stocksmaybeoutstanding indefinitely.An exception

is a consol bond, which is a perpetuity (i.e., bond with nomaturity).

Bonds are issued by public authorities, credit institutions,

companies and supranational institutions in the primarymarkets. The

most common process of issuing bonds is through underwriting. In

underwriting, one ormore securities firms or banks, forming a syndicate,

buy an entire issue of bonds froman issuer and re-sell them to investors.

The security firm takes the risk of being unable to sell on the issue to

end investors. Primary issuance is arranged by book runners who
arrange the bond issue, have the direct contact with investors and act

as advisors to the bond issuer in terms of timing and price of the bond
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issue. The book runners willingness to underwrite must be discussed

prior to opening books on a bond issue as theremay be limited appetite

to do so.

In the case of Government Bonds, these are usually issued by

auctions,where bothmembers of the public and banksmaybid for bond.

Since the coupon is fixed, but the price is not, the % return is a function

both of the price paid as well as the coupon.

11.4.1 FEATURES OF BONDS :-
Themost important features of a bond are:

1. Nominal, principal or face amount — the amount on which the

issuer pays interest, andwhich,most commonly, has to be repaid at the

end. Some structured bonds can have a redemption amount which is

different to the face amount and can be linked to performance of

particular assets such as a stock or commodity index, foreign exchange

rate or a fund. This can result in an investor receiving less ormore than

his original investment at maturity.

2. Issue price— the price at which investors buy the bonds when they

are first issued, whichwill typically be approximately equal to the nominal

amount. The net proceeds that the issuer receives are thus the issue

price, less issuance fees.

3.Maturitydate—thedate onwhich the issuer has to repay the nominal

amount. As long as all payments have been made, the issuer has no

more obligation to the bond holders after the maturity date. The length

of time until thematurity date is often referred to as the term or tenor or

maturity of a bond. Thematurity can be any length of time, although debt

securities with a term of less than one year are generally designated

moneymarket instruments rather than bonds. Most bonds have a term

of up to thirty years. Some bonds have been issuedwithmaturities of up

to one hundred years, and someevendo notmature at all. In early 2005,

a market developed in Euros for bonds with a maturity of fifty years. In

themarket for U.S. Treasury securities, there are three groups of bond

maturities:

a. short term (bills): maturities up to one year;

b. medium term (notes): maturities between one and ten years;

c. long term (bonds): maturities greater than ten years.

4. Coupon—the interest rate that the issuer pays to the bond holders.

Usually this rate is fixed throughout the life of the bond. It can also vary

with a money market index, such as LIBOR, or it can be even more

exotic. Thenamecouponoriginates from the fact that in thepast, physical

bonds were issued which had coupons attached to them. On coupon
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dates the bond holder would give the coupon to a bank in exchange for

the interest payment.

11.4.2 TYPES OF BONDS :-
The following descriptions are not mutually exclusive, and more

than one of themmay apply to a particular bond.

1. Fixed rate bonds have a coupon that remains constant throughout
the life of the bond.

2. Floating rate notes (FRNs) have a variable coupon that is linked to
a reference rate of interest, such as LIBOR or Euribor. For example

the coupon may be defined as three month USD LIBOR + 0.20%.

The coupon rate is recalculated periodically, typically every one or

threemonths.

3. Zero-coupon bonds pay no regular interest. They are issued at a
substantial discount to par value, so that the interest is effectively

rolled up to maturity (and usually taxed as such). The bondholder

receives the full principal amount on the redemption date.Anexample

of zero coupon bonds is Series E savings bonds issued by the U.S.

government. Zero-coupon bonds may be created from fixed rate

bonds by a financial institution separating “stripping off” the coupons

from the principal. In other words, the separated coupons and the

final principal payment of the bondmay be traded separately. See IO

(Interest Only) and PO (Principal Only).

4. Inflation linkedbonds, inwhich the principal amount and the interest
payments are indexed to inflation. The interest rate is normally lower

than for fixed rate bonds with a comparable maturity (this position

briefly reversed itself for short-term UK bonds in December 2008).

However, as the principal amount grows, the payments increasewith

inflation. The United Kingdomwas the first sovereign issuer to issue

inflation linked Gilts in the 1980s. Treasury Inflation-Protected

Securities (TIPS) and I-bonds are examples of inflation linked bonds

issued by the U.S. government.

5. Other indexed bonds, for example equity-linked notes and bonds
indexed on a business indicator (income, added value) or on a

country’s GDP.

6. Asset-backed securities are bonds whose interest and principal
payments are backed by underlying cash flows from other assets.

Examples of asset-backed securities are mortgage-backed

securities (MBS’s), collateralizedmortgage obligations (CMOs) and

collateralized debt obligations (CDOs).
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7. Subordinated bonds are those that have a lower priority than other
bonds of the issuer in case of liquidation. In case of bankruptcy, there

is a hierarchy of creditors. First the liquidator is paid, then government

taxes, etc. The first bond holders in line to be paid are those holding

what is called senior bonds. After they have been paid, the

subordinated bond holders are paid. As a result, the risk is higher.

Therefore, subordinated bonds usually have a lower credit rating than

senior bonds. The main examples of subordinated bonds can be

found in bonds issued by banks, and asset-backed securities. The

latter are often issued in tranches. The senior tranches get paid back

first, the subordinated tranches later.

8. Perpetual bonds are also often called perpetuities or ‘Perps’. They
have nomaturity date. Themost famousof these are theUKConsols,

which are also known asTreasuryAnnuities or Undated Treasuries.

Someof thesewere issuedback in 1888and still trade today, although

the amounts are now insignificant. Some ultra-long-term bonds

(sometimes a bond can last centuries: West Shore Railroad issued

a bond which matures in 2361 (i.e. 24th century)) are virtually

perpetuities from a financial point of view, with the current value of

principal near zero.

9. Bearer bond is an official certificate issued without a named holder.
In other words, the person who has the paper certificate can claim

the valueof thebond.Often theyare registered byanumber to prevent

counterfeiting, but may be traded like cash. Bearer bonds are very

risky because they can be lost or stolen. Especially after federal

income tax began in the United States, bearer bonds were seen as

an opportunity to conceal income or assets. U.S. corporations

stopped issuingbearer bonds in the 1960s, theU.S.Treasury stopped

in 1982, and state and local tax-exempt bearer bondswere prohibited

in 1983.

Check Your Progress
1.What is the meaning of “ Bond “?

2. Explain the features of Bonds .

3. What is Floating Rate Notes ( FRNs )?

4. Define Zero coupon interest Bonds .

5. What isAsset backed Securities ?
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11.5PUBLIC SECTOR UNDERTAKING BOND MARKET:
Public sector undertaking bonds are medium- and long-term

obligations issued by public undertakings. PSU bonds issues is a

phenomenon of the Late 1980s when the central government stopped/

reduced funding to PSUs through the general budget. PSUs float bonds

in the primarymarket to raise funds. PSUsborrow funds from themarket

for their regular working capital or capital expenditure requirement by

issuing bonds. Themarket for PSUbonds has grown substantially over

the past decade.All PSU bonds have a bullet redemption and some of

them are embedded with put or call options. Many of these are issued

by infrastructure related companies such as railways and power

companies, and their issue sizes varywidely fromRs. 10 to 1,000 crore.

PSU bonds have maturities ranging between five and ten years. They

are issued in denominations of Rs 1,000 each.

Themajority of PSUbonds are privately placedwith banks or large

investors. In privately placed issues, rating is notmandatorywhile public

issues aremandatorily rated by one ormore of the four rating agencies

in India. Historically, default rates of PSUbonds are negligible andPSUs

are perceived as quasi-sovereign bodies. Usually, bonds issued by

state-owned PSUs carry interest payment and principal payment

guaranteed by the respective state government. Such guarantees are

issuedmainly to facilitate the fund raising programmes for various long

gestation infrastructure projects.

PSUs are permitted to issue two types of bonds: tax-free and

taxable bonds.Tax-free bondsare bonds forwhich the amount of interest

is exempted from the investor’s income. PSUs issue tax-free bonds or

bonds with certain exemptions under the Income Tax Act with prior

approval from the govt. through theCentral Board of DirectTaxes (CBDT)

for raising funds for such projects. PSUswhich have raised through the

issue of tax-free bonds are central PSUs such asMTNL andNTPC, and

state issued by the State Electricity Boards (SEBs) and State Financial

Corporations (SFCs). The bonds by the State Financial Corporations

are SLR eligible for cooperative banks and non-banking finance

companies (NBFCs). Interest on these bonds is calculated on actual or

365 days basis. Tax deduction at source is applicable. In the pre-reforms

period, that is, before 1991, themaximum interest rate on taxable bonds

was stipulated at 14 per cent and maximum interest rate on tax-free

bonds was fixed at 10 percent. The ceiling of banks investment in PSU

bondswas 1.5 per cent of incremental deposits.With effect from August

1991, the ceiling on interest rate on PSU bonds was removed and

subsequently some of the PSUs floated bonds at an interest rate of 17
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to 18 per cent. Later, ceiling on tax-free bonds was raised to 10.5 per

cent. The ceiling of bank’s investments in PSUbondswas also removed

which enabled hi Invest freely in them.

Provident funds were initially allowed to invest 15 per cent of their

incremental deposit in PSU bonds. Later this limit was increased to 30

percent. The revised guidelines for the issue of PSUbondswere issued

in October 1993. The guidelines indicate that the minimummaturity of

tax-free bonds should be seven years whereas PSUs will have the

freedom to fix the maturities of taxable bonds. The public issues shall

be subject to guidelines issued by SEBI.

PSUs are allowed to issue floating rate bonds, deep discount

bonds, and a variety of other bonds.All new issues have to be listed on

a stock exchange. Investors in PSU bonds include banks, insurance

companies, non-banking finance companies, Provident funds, mutual

funds, financial institutions, and individuals.

Since 1991-92, taxable bonds have become popular as the ceiling

on interest rate on taxable bonds was removed, PSU bonds which

traditionally were floated in the public issuemarket were privately placed

in the 1990s. The PSUs preferred the private placement route for the

issue of bonds. They have not tapped the primarymarket since 1997—

98.As the secondary market in PSU bonds is not active, PSUs prefer

the private placement route. Moreover, it is easier and cheaper to raise

funds through this route. ThePSUscontinued to tap theprivate placement

market for their capital requirements.

11.5.1 SECONDARY MARKET IN PSU BONDS :
PSU bonds are generally issued and traded in the form of

promissory notes or stock certificates. Promissorynotes are transferable

by endorsement and delivery while stock certificates are transferable

by duly executed transfer deed and stamp duty is applicable unless

specifically exempted. Clearing and settlement is now in a registered

form. PSU bonds require no transfer deed for registration of new

ownership and therefore are exempt from stampduty. However, contract

notes for transactions of PSU bonds require a stamp duty at 0.01 per

cent.

Repos are permitted if PSU bonds are in demat form. To improve

the secondary market activity the Union Budget for 1999—2000

abolished stamp duty on transfer of dematerialised instruments; PSU

bondsare tradedon theWDMsegment of theNSEanddebt (F) segment

of the BSE. PSU bonds have low liquidity though it is higher than that of

government-guaranteed bonds or state government securities. Most

trades are done through brokers. Brokerage costs and bid offer spreads
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are lower in case of PSU bonds than in the case of state government

and government-guaranteed bonds. Trading takes place inmultiples of

Rs 5 lakh for state-run pension funds and other financial institutions and

in multiples of Rs 1,00.000 for small trusts and retail investors. Daily

trading volumes average Rs. 5 crore with a transaction size of Rs 2

crore.

PSU bonds offered better yield in the early 1990s. Owing to this,

other cash-rich PSUs, mutual funds and commercial banks invested in

these bonds. Theywere one of themost active instruments in the early

1990s. The tax-free bonds were the most popular as the market used

‘tax stripping repo strategies’ to arbitrage tax differentials. This market

was highly misused in the Securities Scam of 1992 as it was through

this market that the funds were diverted from the banking system. This

market revived in 1993 when PSU bond issues were deregulated to a

greater extent. This led to a significant increase in institutional activity in

this segment. The volume traded has no doubt increased since 2000—

01 but the percentage share in the total volume traded has decreased.

The level of activity is quite low as most of the PSU bonds are

privately placed leading to a reduction in the floating stock. The volume

of activity has not picked up at a faster pace as retail investors are not

interested in trading and there is an absence of standard norms.

Standard norms andmarket practices should be laid down to bring about

greater transparency and liquidity in this segment. A primary dealer

system akin to government securities market can be introduced in the

PSUbondmarket. Thiswill enhance tradingand liquidity in the secondary

market which, in turn, will help in the growth of the PSU bondmarket.

Check Your Progress
1.Why Public sector Bondmarket not developed in India?

2. How does PSU Bonds placed in the market ?

3. Explain the Secondary Bondsmarket in India.

11.6SUMMARY
1. The word ‘equity’ means the ownership interest or the interest of

shareholders asmeasured by capital and reserves.

2. Capital is classified into four categories:
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a. Equity Shares

b. Preference Shares

c. Debenture Capital

d. Reserves

3. Debenture is definedas “document under the company’s sealwhich

provides for the payment of a principal sum and interest thereon

at regular intervals which is usually secured by a fixed or floating

charge on the company’s property or undertaking which

acknowledges a loan to the company.”

4. An underwriting agreement is defined as “an agreement entered

into before the shares are brought before the public that in the

event of the public not taking up the whole of them or the number

mentioned in the agreement, the underwriter will, for an agreed

commission, take an allotment of such part of the shares as public

has not applied for”.

5. Abond is like a loan: the issuer is the borrower (debtor), the holder
is the lender (creditor), and the coupon is the interest. Bonds
provide the borrower with external funds to finance long-term

investments, or, in the caseof government bonds, to finance current

expenditure. Bondsmust be repaid at fixed intervals over a period

of time.

6. Public sector undertaking bonds are medium- and long-term

obligations issued by public undertakings.

11.7QUESTIONS
1. What is Equity Capital ?Why do the business enterprises require

Capital ?

2. Write in detail difference between Preference Shares & Equity

Shares.

3. Write in detail comparison between Shareholders & Debenture

holders.

4. What is Underwriting of Securities ? Discuss the Importance &

advantages of Underwriting.

5. What is Bond ? Describe the main features of Bonds.

6. Explain in detail different types of Bonds.

7. Explain the development of PSU bondmarket in India.

�����
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NEW FINANCIAL INSTRUMENTS

Unit Structure
12.0 Objectives

12.1 Introduction

12.2 Meaning of NewFinancial Instrument

12.3 Instruments in the Post Reform period

12.4 Summary

12.5 Questions

12.0 OBJECTIVES
1. To acquaint the students with concepts of New Financial

instruments.

2. To study the causes of innovation of new financial instruments.

3. To Understand meaning of various types of bonds in the capital

market.

12.1 INTRODUCTION
The Indian financial system has undergone a significant

transformation in the 1990s. The deregulation of lending rates, free

pricing of equity issues, entry of private sector institutional investors

including foreign institutional investors, opening up of the banking sector

to the private sector, allowing Indian companies to directly tap the foreign

capital markets, and so on are some of the major reforms which have

changed the scenario of the Indian financial system. This new found

freedom has increased competition in the corporate sector.

The capital market is an important source of meeting the growing

long-term requirements of corporates, both in private and public sectors.

On the one hand, due to the huge fund requirements of both

corporates and financial institutions, the competition hasbecome intense

among the various classes of issuers to corner a share of the investors’

funds, and on the other hand, investors are proving to be increasingly

choosy and savvy. Hence, to cater to the differing requirements of both,

it has become essential for issuers (borrowers) to innovate and design

12



182

new financial instruments. Financial engineering has been at the back

of these innovations, which have revolutionalised the businessworld.

12.2 MEANING OF NEW FINANCIAL INSTRUMENT
A new financial instrument may be one which has some new

features in the terms of agreement, when comparedwith the features of

presently available instruments. Very few financial instruments are

completely new products. Many are just new features added to the

conventional financial instruments to make them marketable. The

conventional financial instruments are equity shares, preference shares,

debentures- partlyconvertible, fullyconvertible andnon-convertible.When

certain new features like attaching a warrant to the non-convertible

portion of a debenture are added, a conventional instrument turns into a

new instrument.

12.2.1 Causes of Innovations in Financial Instruments :
1. Every product needs constant re-engineering. Moreover, it has to be

tailored according to the needs of the consumers. The investment

environment does not get a boost if there are repeated offerings of

the same product. Hence, new designs of financial products are

always needed.

2. The interest rates had declined and this trend forced the corporate

world to think of new financial instruments.

3. Investors also prefer not to be saddled with long-term instruments.

Hence, instruments with varying maturity periods and with various

put and call options are preferred.

4. Theold trend of getting finance from financial institutions has changed.

Now companies prefer the capital market as a source of finance. To

successfully tap capital markets, companies are compelled to offer

attractive terms even on debt securities, in order to raise funds.

5. Investors have shied away from the equitymarket In the last fewyears

due to various capital market scams.Attractive financial instruments

are needed to lure these investors back.

12.3 INSTRUMENTS IN THE POST REFORM PERIOD
In period the post-reforms, a host of innovative instruments have

been introduced in the capital market. Most of these instruments are

debt instruments. These instruments have not only been structured and

designed properly, they have also been successfully marketed at the

retail level.
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a. Floating rate bonds:
The Interest rate on these bonds is linked to a benchmark / anchor

rate and is not fixed. It is a concept which has been introduced primarily

to take care of the falling market or to provide a cushion in times of

falling interest rates in the economy. It helps the issuer to hedge the loss

arising due to interest rate fluctuations. In India, the State Bank of India

(SBI)was the first to introducebondswith floating rates for retail investors.

The SBI floating rate bonds were linked to the banks term deposit rate

which served as an anchor rate.

Treasury bill rate can also be the anchor rate. The interest rate is

linked to the anchor rate as it reflects the economic indicators. TheNSE

Mibor is used now-a-days as the anchor rate for floating rate bonds. To

make this bond attractive to investors, the interest rate always has a

fixed mark-up price over and above the anchor rate. In case of IDBI

bond issues, the fixedmark-up was 2 per cent and the anchor rate was

the 364-days treasury bill rate.

Floating rate bonds ensure that neither the borrower nor the lender

suffer due to volatile interest rates. If the interest rate rises, the lender

(investor) benefits, as he earns a higher interest and if the interest rate

fails, it is advantageous to the borrower, as he can raise funds at a low

cost, Borrower companies issue floating rate bonds with a cap or a

floor. The cap is themaximum interest that the issuer can paywhile the

floor is the minimum interest that a subscriber earns, leading to an

advantage, both to the issuer and the subscriber.

Most of the outstanding government market loans are in the form

of plain vanilla fixed rate bonds. The government issued, in November/

December 2001, two floating rate bondswithmaturity periods of 5 years

and 8 years for a total amount of Rs 5,000 crore in view of the asset-

liabilitymanagement (ALM) and risk weight needs of themajor investors

such as banks. FRBs serve as diversifying instruments in debt

management as they take advantage of the term premium while

minimizing the refinancing risk.However, FRBsare vulnerable to interest

rate risk.

FRB is an innovative instrument in a falling interest rate regime

but it requires an active secondary debt market.

b. Zero Interest bonds:
Zero interest bonds carry no periodic interest payment and are

sold at a huge discount to face value. These bonds benefit both the

issuers and the investors by limiting funding cost when interest rates

are volatile for the issuer and by reducing the reinvestment risk for the

investor. Zero coupon bonds are sometimes convertible into equity on
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maturity which entails no outflow for the issuer or into a regular interest

bearing bond after a particular period of time. Companies such as

Mahindra andMahindra, HB Leasing and Finance have been pioneers

in introducing these bonds in the Indian market. These bonds are the

best options for individuals and institutional investors who look for safe

and good returns and are ready to hold them till the bond matures.

Moreover, these bonds do not carry any interest, which is otherwise

taxable.

These bonds are attractive for issuer companies with projects

having a long gestation period as there is no immediate interest

commitment and, on maturity, the bonds can be converted into equity

shares or non-convertible debentures depending on the capital structure

requirements of the company. Zero interest bonds require an active

secondary debt market for attracting investors.

c. Deep Discount Bonds ( DDBs ) :
A deep discount bond is a zero coupon bond whose maturity is

very high, say 15 years onwards and is offered at a discount to the face

value. The Industrial Development Bank of India (IDBI) was the first

financial institution to offer DDBs in 1992. The issuers have successfully

marketed these bonds by luring the investor to become a ‘lakhpati’ in

25 years. Moreover, these instruments are embedded with ‘call’ and

‘put’ options, providing an early redemption facility both to the issuer

and the investor at a predetermined price and date. The issuer is

becomes free from intermittent cash flow problems and the funds can

be deployed in infrastructure projects which involve long gestation

periods.

Many variations of DDBs and zero interest bonds have come into

the market. Some of them are as follows. :-

Zero Interest Secured Premium Convertible Bond: The investor
can convert his bond into an equity share at 30 per cent discount on

average price at the end of one year. If the conversion price is lower

than the face value, the issuerwill redeem the difference,Asimilar option

of conversion into two equity shares is available on the maturity of the

bond. The bondmay also have a warrant attached.

Zero Interest Fully Convertible Debenture: The investors in these
debentures are not paid any interest. However, there is a notified period

after which, fully paid, fully convertible debentures ( FCDs ) will be

automatically and compulsorily converted into shares. In the event of a

company going for rights issue prior to the allotment of equity, resulting

from the conversion of equity shares into FCDs. FCD holders shall be

offered securities as may be determined by the company.
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d. Auction Rated Debentures (ARDs)
It is secured, redeemable (after 90 days), non-convertible

instrument with interest determined by themarket and placed privately

with bids. ARDs are a hybrid of commercial papers and debentures.

ANZGrindlays designed this new instrument forAshok Leyland Finance

(ALF). This was a three-year instrument which had a zero coupon rate

and was sold at a discount. The company repurchased theARDs after

threemonthsof the issueand then re-issued them through freshauctions.

The interest rates were negotiated at quarterly auctions; this continued

for three years.ALF raisedRs 30 crore through this unique zero coupon

instrument, ARD is technically a short-term instrument but it provides

long-term finance for the company.

e. Securitized Paper
It is a popular fund-raising technique in the developed markets

such as the US and the UK.Asset securitisation began in the US in the

1960s with the pooling of residential mortgages. Now, this concept

extends to a. whole range of financial assets such as receivables and

mortgages held by businesses and financial firms. Securitisation is a

process bywhich a company raisesmoney by selling off its receivables.

These receivables are sold off to cash-rich investors by converting them

into securities. The receivables sold at a discount to the investors which

represents the yield.

Securitisation is a process through which illiquid assets are

packaged and converted into tradable securities known aspass-through

certificates (PTCs). These securities are referred to as asset-backed

securities (ABSs). If the instrument securitized is a housing loan, the

resultant instrument is referred to as mortgage backed securities

(MBSs). In case of bond receivables, they are known as collateralised

bond obligations (CBOs) and in case of industrial loan receivables, they

are referred to as collateralised loan obligations (CLOs).

In a securitisation transaction, the originator transfers future

receivables to a special purpose vehicle (SPV), which in turn, issues

securitized instruments called pass through certificates (PTCs) to

investors. Pass through certificates are instruments which pass on the

cash flows from the underlying loans on a pro-rata basis

An asset backed security can be of four types:-

1. pass-through, 2. asset-backedbond, 3. pay-through, and4.Real

estate mortgage investment conduit (REMIC).Apass through security

represent a pro-rata share of asset in a poolwherein principal and interest

payments are passed through to investors on a schedule similar to the

assets. These assets do not remain on the issuer’s balance sheet. An
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asset backed bond is a debt obligation wherein the schedule of the

payment of interest and the principal differs from that of the asset. The

Assets remain on the issuer’s balance sheet. Pay-through assets are

similar to the asset-backed bonds except that they do not remain on the

issuer’s balance sheet. In real estate mortgage investment tool, the

principal and interest payments are passed through to one or more

regular classes of securities and one residual class. Assets are

transferred to the REMIC in a non-taxable manner. In India, PTCs are

issued and are more popular.

The Securities can then be listed on the NSE. As the securities

are negotiable instruments and listed, they traded in the secondary

market. Since the securities are assets for the seller, the process is

called asset securitisation. However, once it is listed on a stock

exchange, it becomes a debt product for the investor and hence, the

process is called ‘debt’ Securitisation. The key drivers of securitisation

are raising low cost funds through new sources in an off the balance

sheet manner. For the issuer, once an asset is securitised, it goes off

the balance sheet. It offers a higher yield to the investor and adds value

to his investment portfolio.

Securitisation is far superior to bills discounting or factoring. Bills

discounting is a short-term source, while securitisation is a medium to

long-termsource. Thequantumof paperwork is higher in bills discounting

than in securitisation. Factoring is quite similar to securitisation as the

factor buys the receivables of a company at a discount. However, there

is no rating or creation of a secondary market in factoring. Moreover,

factoring has evolved as a trade financing tool rather than for medium-

or long-term financing

f. Collateralised Debt Obligations (CDO) :
Collateralised Debt obligation is securitisation of corporate

obligations such as corporate loans, note bonds, and asset-backed

securities. Collectively, CDO consists of collateralised bond obligations.

collateralised loan obligations, and credit linked notes that originate from

the same financial family. Banks and financial institutions use this

instrument tomeet regulatory obligations and to increase their revenues.

Under the BaselAccord formulated in 1988 by the Basel Committee on

Banking and Supervision, banks inmost of the developed countries are

required tomaintain a risk-based capital of 8 per cent of the outstanding

balance of commercial loans. These high risk-based capital

requirementsmake the holding of commercial loans unattractive as the

margins on these loans are also low. By securitizing loan portfolios,

banks are not only in a position to trim their balance sheets but they are

able to generate funds from these portfolios.
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The structure of a CDO consists of multiple layers called tranches

which are formed by pooling underlying assets. Each tranch will have a

pool of assets from corporate loans and bonds of similar seniority and

maturity. These tranches are then rated by a credit rating agency and

marketed.

These instruments offer higher yield to investors but the risk of

default is high.Off-balance sheet financing hasearneddisrepute globally

after the Enron fiasco. Many CDOs had Enron credit as part of their

underlying exposure and these were defaults. This instrument is being

increasingly used by European banks and the Bank of Japan besides

American banks. The ICICI Bank’s first CDO issue failed to takeoff in

March2002andwas recalledbecauseof unfavourablemarket conditions

and lack of regulatory guidelines. In February 2004, the bank altered the

product structure by bringing down the averagematurity of the issue to

around two years. The Rs 100 crore CDO issue was mopped up by

institutional investors. The ICICI bank sold corporate loans, given to 15

borrowers of varying sizes across 11 industries, through this issue to

raise newassets aswell as enhance exposuremanagement in terms of

specific sectors.

g. Inverse Float Bonds :
These bonds are the latest entrants in the Indian capital market.

Inverse float bonds are bonds carrying a floating rate of interest that is

inversely related to short-term interest rates. The floating rate could be

theMibor (Mumbai inter-bank offer rate) or some other rate, If theMibor

falls, the return for the investor rises and vice versa. The actual rate

payable on these bonds is arrived at by subtracting the floating rate

from a fixed benchmark rate. Suppose the fixed benchmark rate is 12

per cent and six-monthMibor is 6 per cent, then the interest rate payable

on these bonds is 6 per cent (12—6).

These bonds enable investors to earn high returns in a low interest

rate environment.As interest rates are highly volatile, the investor has to

observe the interest rate behaviour carefully over the entire bond period,

else he could end up getting a poor return. Thus, both the investor and

the issuer have to hedge the interest rate risk. If the interest rates go up,

the issuer benefits as the coupon rate of his bonds will decline in spite

of higher interest rates. Inverse float bonds were introduced in the US

market in 1990. In India, theAditya Birla group, Grasim and Hindalco,

issued inverse float bonds in August 2002. The Cholamandalam

Investment and Finance Company Limited (CIFCL) was the first non-

banking finance company to raise funds through the issue of inverse

float bonds.
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Check Your Progress :
1.What is a NewFinancial Instrument?

2. Write causes of developing new financial instruments.

3. What are the Floating Rate Bonds?

4. Define: Zero Interest Bonds.

5. What do youmean by Deep Discount Bonds?

6.What is Securitised Paper? Explain the process of securitization.

12.4 SUMMARY
1. A new financial instrument may be one which has some new

features in the terms of agreement, when compared with the

features of presently available instruments.

2. In period the post-reforms, a host of innovative instruments have

been introduced in the capital market. Most of these instruments

are debt instruments.

3. Floating rate bonds ensure that neither the borrower nor the lender

suffer due to volatile interest rates.

4. Zero interest bonds carry no periodic interest payment and are

sold at a huge discount to face value. Zero interest bonds require

an active secondary debt market for attracting investors.

5. A deep discount bond is a zero coupon bond whose maturity is

very high, say 15 years onwards and is offered at a discount to the

face value.

6. Auction RatedDebenture is secured, redeemable (after 90 days),

non-convertible instrument with interest determined by themarket

and placed privately with bids.

7. Securitisation is a process through which illiquid assets are

packaged and converted into tradable securities known as pass-

through certificates (PTCs). These securities are referred to as

asset-backed securities (ABSs).

8. Collateralised Debt obligation is securitisation of corporate

obligations such as corporate loans, note bonds, and asset-backed

securities.
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9. Inverse float bonds are bonds carrying a floating rate of interest

that is inversely related to short-term interest rates.

12.5 QUESTIONS
1. What are new instruments?What are the reasons for innovations

in financial instruments?

2. What are deep discount bonds? How do they differ from zero

interest bonds?

3. ‘Floating rate bonds are gaining popularity in India.’ Discuss.

4. What is a securitised paper?What are the reasons for its growing

popularity in India?What are the problems hindering the growth of

securitisation?

�����
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Module 5
THE DERIVATIVES MARKET IN INDIA

Unit structure
13.0 Objective

13.1 Introdcution

13.2 Derivatives: Meaning and usefulness

13.3 Types of Derivatives

13.4 Pricing of Derivatives

13.5 DerivativesMarket In India

13.6 Summary

13 .7Questions

13.0 OBJECTIVES
1 To understand the meaning and significance of the derivative

market.

2 To discuss different types of derivative.

3 Understand the process of pricing of derivatives.

4 Highlight important development related to the derivativesmarket

in India.

13.1 INTRODUCTION
In the developed financial markets, apart from capital market and

moneymarket instruments of raising funds, derivatives are also useful

financial products. These are the instruments whose value is derived

from the value of other asset such asa share, a commodity or a currency.

Market for financial derivatives is growing very rapidly. In this unit, we

will try to understand the functioning of derivatives and the importance

of that instrument in Indian Financial Market.

13.2 Derivatives: Meaning and usefulness.
The term derivative comes from the verb ‘To derive’. It means, the

derivatives derive or obtain value from the value of another asset

13
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underlying it. In other words, “The derivative, or derivative securities are

the contracts between two parties whose value is derived from the value

of underlying widely held and easily marketable assets such, as

agricultural and other physical commodities or currencies or short-term

and long-term financial instruments like inflation rate, share prices,

currency rates and commodity prices. Derivatives may be either

(i) Commodity derivatives-where the underlying asset is a

commodity like wheat, rice , cotton, gold, pepper, turmeric, corn, crude

oil, etc.

(ii) Financial derivatives- In which an underlying asset is a financial

instrument like band, stock, foreign exchange, treasuries, etc.

13.2.2 Usefulness
1 Derivatives help reducing the risk and help a holder of an asset,

capacity and willingness to hold it longer. For example, if an

underlying asset is cotton the price of cotton fluctuates according

to season whether it is harvest season or the slack season.

Derivatives transactions help reducing the degree of fluctuation.

2 Derivatives enhance liquidity and reduce the transaction cost

associatedwith the trading. It means, the transaction costs related

to tradinga derivative are lower than the tradingof underlyingasset.

3 Derivatives help in smoothening out the price fluctuations. They

narrowdown the difference the highest and the lowest price. They

integrate the price structure to avoid glut (excess supply) and

shortage in the market

4 Derivatives play important role in providing information about the

market indices. They save as barometers of future trends in prices.

By providing information about the demand and supply of a

commodity, they centralise trading activity.

5 Derivatives help individuals to diversify their portfolios. Thatmeans,

the individuals can devise strategies to takemaximumadvantage

from investment.

Check your progress
1 Define the following terms.

A Derivatives

B Commodity Derivatives

C Financial Derivatives

2 Explain how derives help in

A Smoothening out price fluctuations.

B Providingmarket information.
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C Diversify investment portfolio.

13 .3 Types of Derivatives
Major types of financial derivatives in the recent times are

A - Forwards and futures

B - Options

C - Swaps

D - Warrants

E - Credit derivatives

In this section, we will understand different types of derivatives,

mentioned above, in more detail

A 1.3.1 Forwards and Futures
1. Forward contact

Forward contract is a contract for delivering goods at some

specified date in future at a price agreed today. In the forward contract,

one party agrees to buy the asset at certain specified price and the

other party agrees to sell the asset on the same day at the same price.

The forward contracts are,

1 Between two parties.

2 All contract details like the delivery date, price of commodity and

quantity are fixed bilaterally or taking both the parties into

consideration.

3 Each contract may have different term and conditions of

agreement. The contracting parties can decide the contract details

as per their convenience and requirement.

4 In case a partywants to break the contract, it has to get the consent

of otherparty. In suchasituation, theotherpartymaydemandhigher

price.

2. Future contracts
Future contracts are transferable specific delivery forward

contracts. These are standardized agreements to buy or sell a specified

quantity of financial instrument or a commodity at some agreed prices

in some futuremonth. These contracts are highly standardized contracts

between the sellers-who are called short and buyers-who are called

longs. Future contracts are standardized in the following details,
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1 Quantity of an underlying asset.

2 Quality of underlying asset.

3 Date andmonth of delivery

4 Units of price quotation andminimum change in the price (which

is known as tick size) allowed.

5 Location of settlements.

A well-organized futuresmarket providesmany services,

1 Hedging facilities for the buyers and sellers to protect themagainst

the price fluctuation.

2 Provide stability in the market prices.

3 Facilitate arbitrage and have integrated price structure of an

understanding asset.

3 Distinguish between forward and future contracts
Forward Future

1. These are relatively newer

instruments.

2. These contracts are traded

on a stock exchange.

3. These are standardized and

have terms standardized by

the exchanges.

4. Because of their

standardizednature, theyare

transperant. Price quoted

under futures can be know to

everyone.

5. There are more liquid.

6. Future contracts are

monitored by financial

regulator

7. The future contracts have

clearing agency which

guarantees both payment

and delivery so the risk

element is less.

1. These are older financial

instruments.

2. These are over the counter

(OTC) contract.

3. These are customer designed

contract. All the contract

details are negotiated bi-

laterally.

4. The degree of transperancy is

less in the case of these

contracts are the agreements

between two parties and are

OTCagreements.

5. These are less liquid.

6. Forward contracts, generally

are traded in the unregulated

market.

7. Lastly, the forward contracts

do not have any clearing

agency. So the are exposed

to more risk.
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B 1.3.2 Options
Options are the contracts between the option writers or the sellers

and the buyers to buy or sell a specified quantity of an underlying asset

on or before the expiry of contract data. The options give right but not

obligation (compulsion) to buy or sell underlying asset. The underlying

asset may either be.

1 Commodity like rice, wheat, gold, cotton, etc.

2 Financial instrument like share, bonds, etc.

The options are different from forwards or futures in the respect of

commitment to buy or sell the underlying asset.

13.3.1.1 Important terms related to options.
1 Exercise Date : the date at which the buyers actually exercised

the option.

2 Expiry date: The last date before where the option has to be

exercised.

3 Strike price: a price at which the option holder can buy/sell the

underlying asset.

4 Premium: a price paid by the buyer to the seller of an option.

5 Option holder: the buyer of an option who enjoys the right to buy or

sell the underlying asset. His profits are unlimited but the losses

are limited to the premium he pays to the option writer.

6 Option writer: A person who is obligated to buy or sell the under

lying asset.

13.3.1.2 Types of options
1. Call option –when the buyers of an option have the right to receive

the delivery of an assets it is called “call option”.

2. Put option – It is a right to sell an underlying asset at a specified

price on or before a particular day by paying a premium.

3. Simple option- The option such as commodity options, bond

options, stock options, currency options are called simple options.

4. Compound options- The options like swap options, cap options

are called compound options.

5. European style option –An option which can be exercised only on

thematurity date of the option is known as European-style option.

6. American style option -It can be exercised before or on the expiry

date of an option.

7. OTC option-over the counter options are private agreements

between the two parties. The term of contract are fixed according

to the requirements of the parties concerned.



195

8. Exchange traded option- These are bought and sold in organized

stock exchange and are the standardized contracts.

C 13.3.3 Swaps
Swaps are agreements between two parties to exchange assets

or a set of financial obligations for a specified period of time. These are

generally customized transactions which means the contract details in

case of swaps are determined according to the requirements of the

parties.

The swaps are becoming important now as the corporate banks,

individual investors are using them for complex financial operations.

With an integration of Indians financial system with other developed

financial system, use of derivatives has increased. Swapsare particularly

important for reducing the costs and minimising the risks involved in

foreign exchange related transactions.

D 1.3.4 Warrants
Warrants are issued by the companies for raising finance for their

business requirement. It is contract entered into by an issuing company

which gives the holder right to purchase certain number of shares of that

company within a prescribed time. These generally have long-term

maturity (ranging between 3 to10 years. Using warrants as a financial

instrument, the companies can raise fresh capital. Warrants can be

traded in exchanges or over the counter.

E 1.3.5 Credit derivatives
Credit derivatives as a new financial instrument is derivatives

market, was introduced in the USA in 1992. These instruments

particularly help the financial institutions, banks and other investors to

minimize the credit related risk.

CHECK YOUR PROGRESS
1. Explain following concepts :

A forward

B futures

C option

D swaps

E OTC option

F warrant

G call option

H put option
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13.4 Pricing of Derivatives
For understanding the pricingmechanism of the derivatives, It is

necessary to learn that following concepts :-

1. Underlying
The specific asset on which an option contract is based. Price of

asset determines the value of option.

2. Exercise/strike price
It is the pre determined price at which the optionmaybe exercised.

The pricing or a market value of a call optionmay be determined in two

way:

1 If the market price of a stock exceeds the option exercise price,

then option price is equal to the difference in two prices.

2 If, on the other hand, the market price of stock is less than the

exercise price, the minimum value of call option is zero.

The pricing of options is based on theoretical models the Black-

scholes option price model (BSM) which provides a base for pricing of

derivatives. Important features of this model are as follows :

� BSM is also useful in pricing of warrant.

� It is developed by European style option on non-dividend paying

bonds by Black and Scholes.

� BSM is based on the following assumption

� The call option is of European style.

� The underlying stock asset price is distributed log-normally.

� There are no taxes.

� The rate of interest is constant.

� BSM reduced the calculations involved is the pricing of a derivative

asset

� Following formula is used in BSM pricing of option.

COV =MPS [ N (d1) - EP [ Antilog (-rt) N (d2 )]

d
1

= In (MPS/EP) + (r+ 0.5� )2 t
(� [ (t)1/2 ]

Where, COV - Call option Value.

MPS - Market Price of underlyingAsset.

N (d
1
) - Cumulative density Function of (d

1
)

N (d
2
) - Cumulative density Function of (d

2
)
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EP - Excercise price of option.

R - Compound rate of interest.

T - Time

In (MP� /EP) - Log of (MPS/EP)

� - Standard Deviation Of annual rate

� BSM is complex to use but it provides relatively compalt expression

to derive the value of an option.

� Its practical application suffers from some problem.

13.5 DERIVATIVES MARKET IN INDIA
CHART I

History of Derivatives ATime Line.
The Ancient Derivatives
1400s Japanese rice futures

1600s Dutch Tulip bulb option

1800s Puts and calls option

The Recent Financial derivatives listed markets
1972 Financial Currency Futures

1973 Stock options

1977 TreasuryBondsFutures

1981 Eurodollar Futures

1982 IndexFuture

1983 Stock, IndexOptions

1990 Foreign IndexWarrants and leaps

1991 Swap futures

1992 Insurance futures

1993 FlexOption

Over the Counter (OTC) Markets
1981 Currency Swaps

1982 Interest Rates Swaps

1983 Currency and bond options.

Source: Pataki, Bahrain -”The Indian Financial System Second

education,2010.

It may be noted form Chart I that futures and option trading in

commodities have very long tradition. Over a period of time, however,

the derivatives business hasundergoneasignification change. Following
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is a brief account of the growth and development of derivativesmarkets

in India over last few decades.

1 Commodity future in India existed in 1875. But in 1960 and 1970s,

future trading existed in 1875, But in 1960 and 1970s. Future

trading in many commodities was banned by the government.All

forward contracts, except in the rupee dollar exchange rates were

prohibited under section 16 of the Securities Contracts

(Regulation)Act in1969.

2 In January 1995, the abovementioned act was amended to delete

a clause related to “Prohibition of Option”. This opened up an

opportunity for option trading in India. Now future trading is

permitted in 41 Commodities through 18 commodity exchanges.

The Forward Markets Commission, under Ministry of Food and

ConsumerAffairs, acts as a regulator.

3 With the entry of FIIs(Foreign Institutional Investors), there was a

need for adequate risk management tools to be introduced in the

derivatives market. Accordingly, SEBI decided to introduce

financial derivatives in India.

4 In January 1997, the RBImade somemore amendments to allow

the corporate themselves to write cross-currency options and to

book and cancel them freelywithout prior approval. This, according

to the RBI, was expected to have positive response on themarket

for derivatives.

5 In March 2000, the government lifted a ban on forward trading in

securities.

6 New products like interest rate futures contracts and future and

options contracts were introduced in June 2003 andAugust 2003

respectively.

7 Recently the FIIs andNonResident India’s are allowed to invest in

the derivativesmarket.

8 National Stock Exchange (NSE) is the leading stock exchange

for derivatives trading with 11,200 investors operating in these

transactions.

9 National Securities Clearing Corporation Limited

(NSCCL)undertakes clearing and settlement of all derivatives

transactions.

10 SEBI has permittedmutual funds to track in derivatives.
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13.6 Summary
Thediscussion in the earlier sections notes that the derivatemarket

is like any other financial market. Many instruments are floated in the

market. There is a high degree of flexibility over the terms and conditions

to be included in the contract. Derivatives contract generally have a short

life span and are concluded on or before prescribed expiry date with

growing international integration of financial system, investment in

derivation market is found to bemore andmore gainful.

In spite of above mentioned steps taken by the government, the

RBI and the SEBI, Indian derives market stills remains at

underdeveloped level. However, thesemarket have tremendously grown

world over. Proper contracts, checks and incentives will help Indian

financial market to catch up with the global trend.

13 .7 Questions
1 What do youmean by the derivatives market?

2 Discuss important types of derivatives available in the market ?

3 Write notes on

A forward and future

B option

C swaps

D pricing of derivates

4 Discuss the important development to the derivates market of

India?

�����
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Module 6
Financial Services and Regulations
Financial Instruments Services

Unit structure
14.0 Objectives

14.1 Introduction

14.2 Insurance

14.3 Mutual Funds

14.4 Merchant Banking

14.5 Venture Financing

14.6 Credit Rating

14.7 Factoring and Forfeiting

14.8 Summary

14.9 Questions

14.0 Objectives
1) This unit aims at introducing the concept of financial services and

their importance in the financial system of a country.

2) Nature and importance of different financial services like insurance,

mutual funds, leasing, venture financing, credit rating, merchant

banking, e-banking, factoring and forfeiting, for the Indian financial

system will be discussed.

3) Important features ofmicro finance and its significance in achieving

social objectives like poverty eradication, women empowerment

will be discussed.

14.1 Introduction
Financial services - meaning and importance

Financial Services are supporting or supplementary services which

indirectly help in the process of borrowing and lending credit. These

services facilitate many finance related activities such as

1. Making payments and financial settlements

2. Buying and selling of securities

14
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3. Assisting in risk management

4. Helping the firms in designing and developing innovative

ways of raising funds.

In short, financial services are integral and essential parts of the

financial system. They encourage savings and investments, enhance

trading in securities and help transferring risk to others who are ready to

accept it.

In the following sections, some of the financial services are

discussed in details

14.2 Insurance
14.2.1 Definition and meaning

Insurance can be defined as a legal contract between two parties

whereby one party called the insurer undertakes to pay a fixed amount

of money on the happening of a particular event, which may be certain

or uncertain. The other party called insured, pays in exchange a fixed

sum called premium. The insurer and the insured are also known as

assurer or underwriter, and assured, respectively. The document which

embodies the contract is called the policy.

It is an important financial service provided for eliminating or

minimising the risk of loss of life or property. Insurance plays a very

important role in economic growth of a country as - i) it provides

protection and stability to the business against many risks like fire,

accidents, death and such other unforeseen uncertainties. ii) It gives

courage to the industrialists to take bold decisions in the fields of

business. iii) It supplements the government’s burdenof providing social

welfare to the affected families. iv) Insurance companies invest the

premiumamount collected from thepolicy-holders, for financing industrial

or infrastructure projects or for investments in securities.

14.2.2 Types of Insurance
There are different types of risks covered under the insurance

service. Following are some of the important ones:

1. Health Insurance – it is a contract which provides sickness benefits

or medical, surgical or hospital expense benefits to the policy

holder. With a decline in the government expenditure on health,

importance of health insurance has gone up.

2. General or Non-life insurance – it provides a short-term coverage

against the risks like fire, motor accidents, marine cargo and other

miscellaneous categories like cattel/hens, water pumps for

agriculture and hut.
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3. Micro-insurance – it is the insurance for very poor families in which

a small sum is insured and a very low premium is collected. It is

designed to insure against life, accidental death, health, asset and

weather.

14.2.3 Historical Development of Insurance Business in India
� Before nationalisation of insurance business in Indian, there were

about 245 life insurance companies.

� In 1956, Life InsuranceCorporation of India (LIC) took over all these

companies and in 1972, General InsuranceCorporation took over

the general insurance in the country.

� Almost entire life insurance businesswas in the hands of LIC for a

long time. LIC is the largest insurance provider all over the world.

By law, LIC has to invest at least 50%of its funds in the government

securities which are low-yielding in nature.

� Like LIC, GIC controlled the general insurance along with its four

subsidiaries – National Insurance Company Limited, New India

AssuranceCompanyLimited,Oriental Fire andGeneral Insurance

Company Limited and United India Insurance Company Limited.

� Financial sector reforms led to the opening of the insurance sector

in 2000, under the recommendations of Malhotra Committee.

Accordingly, the private sector companies were allowed to enter

into the insurance business. Currently, there are 16 life insurance

and 15 general insurance private companies working in the

insurancemarket of India.

14.3 Mutual Funds
14.3.1 What are the mutual funds?

SEBI defines Mutual Fund as ‘a fund established in the form of a

trust to raise money thought the sale of the units to the public or the

section of the public under one or more schemes for investing in the

securities, including moneymarket instruments. Mutual Funds collect

funds from the public and invest on behalf of them.Mutual funds give an

opportunity to participate in the stock market for the common people

who have no time, enoughmoney or the expertise to directly undertake

investments in the securities. In short themutual funds play an important

role in the financial system in channelising the saving of small investors

towards the productive sectors in India.At the same time, mutual funds

give anopportunity to small savers to gain from the financial development

with minimum risk.
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14.3.2 Advantages of Mutual Funds :
1. Professional management - Common person may not have

expertise in dealing with the capital market. Mutual Funds are

managed by the professional managers having skill, experience

and legal permission to deal with such activities.

2. Diversification - Mutual Funds invest in a number of companies
which helps in minimising risk and diversifying the investment.

3. Convenience - Mutual Funds reduce paper work and
administrative complications required in the investment in the

capitalmarket. Due to large scale of transaction, the administrative

cost tends to reduce.

4. Transparency -Mutual Funds transactions are transparent and
the investors keep getting timely information about the position of

their investment.

5. Tax benefits -Mutual Fund investors enjoy income tax benefits
on that part of their incomewhich they save inmutual funds.

14.3.3 Types of Mutual Funds

Functional classification:
(1) Open - ended schemes: Mutual funds under these schemes do

not have fixed target amount/corpus or redemption period. Unit

scheme(1964) of UTI is an example of open endedMutual funds.

(2) Close - ended schemes:Mutual funds under these schemes have

fixed corpus and redemption period which generally ranges from

2 to 5 years. The scheme remains openmaximum for 45 days.

(3) Interval scheme: Mutual Funds under these schemes have the

features of both the abovementioned schemes.

Portfolio classification :
(1) Income funds: These funds provide regular income to the investor.

Heremoney is invested in a fixed income earning asset including

bonds, debentures, government securities etc. The risks as well

as returns are low here.

Classification of Mutual Funds

Functional Portfolio Geographical
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(2) Growth funds:Growth-oriented funds involve high risk, high returns

for the investors.

(3) Balanced funds: Balanced funds provide regular income as well

as capital appreciation (growth over time).

(4) MoneymarketMutual Funds – These are with high liquidity but low

returns. Investment is made in short-term money market

instruments like treasury bills and certificate of deposits.

Geographical classification :
(1) Domestic funds - These are the schemes to mobilise savings of

the domestic people.Money raised through these funds is invested

in the domestic securities.

(2) Off shore funds - These funds, on the other hand, are cross border

in nature. Money raised through these funds is invested in the

foreign securities.

A part from the abovementioned funds, there are several others.

Some of them are – (i) sectoral funds for the investment in core sectors

like energy, infrastructure etc. (ii) special fund like children’sGift Growth

Fund, 1986 and (iii) Theme-based funds

1.3.4Growth and Performance of Mutual Fund Industry in India :
The Indianmutual fund industry has rapidly grown since the 1990s.

There are around 30mutual funds and 1.65 lakh crores as on June 30th

2005. This has further intensified the competition and hence has given

rise to innovative products. Following table gives the number of mutual

fund schemes introduced between 2000-01 and 2006-07.

Nature of the scheme 2000-01 2004-05 2006-07

Income/debt oriented schemes 175 228 450

Growth/ equity oriented schemes 187 188 267

Balanced schemes 32 35 38

Grand Total 394 451 755

Followingpointswill highlight thegrowthandperformanceofmutual

funds industry in India:-

(1) The AMFI – Association of Mutual Funds in India was

established in 1993 with an objective of professionalising the mutual

funds industry in India.AMFI interactswithSEBI, IRDAandRBI to regulate

and resolve various issues related to mutual funds.

(2) There are wide varieties of intermediaries in mutual funds

industry such as institutional agents, finance companies, banks post

offices
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14.4 Merchant Banking
Other than the banks and non-bank financial intermediaries, there

are Residuary non-banking companies which mobilise the savings of

the public. They accept thet deposits from the public and generally

mobilise the deposits from a large number of small savers. Merchant

banksareoneof such residuarynon-bank financial companies.Merchant

banks are known as “investment banks” in the US and “accepting and

issuing houses” in the UK. They indulge more in providing financial

services rather than funds. Hence, these banks do not require large

amount of capital. Merchant banks aremore of ‘brokers’, ‘intermediaries’

or ‘arrangers’ as compared to teh commercial banks whichmainly deal

with accepting the deposits and lending money. Main features of

merchant banking are:-

1. They offer financial services and advice for a fee.

2. They deal more with wholesale banking i.e. they have industrial

houses to which they are attached.

3. Theymainly deal with new securities.

4. Their main function is guaranteeing andmarketing the corporate

securities.

5. They provide all the services related to issuing of securities –

underwriting, receiving applications, allotment of securities,

collection of money, sending the share certificates, etc.

Prof. L.M. Bhole, in his book “Financial Institutions andMarkets”

hasmentioned the variety of services that are supplied by themerchant

bankers. These include

� Management, marketing and underwriting of new issues

� Project promotion services and project finance.

� Syndication of credit and other facilities.

� Leasing including project leasing.

� Corporate advisory services.

� Investment advisory services

� Bought-out deals.

� Venture capital

� Mutual funds and offshore funds

� Investmentmanagement including discretionarymanagement

� Assistance for technical and financial collaboration and joint

ventures

� Investment services for non-resident Indians
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� Management and dealing in the commercial papers.

Merchant banking in India :
These services are offered by – (i) commercial banks such as

SBI, Canara Bank, Bank of Baroda offer themerchant banking services

through their subsidiaries such as SBICAP – SBI Capital Markets Ltd.,

Canfina – Canara Bank Financial Services Ltd., BOB Fiscal – Bank of

Baroda Fiscal Services. (ii) the developmental banks such as ICICI,

IFCI, IDBI also provide these services (iii) other private consultancy firms

like DSP Financial Consultants, Credit Capital Finance Corporation

Ltd., J.M. Financial and Investment Services Ltd., etc deal withmerchant

banking services to Indian as well as international firms.

Merchant Banks have grown in numbers and activities along with

the growth of stockmarket. SEBI has providedmany guidelines for their

growth and regulation.Manyof themerchant bankers lack in an expertise

on global financial requirements. Increasing globalisation of Indian

financial system has created a need for wider understanding andmore

activities to take advantage of these current trends. Indian merchant

bankers need to be trained to meet the global challenge.

Check your progress
1.Write note on Historical Development of Insurance Business in

India ?

2.Which type of risks are covered under the insurance service ?

3. Discuss the advantages of Mutual Funds.

4. Which services are supplied by the merchant bankers ?

14.5 Venture Financing
It is a new kind of financing service emerged in the US in 1970s

and in India in 1987. As the term indicates, it is related to taking high

risks. Venture capital is generally supplied to the new, unknown and

unregistered firms which do not have access to institutional sources of

funds. Other than merely financial provisions, venture capital firms

providemanagement andmarketing services to the newbusiness firms.

The venture financing caters to the needs of technology oriented and

knowledge-intensive business firms in the fields of electronics,
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chemicals, plastics, biotechnology, etc. the firmsproviding venture capital

are ready to take high risk in anticipation of high returns.

In a nutshell, a venture fiancing firm provides the services like – (i)

seed capital or initial capital for starting business (ii) additional capital

for expanding business (iii) equity financing for takeover (iv) capital for

globalising the business (v) capital for diversification of business.

In India, the venture financing has had a late start. Though it has

expanded very rapidly in a small span of time, still it has a wide scope

for expansion in growing Indian economy.Most of the important venture

capital funds are owned and initiated by the commercial banks. These

include- (i) venture capital fund of the IDBI (ii) VCFof UTI (iii) Technology

Development and Information Company (iv) RCTFCRisk Capital and

Technology Finance Corporation Ltd.

14.6 Credit Rating
14.6.1 Meaning of credit rating :

With financial sector reforms, Indian financial system has

developed andmany old and new financial participants are increasingly

entering into the system. Innovative financial products are being

introduced and the structure of financial sector has become very

complicated and complex. A common investor is finding it difficult to

understand the complexities of the market. At the same time , trend

towards privatisation have resulted in a more risk involved in credit-

related transactions. Credit rating is an assessment of the borrower’s

creditworthiness. Credit Rating is an opinion about a borrower (firm)

made available for the public. It is expected that an investor (buyer of a

financial instrument) will make his investment decisions based on the

credit rating of a debt instrument. There are Credit Rating institutions in

FM which evaluate the financial performance of – i) Individuals, ii)

Institutions, iii) Financial products and iv) Government

14.6.2 Importance of Credit Rating
� Credit Rating agencies are important part of financial infrastructure

of a country.

� Credit Rating saves the time and efforts of investors by providing

them a readymade evaluation of the debt instrument.

� Credit Rating is also useful for aspiring to raise funds as it acts as

a marking tool for investment. A firm with good credit rating will

find it easier to raise loans without much advertising.

� Credit Rating promotes efficiency, stability and transparency in

the financial market.
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� Even the financial market regulators are benefitted by the process

of credit rating.

14.6.3 Credit Rating in India
Major players in credit rating in India:

CRISIL : Credit Rating Information Services of India Limited

ICRA : Investment Information andCredit RatingAgency of India

Limited

CARE : Credit RatingAnalysis and Research Limited

Fitch India : Fitch Rating India Private Limited. (an international rating

company)

Rating of a financial instrument of a firm is done on the basis of the

following:

1. Business analysis

2. Financial analysis

3. Management evaluation

4. Fundamental analysis

BusinessAnalysis includes the evaluation of a firm on the basis of

(i) the industry risk examined by the demand and supply position, nature

of the competition, government polices related to industry, (ii) market

positions of the company, its market share, competitive advantages,

distributional aspects, strengths and weaknesses, (iii) location related

aspects of the company cost structure technological advantages and

(iv) company’s legal position.

Financial analysis includes – an assessment of the firm on the

grounds of its i) accounting policies, ii) future earnings, iii) cash flows

and iv) financial flexibilities.

Management evaluation is done by assessing firm’s ability to (i)

plan and manage, (ii) overcome the adverse situations (iii) set goals

and (iv) formulate strategies.

Fundamental analysis implies an evaluation of the firm on the basis

of (i) its capital adequacy or liquidity management ii) credit monitoring

system iii) profitability and sources of non profit revenue and iv)interest

rate sensitivity.

The companies aspiring for getting rated are required to fill up the

forms giving information under the abovementioned heads.A team of

professionals of a credit rating agency may also have a meeting with

the company’s officials to verify the information given. Finally the Credit

Rating committee submits the report with rating and recommendations.

Ratings can be upgraded or downgraded or may also remain same.
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Triple A is the highest rating. Other grades are AA, A, BBB, BB, B, C

and D.

14.6.4 Conclusion :
In India, SEBI has issued many regulations for the credit rating

institutions. There has been a tremendous increase in the credit rating

business in the recent times. Even thought the criteria for the rating and

evaluation of the performancesof the financial asset are laid down, there

is a subjectivity involved in the process. The capabilities of the credit

rating agencies themselvesmay be questioned. Some examples may

be quoted where these agencies had given the highest rating for the

financial firm but still it failed. There is no audit done by the credit rating

agencies. They completely depend upon the information given by the

company in the question. Theseand suchother limitations in the process

of credit rating, should be taken care off.

Check your progress
1.What do you understand by Venture Financing ?

2. On what basis rating of a financial instrument of a firm is done ?

14.7 Factoring and Forfeiting
Factoring and forfeiting are new financial services emerged out of

current economic reforms and changed business environment. Due to

increased competition and desire for moremarket share, mergers and

acquisitionshavebecomevery commonphenomenon.Abusinesshouse

has to equip itself with a safeguard against these hostile global trends.

One of the requirements for maintaining competitive positions in the

market is to have a capacity to convert outstanding credit into liquidity

of cash. Factoring and forfeiting are the financial services to assist the

business firms in this respect.

14.7.1 Factoring :
It is a continuing arrangement between a financial intermediary

(factor) and a business firm (client) whereby the factor purchases the

client’s accounts to be received from the consumers in the due course

of time. Factoringmechanism works as follows:-

1. Customer places an order for an electrical equipment with

CompanyA(the client).
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2. The equipment is delivered to the customer with an invoice or a

bill of sayRs. 30,000 which a customer is supposed to pay within

a given time say 90 days.

3. The client (CompanyA) assigns a copy of invoice to the factor say

Canbank Factors Ltd.

4. Agaist the invoice, the factor can make upto 80% of payment. It

means the client gets Rs. 24,000 cash immediately.

5. Periodic statements of accounts and the followup actionswith the

customer is the responsibility of the factor, for which service fees

are charged from the client.

6. Customer makes payment to factor.

7. Remaining20%amount is delivered after realising themoney from

the customer.

Factoring is beneficial to all the three parties involved in the process – i)

the client ii) the customer and iii) the factor. The clients get ready cash

from the factor as soon as they deliver goods/services to the customer.

They do not have to beworried about the follow-upwith the customer as

the factor bank does it for them. The client or business firm, then can

concentrate on the production and marketing activities. The customer

gets sufficient time for making payments, he does not have to submit

any document or involve into administrative procedures. The factor gets

service fees and overall there is an improvement in the liquidity of the

clients.

Factoring in India :
1. Factoring as a financial service became operational since 1991.

Important events and obstacles in the development of factoring in

India are given below:

2. A committee was formed by the RBI under C.S. Kalyansundaram

to explore the scope of factoring in India.

3. SBI, in association with a few more public sector financial

institutions, established SBI Factors and Commercial Services in

1991. Several new financial products such asKashFLO,Purchase

Bill Factoring are launched by this factoring company.

4. Canbank Factor Limited, established in 1991, has 55% of market

share as far as factoring services in India are concerned.

5. In the efforts towards introducing international factoring, a private

sector company called Global Trade Finance Private Limited was

established in 2001.

6. The growth of factoring services in India is slowmainly due to the

absence of authentic information about the customers and clients.
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14.7.2 Forfeiting :
It is a financial service, under which, a forfeiter promotes 100%

finance to the exporter against the bill of exchange or promissory notes

or a letter of credit. Forfeiting works in the manner similar to factoring.

Here an exporter surrenders the trade receivables to the forfeiting

agency which pays 100% cash to the exporter. The responsibility of

collecting dues from the importer then, lies with the forfeiting company.

Forfeiting gives an exporter 100% cash and frees him from all the

international trade related risks.

The RBI approved forfeiting as ameans of export finance in 1992

and since then some development has taken place in this field. EXIM

BankandGlobalTradeFinanceLimited are twoplayers in Indian financial

markets offering forfeiting services to the Indian exporters.

14.8 Summary
In this unit, we have learned the concept of financial services, their

role and importance in the financial systemand various types of financial

services developing in India. With growing complexities of business,

the credit needs of economic agents will increase. But at the same time,

the requirement of supportive financial services will also expand. From

that point of view, knowledge about important features of such services

will increase our understanding of Indian financial system.

14.9 Questions
1. What are the financial services?Discuss their importance in Indian

financial system.

2. Write short notes on

a. Credit Rating

b. Insurance industry

c. Factoring and Forfeiting

d. Mutual Funds

e. Merchant Banking

f. Venture financing in India

�����
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Regulation of Financial System

Unit structure
15.0 Objectives

15.1 Introdcution

15.2 Reserve BankOf India (RBI)

15.3 Security and Exchange Board of India (SEBI)

15.4 InsuranceRegulatory andDevelopmentAuthority (IRDA)

15.5 Summary

15.6 Questions

15.0 OBJECTIVES
1. The present unit aims at understanding the regulatory framework

of capital market and other parts of the financial system in India.

2. TheRBI and its role as themonetaryauthoritywill alsobediscussed

in this unit.

3. IRDA and its functions will be elaborated

15.1 INTRODCUTION
The financial sector reforms brought about phenomenoeal growth

of India’s capital market in the 1990s. The small investors also began to

be the player in stockmarket. Indian financial system got linked with the

global system. Under these circumstances it was necessary to ensure

that

i) The liberalistion trends continue further

ii) Some controls are imposed on the financial intermediaries to

prevent unfair practices. In the present unit, we discuss some

important regulations in Indian financial system, which are

introducedwith an objectives of ensuringmore flexibility alongwith

efficiency in the capital market.

15
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15.2 RESERVE BANK OF INDIA (RBI)
15.2.1 The RBI as the Central bank of the country, is an apex regulator
of Indian financial andmonetary system. Its twomain objectives are

1. To securemonetary stability within the country

2. To operate the currency and credit system to he advantage of the

country.

The RBI is managed by a Central Board of Directors, four Local

Boards of Directors (Mumbai, Calcutta, Chennai, New Delhi) and a

committeeof Central Board ofDirectors. TheRBI has22 regional offices,

most of them in the state Capitals. Four subsidies of the RBI are

i) National Housing Bank (NHB)

ii) The National Bank for Agriculture and Rural Development

(NABARD)

iii) The Deposit Insurnce and Credit Guarantee Corporation of India

(DICGC).

iv) And Bhrtiya Reserve Bank Note Mudrank Private Limited

(BRBNMPL).

15.2.2 Role of the RBI
A) Note Issuing Authority :

The RBI has a sole authority of printing notes for other than one

rupeenotes andall coins. This function is discharged through18 regional

issue offices. The notes printed at four note presses. 1) CurrencyNote

Press, Nasik

2) Bank Note Press, Dewas

3) Mysore Press

4) Salboni Press

TheBank can issue notes against the security of gold coins, foreign

securities or govt. securities.

B) Monetary Authority of the Country :
The RBI is as an apex institution, formulates the monetary policy

for the country – like Bank rate,OpenMarketOperations, CashReserve

Ratio etc. the RBI regulates the cost and availability of credit in the

country.Monetary policy has been used as an important vehicle through

which financial sector reforms are introduced. The RBI also tries to

regulate the direction or utilization of credit to encourage the flow of

bank credit into the small scale sector, agriculture, housing, infrastructure

etc.



214

C) Government’s Banker :
As a banker to the government, the RBImanages all the financial

activities of Central as well as the State governments.Accordingly, the

RBI i) manages public debt ii) Provides banking services to the

government iii) Handles the government’s banking accountsmaintained

at CentralAccounts Section, Nagpur iv) Manages special governmental

funds and v) provides loans to the govt.

D) Regulator of financial system :
In order to protect the interest of the depositors and to provide

easy banking services to the public, the RBI gets as a regulator of

financial system. Under this function, the RBI i) supervises the activities

of commercial banks, non –bank financial institutions and co-operative

banks ii) takes important measures to bring about structural changes

and improvements in the financial system iii) manages and regulates

the foreign exchange related transactions iv) Takes steps to develop

money and capital markets. v) Takes responsibility of collecting and

publishingmoney, banking and economy related statistics.

E) Promotional Role of the RBI :
TheRBIhasperformmanymore functions, other than the traditional

functions of the central bank.As the RBI is central bank of developing

country like India, it needs to perform some proportional and

developmental functions. Under this, the RBI has promoted the

establishment of many specialized financial institutions like NABARD,

Finance Limited etc. Similarly RBI, ICICI, IDBI, National Housing Bank,

Infrastructure, Development, has taken deliberate steps to encourage

credit flow to the priority sector in the economy. Rural credit andmicro –

credit schemes are initiated by the RBI.

15.2.3 Conclusion :
To sumup , therehasbeenachange in the content andsignificance

of the functions of RBI over time. Maintaining financial stability has

becomemore important objective today, with liberalsiation of financial

sector. The RBI has been successful in strengthening and stabilizing

country’s financial sector. Further steps are being taken to enhance

flexibility and efficiency of Indian financial system.

Check your progress :
1.What are the twomain objectives of RBI ?

2. State the various functions performed byRBI.
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15.3 Security and Exchange Board of India (SEBI)
Financial liberalsiation of Indian economy created a need for

strongmeasures to safeguard the interests of small investors. In order

to maintain capital market displine, SEBI was established.

15.3.1 Organisation of SEBI :
SEBI was established onApril 12, 1988 but it became functional

only since 1992. Theboard ofmembers of SEBI consist of a chairperson,

two members from the officials of the RBI and two other professionals

having expertise in the securitiesmarket. Main objectives of SEBI are :-

1) Investor Protection

2) Steady flow of savings

3) Fair practices by issuers

4) Promotion of efficient financial service

5) Transparency

15.3.2 Functions of the SEBI :
The function performedby theSEBImaybegrouped into two categories.

:-

a) Regulatory Functions

b) Developmental Functions

Under the regulatory functions, the SEBI

i) Registers and regulates theworking of stock brokers, sub-brokers,

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

registrars to an issue, merchant bankers, underwriters, portfolio

managers, investment advisors and such other intermediaries

associated with the securities market.

ii) Register and regulate the working of the depositories, depository

participants, custodian of securities, foreign institutional investors,

credit rating agencies or any other intermediary associated with

the securities market as the SEBI may specify by notification.

iii) Register and regulate the working of venture capital funds,

collective investment schemes, includingmutual funds.All these

intermediaries can function in the securities market only after

obtaining a certificate of registration from the SEBI. The SEBI has

power to cancel registration of any intermediary if it is found to be

indulging in any unfair trade practices in capital market

iv) Undertakes inspection of stock exchanges regularly to ensure fair

and free environment for the investors.

v) Formulates policies to bring about safely, integrity and stability in

Indian securitiesmarket.
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Under the development functions, the SEBI undertakes following

activities :

i) Promotion of education and knowledge about securities market

among investors .

ii) Promotion of self-regulationmechanism in the securitiesmarket.

iii) Providing training to the market intermediaries.

iv) Promotion of code of conduct and fair practices.

v) Conducting of research and publishing of information related to

stock market activities

15.3.3 Highlights of SEBI’s performance :
Since its establishment, the SEBI has been successful in

introducing reforms in the capital market. As a fully autonomous body,

the SEBI has been an authoritative body to regularize and promote

securitiesmarket. Following are the salient pointswhichwill help judging

the performance of the SEBI.

� At least 20% of the active brokers have to undergo detailed

inspection every year.

� SEBI has been carrying out inspection of the books and records

of subsidiaries to ensure that these aremaintained in a prescribed

manner.

� During 1992-93 and 2005-06, 1,073 cases were taken up for

investigation by the SEBI out of which 836 cases have been

completed. These cases includemarket rulesmanipulations, over

ruling the take over regulations, inside trading , etc.

� UnderSEBI (Mutual Funds)Regulation, 1993, all themutual funds

are registered under with SEBI. In 200-01, disciplinary action was

taken against several mutual funds for violating the rules.

� Self- RegulatoryOrganisations (SROs) are promoted by the SEBI,

to share the responsibility of controlling the capitalmarket activities.

Theyare subject to the same rules regarding registration, inspection

and enforced by the SEBI. But since they aremore aware ground

realities, they can prevent manipulative activities in capital market

more efficiently.

� Protecting investor’s interest has been SEBI’s important objective.

It issues many guidelines for them. It has introduced automated

complaint handling system that helps is faster resolution of

complaints. There is a “Guidance Division” of SEBI to deal with

the complaints. It is a claimed that the redressal rate is 94.53%.
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15.3.4 Conclusion :
The SEBI has been aiming at capital market stability with growth.

With introduction of reforms in primaryand secondarymarkets, theSEBI

is aiming at modernizing the Indian Capital market. Computerization,

automotive processes and other technological advances have changed

the very face of the market. SEBI has been largely responsible for this

transformation.

Check your progress :
1.Write a note on ‘ Functions of SEBI’ .

2. Comment on the performance of SEBI.

15.4 Insurance Regulatory and Development Authority
(IRDA)

With privatisation of insurance sector, a need was felt to regulate

the further growth of this sector. The IRDAwas constituted under IRDA

Act of 1999with an objective of developing and regulating the insurance

sector of the country. Initially it was known as Insurance Regulatory

Authority but later it not only remained a regulatory body issuing

guidelines and clarifications but it wasalso supposed to play promotional

and developmental role . So it was given the new name –IRDA. The

IRDA has four full-time and four part timemembers and a chairperson.

15.4.1 Functions of the IRDA :
Section 14 of the IRDAAct, 1999 lays down the duties of the IRDAas

follows.

1. To regulate, promote and ensure growth of insurance business.

2. To issue a certificate of registration to the applicant renewor cancel

the same, if the need arises

3. To protect the interest of the policy holders in settlement of claim

and terms and conditions of the policy.

4. Specifying the code of conduct, qualifications and practical training

for the insurance companies and agents.

5. To control and regulate the rates and the terms and conditions in

the context of general insurance.
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6. To call for information, undertake inspection and conduct

investigations includingaudit of an insurer, intermediaries andother

related persons.

7. Specifying the manner in which the books of account will be

maintained and submitted by the insurer and intermediaries

8. To regulate the investment of funds by insurance company.

9. To regulate themargins of solvency.

10. To settle the disputes arising between the insurer and an

intermediaries.

15.4.2. Role and performance of IRDA :
Since its inspection, the IRDA has attempted to introduce many

reforms to develop and regularize the insurancesector. IRhas introduced

a file and use procedure for the record of every new financial product

introduced by an insurance company. Under this, each company has to

file all the details with the copies of terms and conditions, with the IRDA.

Secondly, the IRDA has specified the minimum educational

qualifications for the insurance agents. Thirdly, for the encouragement

in research and development in insurance sector, the IRDAhas entered

into the Memorandum of Understanding (MoU) with Indian Institute of

Management (Bangalore) . Forthly, the IRDAhas takenmany steps to

protect the interest of the policy-holders. The policy documents should

be made available in simple and easy language. Lastly, in order to

spread insurance service in the rural areas, the IRDA has made it

compulsory for every insurer to do the business in the rural areas.

15.4.3 Conclusion :
The IRDAhas been playingan important role, not only in the Indian

economybut by providing risk coverage for shippers and importers and

for the financial institutions providing credit for foreign trade related

activities, the IRDA has become international in nature. The IRDA is

assisting the government policy of encouragement to export sector

through its operations in many other countries. With privatization of

insurance sector, a need was felt to have a regulatory authority which

will not only supervise but also promote the insurance related matters.

The IRDA is quite competent to face the challenges before it.

15.5 SUMMARY
With expansion of financial system and complications of financial

activities, a dire need is felt about the regulation of these activities.

Liberalizing the financial sector on the one hand, and maintaining the

transactions in this sector tominimize losses to the shareholders on the

other hand, is a very difficult task. Indian financial authorities are
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successful to a great extent, to maintain the balance between these

two.

15.6 Questions
1. Discuss the need for regulation of financial activities in Indian

Financial System.

2. Write a note on IRDA

3. What factors led to the establishment of the SEBI ? Howdoes the

SEBI function ?

4. Discuss the role of the RBI in regulating the financial activities in

India ?
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