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Financial System and Economic Growth,

Unit-2: Financial Markets- Money Market
Structure and Functions. - Instruments in the money market -Treasury Bill,
Call Money Market, Commercial Papers, Certificate of Deposits and
Commercial Bills. Money Market Intermediaries: The Discount and Finance
" House of India and Money Market Mutual Funds.
.- Liquidity Management Instruments in the Money Market - Money Market
_ De.rivatives. . g :

Unit- 3: Financial Markets- Capltal Market _
Structure and functions of the capital market - Primary Equity Market: -
Instruments of resource mobilization- Public Issues, Right Issues, and Private
Placement. Resource mobilization from International Capital Market.-
Secondary Equity Market: Functions of the secondary market. The Stock
market and its operation. Stock Market Index- The BSE Sensex and the
. NSE Nifty - Derivative Equity Market: Nature of Derivatives and their
benefits. Types of Financial Derivatives. - Debt Market: Participants in the
Debt Market- The Private Corporate Debt Market, The PSU Bond Market
and the Government Securities Market, MF Role and types of MF —
Concepts of NPV.

Unit-4: Valuation of Financial Assets _

The time value of money and asset pricing - The valuation of debt instruments
-The equilibrium price and quantity of bonds: loanable fund approach,
Demand and Supply approach. - Valuing stock and other assets- income
stocks and growth stocks -Equilibrium price and value of stock transactions.

Unit-5: Financi;\a’l Sector Reforms '
Evolution of Banking System in India - Banking Sector Reforr.s - Reforms
in the Capital Market.
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Paper Introduction: _ _ _

This paper is basically designed to give the readers a generalised
concept of the financial systems with special emphasis on the
Indian ﬁr_xancnal System. Study of the paper will enable the readers |
to have an over all understanding of the functioning of the financial
system, its various components, asset valuation and the reforms
which it has gone through. It will also enhance their knowledge
about various problems within the system and will give a general
- perspective of the remedial steps taken therefore.

The paperhas the foﬂowmg five (5) units:—

Unit1 : TheFinancial System _

Unit 2 : Financial Markets- Money Market

Unit3 : Financial Markets- Capital Market ~~ *
Unit4 -: Valuationof Financial Assets = -
Unit5 : Financial Sector Reforms
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| ~ Unit-1
THE FINANCIAL SYSTEM

" Content:
1.0 Introduction
1.t Objectives '
1.2 Financiai System-Formal and Informal Sector -
1.3 IndianFinancial System
i.4 . Components of the Financial System
1.5 Function of the Financial System
1.6 Relationship between the Financial System and Ecanonuc Gmwth
1.7 Summing Up
1.8 Exercise '
. 1.9 Reference and Suggested Readings

1.0 = Introduction
The financial system of acountry is very important in determining the economic
growth of the country. It helps to channelise the flow of funds from those
who save to those who invest. In this chapter we basically try to know

_ about financial system- its components, how they function, how they influence
economic growth etc. A Knowledge on financial system and its related
concepts help us to make better financial decision. Thus is because financial
decisions are generally taken within the context of  financial system. So, to

“ensure effective financial decision making, an undastmdmgof the financial
system is important.

1.1 Objectwes
This chapter is designed to fulfil the following objecnves- o

to have an understanding of the financial system and its various
components;

to getan idea about the formal and informal sectors of a financial
syster; '

to have an idea about the Imhan ﬁnartmal system;
- to understand the functions performed by the financial system, and

also to know about the :relaﬁonshlp between fmancxal system and
economic growth.
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12 Financial System-Formal and Informal Sector
Definition:

A financial system is a complex and well integrated set of sub-systems like
financial institutions, financial markets, instruments and services which help
in the efficient transfer and allocation of funds from those who havc surplus
- of fundsto those whohavea deﬁczt

In most countries we find financial dualism., It refers to the co—emstencc of
both mefom:al and informal financial sectors.

The formal financial sector is an organized and regulated system which cater

- to the financial needs of the well off and literate clientele who can satisfy

their strihgcnt' loan conditions. On the other hand, the informal financial

‘sectoris unorganized and unregulated system which pmvldes savmgs and

credit facilities for the rural spheres of the economy. The informal sector
mobilizes rural savings and small savings from low income households. 7

1.3  Indian Financial System y B
The Indian financial system can be broadly classified into- formal financial
sector and informal financial sector. The Ministry of Finance, Reserve Bank
of India (RBI), Securities and Exchange Board of India (SEBI) looks after
the formal financial sector of the country. The RBLestablished in 1935 is
the Central Bank of the country. It acts as the regulator of the ﬁnanczal and
banking system, formulates monetary policy and puts forward eXChangc
control norms. The SEBI on the other hand is the mgulatory auﬂlonty for
the capital markets in India.

The informal financial sector consists of moneylendets, Iand]ords traders,
~ groups of people who function together as “associations’,  firms consisting
oflocal brokers, pawnbrokers etc..

The Indian financial system plays an important role in the proce_ss of
development of the country by mobilizing the savings of the_ peopleand
allocating them far investment. For mobilizing the savings of the people, we .
have in India the banks, mutual funds, investment funds, insurance companies

. etc. Again for investment we have the financial institutions, individual
investors, etc. Anothér important part of the Indian financial systcfn isthe
Indian money market, which deals with short term funds, and Indian capztal
market, which deals with long term funds.
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14  Componentsof the Financial System
The formal financial sector consists of the following components-
() P’manczal Institutions
Gi) Financial Markets
(1) Financial Instruments
(iv) Financial Services

() - Financial Institutions : s
 These are the institutions which mobilize savings and helps in the efficient
allocation of funds. Financial institutions act as intermediaries. They are
responsible for transferring funds from investors to companies who are in

need of these funds. Financial institutions help in facﬂxtang&leﬂowdmwy
_ inthe economy.

The financial institutions can be broadly classified into- banking and non-
banking financial institution. lebmﬂongactasboﬂlﬂwmeatmmﬂwveyor
of credtit while the non-banking financial institution act only as the purveyor
~of credit. Some major institutional purveyors of credit in India are-
developmental financial institutions (DFIS), non banking financial companies
(NBFSC), housing finance companics HFC) etc. '

_ Finance institutions can be also classified as term finance institutions. Some
example are- Industrial Development Bank of India (IDBI), Industrial
Finance corporation of India (IFCT), Industrial Credit and Investment
Corporation of India (ICICI), the small Industries Development Bank of
India (SIDBI) and the Industrial Investment Bank of India (TIBI).

Again there are certain specialized finance institutions like export import
Bank of India (EXIM), Tourism Finance Corporatnon of India (TFCI),
National Bank for. Agricultural and Rural Development (NABARD)etc
which can also be termed as financial institutions.

Institutions like UTI, LIC, GIC mutual funds etc. are also regarded as
financial institutions. Then there are certain other state financial institutions
like state financial corporation (SFC) and state Industrial development
corporatmns (SIDC) etc.

Inreoentumcs mcmicafthcﬁnmalmsuwnons have become more diverse
and dynamic. '
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ii) . Financial Markets:

These markets cnable‘people to deal in financial securities at low transaction
costs and at prices that reflect demand and supply. Financial securities include
stocks, bonds, shares, debenmses elc.

The financial market in India is broadly classified into the money market

and the capital market. Money market deals with short term securities while ©
the capital market deals with long term securities. Generally, long term
securities are those securities which have maturity period of one year or

The capital market can be further classified into primary market and
secondary market. Primary market is a market for new issues. But the
secondary market is where old or existing securities are traded.

iii) Financial Instruments:

Financml instrurnent s like a documnent showing the legal agreementof some |
sort of monetary value. Ttis aclaim against a person or an institution for
paying a certain sum of money at a future date with or without apenod:c
payment of interest. Financial instruments include shams debemmes, bonds
elc. : ; ; :
Financial securities are financial instruments which can be either primary
securities or secondary securities. Primary securities include equity shares
and debentures. They are also called direct securities because they are
- directly issued by the ultimate bormowers to the ultimate savers. But secondary
securities are issued by the financial intermediaries to the ultimate savers.
So, they are also called indirect securities. Some examples of secondary
securities are bank deposits, mutual fund units, insurance policies etc.

Financial instruments are tradable and marketable instruments. So, peaple
can hold a portfolio of different financial assets which would help to reduce
theirrisk. There are different types of financial instrumerts which differ from -
each other in terms of marketability, return, risk, transaction cost, liquidity
elc. ; : E

iv)  Financial Services:

Financial services mainly fall into the following cate'gories—funds
intermediation, payxmntrmchamsm provision of i;qmdxty, risk managerent -
and financial engmecnng
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These services which help in botrowing and funding, buying and selling of
securities enabling payments, managing risks etc. came under financial
services. Financial services basically help in intermediating the funds. Fund
intermediation have become even more quick and convenient due to.
improvement in information technology.

" A very important financial service lies in risk management. Peopie need
protection from different types of risk like that of fluctuations in interest
rate, exchange rate fluctuation etc. Financial services can helpin transfélﬁng
risks so that people can shift the burden of risks to others who are willing to
bearit. '

There are certain other financial services also which are pmvidcdbyﬂnamial
intermediaries. They are merchant banking, leasing, hire purchase and credit
rating. Generally, financial services are provided by banks, insurance
companies, mutuial funds and stock exchanges. Financial services also hclp

to fill in the gap in knowledge on the part of the investors. The investors '

prefer to be sure before they invest their money. Financial services thus
protect the investors interest and their money. Thus, we see that financial
* services are very essential in the financial development of an economy.

The above four components of financial system that we have discussed do
not function alone. They are interdependent and interact with each other for
the proper and efficient functioning of the financial system.

15  Functions of the Financial System

‘Iheﬁnancialsysmpelfonnsceﬂmn unpmimtflmtmm which we discuss
helow—

@ Mbbilize and allocate savings : Financial system helps in
- - mobilizing and allocating savings in an efficient manner and acts
as a link between the savers and investors.

(ii)  Optimum allocation of risk bearing and reduction:.
' Optimum allocation of risk bearing is an important function of
financial system. It heips to reduce the risk associated with the
~ dealing of various financial assets. Financial system helps in
reducing risk and also provides protection to the investors by
providing insurance services. A financial system provides ways

to manage risks.

(ifi} M_on’imr corporate performance: In a financial system,
_financial markets and financial instititions not only help to select
- the projects for investment but they also help in monitoring the
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perfbrmance of these investment projects through corporate
control like they threaten to take over the poor performing firms,

(iv) ~ Provide payment and seitlement systems : Financial system
- provides payment and settlement mechanism for the quick, safe
and timely movement of funds. An efficient payment and
settlement mechanism helps in the economic growth. Banks
provide the payment mechanism through various facilities like
cheques, promissory notes, credit and debit cards etc. while
the settlement mechanism is done through depositories and other
such ways. Thus, we can say that a financial system provides
. ways to transfer economic resources through time and across
geographic regions. _

(v)  Provide price related information : Financial system provides
price related information which eventually helps in taking
economic and financial decisions. Financial system by providing
information related to price helps people to form a correct
opinion about investment or disinvestment. It also helps the firms
in selecting the appropriate investment projects. Price related
information also helpsin mmagmg risks.

(vi)  Lowersthe cost of transaction: An efficient financial systcm
helps in lowering the transaction cost as also the cost of |
borrowing, It also belps to create an incentive among peopie o
save.

(vii)  Promote financial deepening and broadening: An efficient

~ financial system helps topromote financial deepening and financial

broadening. Financial deepening refers to the rise in financial

assets as a percentage of the GDP while financial broadening

indicates the increase in the no. of partici; pants and financial
instruments,

Thus, these are some of the function of the financial system. A ﬁnaricia.l
system may perform some other functions as well.

Check Your Progress:

1. Whatisfinancial system?

2. Who guides the formal financial sector in India?
| 3. Namethe components of the financial system.
4

. Differentiate between financial institution and financial markets.
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Differentiate betwa.cn money market and capital markzt
Whatisa financial instrument?

What does financial services include?

Mention three functions of the fitiancial system.

© ® NS G

What is meant by financial deepening and financial broadening?

1.6  Relationship between the Fmaneial System and Economic
Growth

There is a two way relationship between fmancial system and economic .
growth. A well functioning and efficient financial system s very essential for -
the smooth functioning of the economy. In fact, an efficient financial system
is considered to be a prerequisite for economic growth. There is a close
~ interlink’ between financial system and economic growth, Now, we know
that capital formation is highly essential for economic growth and for capital
-~ formation we need to mobilize savings. The financial system of a country
helps to mobilize savings by diverting it to more productive uses, The financial
system besides increasing the volume of savings also increases the level of
‘competition in the economic scenario by providing a diverse range of financial
instruments and services. This helps to direct the resources towards the
most productive use which yields the highest return. This is turn stimulates
growth. |
A financial system also helps in increasing liquidity and evaluating the various
_financial assets in the economy which helps to snmu]ate the growthin the
economy.

Economics growth, on the other hand, also helps in developing the financial

system of a country. For instance, during the 1970s when there was an
"increasing demand for risk management services, the financial systems
" responded by developing many new risk management products.

Again, financial markets play a vital role in developing a well balanced and
efficient financial systermn. The money market and the govt securities market
helps the central bank to conduct its various monetary policies when the
domestic financial system is linked to the international financial system it
resultsin an increase in the flow of capital, helps reduce risk by diversifying
the portfolios and resulis in economic growth. '

Thus, we see that financial markets, financial institutions and instruments
play an important role in fostering the economic growth of a nation. Likewise
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higher economic growth also results in adcvclopcd and well functioning
financial systermn.

1.7 SummingUp

Thus we have seen that financial system through its various interlinked sub-
systems helps in the efficient transfer and allocation of funds and stimulates
economic growth. The Indian fimancial systern is broadly classified into formal
and informal sector, The formal sectors contains financial institutions, services,
instrumnents and markets all interdependent and interacting in efficient
allocation of funds. On the other hand the informal sector consists of

" landlords , noneylenders, traders etc woricmg mdepmdmﬂy and usually in
small scale.

.8 Exercise

1. What s a financial system? What are the different components of
financial system? '

2. Define financial market. What are money market andca;ntal market?

3. Mention somunpoﬁmtﬁummsofﬂwﬁnmal system.

4. Discuss about the mter—relahmshlp bctwem financial system and
economic growth. -

5. Write shortnoteson-
(a) Financial Instingtion
(b) Financial Services

1.9  Reference and Suggested Readings _

1. S.B. Gl.ipta : “Monetary Economics : Institutions, Theory and
Policy”. :

2. Bharati V. Pathak : “Indian Financial System", Pearson Publication,

Bodie, Merton and Cleeten “Financial Economics”, Pearson
Education.

4. V.A.Avadnani : “ Studies in Indian Financial System”.
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Unit-2 :
FINANCIAL MARKETS- MONEY MARKET

Content:

2.0 Introduction
2.1 Objectives
2.2 Money Market-Structure
2.3 Money Market-Functions
2.4 Money Market Instruments
2.5 TreasuryBill
2.6 Call Money Market
2.7 Commercial Papers
2.8 Certificate Papers
2.9 Commercial Bills
2.10 Money Market Intermediaries _
2.10.1 The Discount and Finance House of India
2.10.2 Money Market Mutual Funds _
2.11 Liquidity Management Instruments in the Money Market- Money
. Market Derivatives
2.12 Summing Up
~ 2.13 Exercise
2.14 References and Suggested Readings

20  Introduction

Financial marketsmeﬁnimpmtmnaxnpommomwﬁnmcialsm“dﬁm
provides a mechanism for people to deal in financial assets. Money market
is an important component of the financial market. It deals with those financial
assets which have a maturity period of one year or less than that. .

2.1 Objectives " ;
This chapter is designed to fulfil the following objectives—

to know in details about the structure and functions of the money
market; :

+  tohave anidea about the various instruments in the meney market;
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to be able to distinguish between the various miey market instruments; _

to have a knowledge about the intermediaries in the money market;’
and

* to know about the money market dexiva_ﬁves.

In this chapter we basically ry to knéuw about the money market, how it
functions, what are its various instruments and how do they help the people
in fulfilling their financial needs. _

2.2  Money Market-Structure ,
Money market basically deals with short term instruments which are deemed

- asclose substitutes of money. It deals with assets for short term bomrowing,
lending, buying and selling maturity of one year or less.

The money market is an impertant constituent of the Indian financial system.
The money market in India comes under the diroct purview of the Reserve
Bank regulations. The money market is useful as it fulfils the borrowingand
investment requirement of the users of short term funds. . -

Some basic characteristics of the money market are highlighted befow —
@ Itisacollection of markets for various instruments.
@ Hisnota physical location: trading is usually done over the counter.
(@) It balances the demand and supply of short term funds.

Gﬁ) Some players of the money market are Reserve Bank of India
(RBI), Discount and Finance house of India (DFHI), mutual funds
banks, non banking ﬁnancecompaniﬁs (NBFCs), state govemments
etc. - : '

23 Money Market-Functions
A money market generally performs the following functions-

(®  Ittransfers money from parties with surplus funds to parties with
~ deficit funds.

@ Itprovides a balance between the demand for and supply of short
term funds. | :

@) Iti_nﬁucncés liquidity and the level of interest rates in the economy.
(iv) Irallows governments to raise funds. '
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v It helps to implement the monetary policies

vi) It pmwdes easy access to the users of short term fund to fulfill their
various requirements.

- (vii) Italsohelps in developing a market for long term securities.

24 Moﬁey Market Instruments

The money market in India is very diverse at present and it has evolved a

lotin the past few years from the conventional treasury bills and call money

to commercial paper, commercial bills etc and also includes FRA's and IRS
morerecently.

In his chapter we shall discuss about the following money market instruments:
@) Treasury Bills(T-Bills) |
@ Call MoneyMarket
@) Commercial Papers (CPs)
(iv) Certificate of Deposist (CDs)
(v) Commercial Bills (CBs)

25  ‘Treasury Bill (T-Bill)

Treasury bills are instruments of short term borrowing issued by the govt
(central/ state) to overcome short term dificiencies in hquidity. Treasury bills
are an important component of the money market. They are usually issued
tofill in the gaps between the govt receipts and expenditure.

Treasury bills are promissory notes issued at a discount. They are highly
liquid and negotiable and give an assured yield. Treasury bills are actually
issued by the Reserve Bank of India and they involve low transaction cost.

There are three types of T- Bﬂls

{(a) On-Tap bills: These bills could be boughtfmmme Reserve Bank
azanmmaaﬁﬁﬁpemmtButhﬁmmeﬂ}eyiost&mrmmm
and eventually they were discontinued from 1* April, 1997.

(b) Adhoe Bills: The adhoc bills which were introduced in 1955 were
actually created to make up for the deficit in the govts account. The
govtof India decided alongwith Reserve Bank that it would keep
with the RBI a minimum balance of not less than Rs.50 crores on
Fridays an Rs.4 crore on other days. If the balance was less than
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this minimum value, then the adhoc bills woutd be issued to make
up for the deficit. But these bi“S were also discounted from 1#
April, 1997.

(¢} Auctioned T-Bills: These bills were introduced in April 1992. The
participants bid in an auction conducted by the RBT and the RBI
then issues the bills. Presently. T bills are issued for 91 days, 182
days and 364 days.

2.6. Call Money Market

This is a short term money market where lending and borrowing takes
place within a short period of time-between 1 days- 14 days. If the transaction
takes place in 1day it is called money at call but if transaction requires more
than 1 day then it is called money at short notice.

The rate at which borrowing and lending takes place in the call money
market is called the call rate and it is market determined. The call money
market basically helps to balance the deficits and surpluses of the banks
and other institutions. Since non-bank entities are not allowed to participate
in the call money market so it is also called inert-bank market. But the call
money market is highly liquid as the money lent can be called back at any
There is a linkage between the call money market and other markets, For
instance, if investment in commercial paper is more lucrative then the
participants can borrow money from the call money market and invest them
- inthe profitable commercial paper.

But the call money market is not an effective imtmnmmmobilimm
because its scope is véry much limited and the number of participants is
less. Generally the participants belong to the organized sector and the
unorganized sector is left out.

2.7 Commercial Papers

Commercial paper is a short term promissory note issued by large
corporations, primary dealers and all India financial institutions to meet their
short term debt obligations. Commercial paper is negotiable and transferable
and has fixed maturity period. As commercial paper is not backed by
collateral so only those firms which have excellent credit ratings from a
recognized rating agency are able to sell their commercial paper ata proper
price. The minimum credit rating is P2 of CRISIL or equivalent rating by
other agencies.
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The commercial papers were introduced by the Reserve Bank in January

1990. 1t is usually sold at a discount, which is determined by the market
forces. :

There are certain guidelines however for the issuance of commercial paper
which we briefly mention below-

() Those corporates, primary dealers and all India financial institutions
- whose tangible net worth is not less than Rs.4 crores are considered

to be eligible forissuing commercial paper.

(i) -They should have the minimum credit rating.

(iif) The maturity period for commircial paper is between a minimum of
7 days and maximum upto one year from the date of issue.

(iv) Commercial papercan be issued in denominations of Rs. 5 lakh or
its maltiples.

A commercial papamalsobeissuedin dematenabzed form at a discount.
* Butitis not mandatory to underwrite the issue of a commercial paper.

There are certain factors however for which this instrument is still notproperly
developed. There is no active secondary market for commercjal paper.
The issue of commercial paper involves certain administrative difficultics -
also. Again, the minimum maturity period of 7days also inhibit the growth of
the commercial paper market. Even then, the commercial paperis' a good
instrument to raise short term finances.

2.8  Certificate of Deposits

- Certificate of deposit is 2 money market instrument by which the resources
can be mobilized. Certificates of deposits which were introduced in June
1989 are short term, negotiable and tradable time deposits issued by
commercial banks and fipancial institutions. Since certificate of depositis a
time deposit, it is also subjectéd to the provisions of SLR and CRR but
fundamentally certificate of deposit is different from time deposit.

. Cenificate of deposits are highly liquid and marketable. They may be issued
in physical form or dematerialized form. They are issued generally by
commercial banks and financial institutions. The commercial banks canissue
certificate of deposits foramaturity within 7 daysto | year. But for certificate
of deposits issued by the financial institutions, the maturity penod varies
from 1 yearto 3 years.*
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- The commerciai banks can issue certificate of deposits according to their
need. There is no limit as to how much they can invest in certificate of
deposits. But in case of financial institutions, there is a ceiling limit prescribed
by the RBI. This limit is set by the net assets owned by the financial

“institutions. The minimum denomination for certificate of deposit s 1 lakh.

There are a no. of investors who can invest in certificate of deposits like
individuals, corporations, companies, frusts, funds, etc. The NRI s can also
invest in certificate of deposits but in their case they are not transferable.

But the certificates of deposits are not much popular for a number if reasons-
() Thesecondary marketis not well developed. ‘

@ ‘Thenumberof participantsis 1 lakh and one hasto wait for minimum
1 year. . 2

(i) There is no buyback facilities or loan facilities.

@v) The certificate of deposits carry a fixed rate of interest and the
discounted value is also calculated on this fixed rate of interest so,
- some investors may not favour these certificate of deposits.

But certificate of deposits are a good instrument for the commercial banks
to raise funds to fulfil their short term requirements.

29 Commercial Bills

Commercial bill is a short term negotiable instrument arising out of credit
transaction. Whenever any good is sold for credit, the caller draws a bill on
the buyer for the amount due. The buyer also agrees to pay the amount
offer a certain specified date. The commercial bill has a high degree of
liquidity and are riskless. The credit is paid on maturity of the bills.
"The commercial bill can be of different types- '

- Demand bill or usance bill: A demand bill is payable on demand
while a usance bill is payable after a certain period of time.

Clean bills and documentary bills: In clean bills the documents
are enclosed and delivered against acceptance by the drawee while
in case of the documentary bills, the documents are delivered against
payment accepted by the drawee and the banks hold the documents
till the bill is paid.
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Inland bills and foreign bills; Inland bills are those bills which
are transacted within the country while foreign bills are these which
are either drawn outside India and payable in India or drawn in
India and payable outside India;

Commercial Bill is a tully secured form of investment since it is transferable
by endorsement. Commercial Bill also ensure greater lzqmd:ty better quality
of lendmg and money management.

The commercial bills have certain advantages over other short term money
market instruments like offer greater liquidity to their holders, they can be. -
shifted to others in the market when there arises a need for each. Again, the

commercial bills rate is also much higher than the treasury bill rate. '

‘But commercial bills are not much popular in the UDCs. Their transaction
is low because the credit system s still more popular than the transaction in
commercial bill in the UDCs. Moreover there is the absence of secondary
market in case of commercial bills. There is no uniformity in drawing
commercial bills across the country and they carry high stamp duties.

Check Your Progress:

What is amoney market?

How does a money market function?

What are Treasury Bills (T Bills)?

What is the transaction period in a call money market?
What are commercial bills? -
Who can issue certificate of deposits?

Who can issue commercial paper?

What is the maturity period of commercial paper?
What are the different types of commercial bills?

VP NO YA W

2.10 Money Market Intermediaries

- Money market intermediaries help to stimulate the money market instrurnents
and enhance their functioning and also help to develap secondary market in
these instruments. The money market intermediaries basically helpto bring
the money market instruments within the reach of the people.

Under the fnoney market intermediaries we shall basically cﬁscuss_aboﬁt
the discount and Finance House of India (DFHI) and Money Market Mutual
Funds (MMMfs).
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2.10.1 The Discountand Finance House of India (DFHI)

The DFHI is a joint stock company owned by the RBI, public sector banks

and all India financial institutions. It was setupin Apnl 1988 but it began

- operating from July, 1988 onwards. '

The DFHI performs certain important functions in improving the functioning

of the money market. The DFHI helps to develop secondary marketin the

money market instruments so as to improve their activity. The DFHI also

undertakes short term buy back operations for the government securities.

The DFHI basically helps to mobilize the resources from the financial
institutions, commercial banks and corporate houses and then lends them in
the money market. Thus, the DFHI helps both in raising short-term money
_ andininvesting the sutp_luses. The DFHI deals in all the money market
* instruments like call money markets, treasury bills, commercial bills,

commercial papers and certificate of deposits and also govt securities. The -

DFHI provides buy back facilities to the bank and the financial institutions
in terms of the above mentioned instruments.

There has been an increase in the tumnover of the DFHI in its financial
transactions in the past few years. But the tumover has been more in the
call money market followed by the govt securities and treasury bills. There
hasn’t been much business dealings in the other instruments fike certificates
of deposits, commercial papers and commercial bills. Now if the DFHI
wants to improve the activity of the money market and carry on with its -
objective of depending the money market it has to devck)p these other
~ instruments.

The RBI disinvested its shareholders in March 2003. The SBI thus became
the major shareholder and the DFHI became its subsidiary from 31% March,
2003. Again in April 2004, SBI Gilts Lid was merged with the DFHI Ltd
and this merged entity was named SBI DFHI Ltd. '

2.10.2 - Money Market Mutual Funds (MMMF)

Thesé money market mutual funds (MMMFs) which were introduced in
April 1991 invest exclusively in money market instruments. They provide
avenues for investment and helps in bringing thenmy market instruments
within the reach of the people.

The MMMFs were under the purview ofthc RBI but since March 7,2000
. they have some under the purview of the SEBL
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The MMMF mobilizes saving of the small investors and invests them in the
money market instruments. So, they fill in the gap between the small investors
and the money market.

A task force was set up to examine the framework of the MMMF and
based on the recommendations made tiy this task force a new scheme of
MMME was announced by the RBI in April 1992. But since then several
modifications have been made like removal of ceiling for allowed to set up
MMMFs, MMMFs were allowed to invest in corporate bonds and
debentures etc. All these modifications helped to make the MMMFs more
attractive and flexible. But for the MMMFs to grow the money market has
to grow in volume and depth. '

2.11 Liquidity Management Instruments in the Money Market-
Money Market Derivatives

Derivatives helpin managing risks. A derivative s basically a financial contract
whose value depends on some underlying asset. By absarbmg risks,
_ derivatives increase the liquidity in the market.

InJ uly 1999, RBI laid down guidelines to introduce two money market
derivaﬁvcs- interest rate swaps (IRS) and forward rate agreements (FRA).
These are over the counter derivatives. IRS and FRA provide depth to the
money market and also enable people to hedge interest rate risk which may
arise due to lending or borrowing at fixed or variable rates of interest.

2.12  SummingUp

In this unit an introduction to money market and its various instruments
were made. Money market basically deals with short term instruments
deemed as close subsututes of money. This chapter discussed the money
market instruments as T-Bills, call Money Market, Commercial Bills etc.
Further the unit also discussed the money market intermediaries such as
DFHI and MMMEF which helps to stimulate the money market instruments
and enhance their functioning and also help to develop secondary market in

these instruments. Further, the unit discussed money-market derivatives
which helps in managing risks. :
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2,13  Exercise

1.

® N oA woN

What is money market? What are its functions?

Which are some of the common money market insuulments?
What are the features of treasury bilis?

What is a call money market?

What are commercial papers and commercial bills?

What is a certificate of deposit? Wha are its features?
What are money market inmmgdiaries?

Write a short note on the Discount and Finance House of India.

2.14 References and Suggested Rea&ings_

1.
2

Bharati V. Pathak: “Indian Financial System”, Pearson Publication.

S.B. Gupta: “Monetary Economics: Institutions, Theory and
Policy”.

Bedie. Merton and Cleeton : “Financial Economics”, Pearson

_Education.

Baye, R Micheal & Jonson, W. Bennis - “Money, Banking and
Financial Market-An Economic Approach”, AITBS Publishers.
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Unit-3
FINANCIAL MARKETS- CAPITAL MARKET

Content:

3.0 Introduction’

3.1 Objectives

3.2 Capital Market- Structure and Functions

3.3 Primary markcz Instruments of Resource Mobzlxzauon
3.4 Pricing of New Issue

3.5 Bceok Building Process

3.6 Secondary Market- Its Functions

3.7 Srcckmaﬂ(etandﬁsOpmauon-TheBSESmsexm}dﬂleNSENiﬁy
3.8 Derivative Market

3.9 Debt Market: Participants in the Debt Market
3.10 Private Corporate Debt Market

3.11 The PSUBond Market-

3.12 Government Securities Market

3.13 Mutual Fund

3.14 SummingUp

3.15 Exercise :

3.16 Reference and Suggested Readings

3.0 Inmductinn

Capital marketis an 1mparzant constituent of the financial market. Like the
money market, the capital market also plays a significant role in the financial
sector of an economy. The capital market basically deals with financial assets
having a longer maturity period. The capital market has a big role to play in
the all round development of the economy.

" 3 Objectives ;
Thjs chapter has been designed to fulfil the following objectives-
® toknow about the functions and impertance of the capital market;
o to discuss about the different components of the capital market;
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® todiscuss on details about the stock market, its functions and the
various stock market index;

to have an idea about the derivative market; -
to learn abcut the debt markét and its various participants; and

alsoto know about mutual funds, its types and its importance.

32 Capital MarkebStructum and Functions

" Capital marketisa market dealing with fnanc:a! assets havmg alonger
maturity period, generally more than a year. It is market where lcrng term
funds are borrowed and lent.

Variousinstitutions from both thepublic and the private sector sell securities
in the capital market to raise funds. Financial institutions like IDBI, UTI,
ICICI, LIC etc. act as lenders while business units corporate houses etc.
“act as borrowers in the capital market.

‘The capital market can be dmd_cd into the primary capital market and the
secondary capital market. The primary capital market which deals with
new issues is also called the ‘Market of new issue’. The secondary market
aiso called the ‘stock market’ deals with old or existing securities are traded.

A vibrant capital market is of utmost importance for the proper utilization of
financial resources of an economy. Some lmponanlfuncuuns of the capital
market are briefly mentioned below:

() Disseminate Information: The conditions in the ﬁnanﬂa] sphere
of an economy are generally not static. Any investment which is
favourable today may not be favourable tomorrow, so a continuous

stream of information is required. Capital market thus helps people
to have complete information about mvcslment as well as
disinvestment.

(if) Quick Valuation: Capital market provides a quick valuation of
all the financial assets that are being held by the people.

@{ili) Insurance Against Market Fluctuation : Capital market
provides a safeguard against uncertainties like fluctuations in the
market. Through derivative trading, capital market provides

“insurance against market fluctuations. Then there is also the
investrent protection fund.

(iv} Wider Partiﬂpatlon Capital market enhances the width of the
market by facilitating greater participation by the public and various
institutions.
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(v) Mobilise Savings: Calﬁitai market mobilizes ioﬁg»tcmi 's'a\rings
tofinance long term investments.

(vi) Efficient Allocation: Cépilal market facilitaties an efficient
allocation of scarce resource through a systern of investrnent.

(vii) Operatlonal Efficiency: Capital market enhances aperanmal
efficiency in the following manner: ;

- Through simplified transaction process.
* By lowering the settlerent timing,
Through smaller transaction cost.

3.3 Primary Market: Instruments of Resource Mobilization

Primary marketis a marketdealmg with new issues. It is also called as the
market for new issues. In this market fresh funds are mob: lised and these
fzmhﬁmdsammseddumgh new securities.

In India, new funds are raised through prospectus, rights issue and private
placement. Thus, the instruments of resource mobilization are-

(a) Through a Prospectus New issues are offered to the public
through IPO (initial public offer). According to the section 67 of
mwnpmm(mnmd:mm)ﬁa(ﬁ’m,whmanoﬁerormﬂm
is made to 50 or more persons to subscribe to shares or debentures

* such anoffer is considered to be public offering and it has to conform
with the provisions of the the Act as well as with the SEBI guidelines.
Earlier brokers used to handle the TPO but now a days they don’t,
they are done by merchant bankers,

~ (b) Rights Issue: It refers to the issue of new securities where the
existing sharcholders are given the rights to subscribe to the new
issue on a propostionate basis. These rights are given to the existing
shareholders in the form of a letter called the ‘letterof offer’. The
. shareholder can subscribe to the shares at a predetermined price.
The shareholder has four options- he can either buy the new shares
at the offer price, or he can renounce his rights and sefl them in the
open market, or renounce a part of his right and exercise the
remainder or choose to do nothing. The right issues are generally

kept open for atleast 30 days but not more than 60 days.

(c) Private Placement: Private Placement basically refers to the direct
sale of securities of a company where the company approaches
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high valued investors or institutional investors for quick money
through the conventional measures of security like shares, bonds,
debentures etc. In case of private placement, no prospectus is issued.
In this method, money can bemm\yassessedand:sqmte inexpensive
as no issue expenses are involved.

The primary market has three catcgoncs of pazncxpants—
@ Issuers of security
@) Investorsin security
(i) Intermediaries.

Intermediaries to an Issue:
They facilitate the buying and selling of secutities and thus provide services
to both the issuers and investors. There can be different intermediaries like

brokers, merchant bankers, bankers, syndicate members, auditors of the
company etc.

A merchant banker should be registered as per the SEBI Regulations1992.
He performs most of the pre and post issue functions. Pre issue functions
include drafting, examining and issuing the prospectus and application form
_ and giving publicity to the new issue or IPO. Again, some of post issue
functions include ailotting the new issues among the applicants whose
requests could not be honoured and dispatch the certificates to those
applicants who are selected.

3.4  Pricing of New Issue

Itis important to know how the new issues are priced. In the pre 1992
period, a fixed pricing mechanism was followed. The companies had to
comply with the Capital Issues (Control Act, 1947) which was regulated
by the controller of capital issues. Under this Act, if a company wants to
. raise resources, prior approval should be based on 3 aspects-

(@) Timingof the IPO;ie, whenitistobe ma.ds.l '
(6)  Thequantum of the IPO.
- {c) . Thepricingofthe IPO.

The Controller also tried to distinguish between the new and the old
companies. As per as the new companies were concemned the TPos have to
be sold at par value. But the established, old companies were allowed to




charge a premium above the par value. How much premium would be
charged depends' on 2 thing-net asset value (NAV) and price eaming value
(PEV). But this system continued till 1992 only because in 1992 the Capital
Issues Act was repealed and all sorts of controls were removed from the
markct Post 1992 there was drastic liberation in the capital market. The
new issues were priced as per the merchant bankers. They were free to
" decide the pncc of the new issues. But under such a free pricing regime,
there was a fall out while the old companies running on losses kept on
 issuing more and more IPOs to raise resource, the new companies also
nmdefa}seclmnmandcheawdmvworsto investin them. Thus free markets
became free falling markets.

Aﬁcrswhadisaster, vanwsmcasmeswaetakenuptorégulateﬂwacﬁons ,
of the merchant bankers, brokers and others. It was decided that in case of
IPO, there should be full disclosures and such disclosures should justify the
offer price by stating the potenual of the company. It was made mandatory
for the promoters to make full material disclosure about the risk factors so _
that the asymmetry of information between the promoters and investors
can be narrowed down. .

Due to the inefficiency in the functioning of the capital market'sys:ém. the
book building method was develope as an alternative method.

35  Book Building Process

The Book Building Process which is quite popularin India takes into account
- theinvestors’ demand while arriving at an offer price for the IPOs. This
process basically involves the auction of shares. The no. of shares open for

_ bid and the bid prices are indicated on a chart which helpsmc investors to
know about the price in advance..

The company appoints a book runner ie, a merchant banker who manage
the entire book building program. He prepares the draft documents and
submits it to SEBL On the basis of such subnussmn, an acknowledgenmnt
card is given to him.

The company and the book runner offers the shares within a panicular
band. This offer is not made to the general public, it is made to syndicate
. members consisting of merchant bankers, financial institutions, mutual funds,
“ brokers etc. generally, the bid offer is kept for 5 days. Once the bids are
made, a final cut-off rate is determined by the issuer (company) and the
book ninner. Butacenamquotalsfxedby them regarding the no. of shares
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that can be purchased. This is done mainly to prevent any potential takegvef :
bids. |

After a!l this, the prospectus is then filed with the Reglsu'amf Compamcs '
(ROC). After the placement process of the offer closes, the public issue

opens. The price determined in the book building process will also be
applicable to the public portion. Here we may have 3 slmanonS«

(@) Oversubscription: ¥ there are many subscribers the allotmentis
undertaken on a proportional basis.

(b) Undersubsciption: If the shares remain unsold, the unsold shares
 are refered back for private placement.

-(¢) Butifthe private placemem 18 undersubscribed, shares are brought
out furpubl:c offcr

Merits of the Book Building Process:
(® Thisisamore genuine process because it reflects peoples’ demand.
The issuers orthepmmotemarea]sobencfttedfmm the discovery
of price and demand.

() The problem of under subscription is dramatscally reduced in this
process because a certain portion of shares are pmsnld

(i) Inthis process there is cost and time reduction due to the adopnon
of various sunphﬁed procedures.

) T!nsplmalso!wh)sto boostﬂzemvestnr s confidence. Indmthra!
investors are now less afraid to i invest due to reduction in information
‘asymmetry. The syndicate members know the capital market inside
“out. They are the expert and they bid for it. These bids are informed.
choices and they determine the offer price. So the investor’s
-~ confidence is enhaniced which again throws more fund o the particular
offer. : : :

3.6 Secoli'dary Market-Its Functions

Secondary market is a market where the existing securities are traded. It is
the market in which previously issued financial instruments such as stock,
bonds, options and futures are bought and sold. The secondary market is
commonly called the stock market where various stock exchianges operate.
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_ Functions of Secondary Market:
The secondary market performs the following main functions-

() - Ithelpsineconomic growth by allocating the funds to the efficient
channels.

(i) Itenhances the liquidity of the existing securities and aiso facilitaties

- their marketability. ¥ .

" Gii) Itprovidesaquick valuation of the secunnes, which helps to measure
the cost capital, rate of return etc. : -

(v) Italsohelpstoprotect investors’ interest by regulating theﬁmw

v Secohda.ry markets provides acontinuous evaluation regarding the
. company’s performance. The stock prices act as the indicators and
induce the company to improve performance.

37  Stock Market and Its Operation-The BSE Sensex and the .
NSE Nifty -

Secondary market also called the stock market consists if the various stock -
exchanges which operate under various rules and regulations.’

The securities contracts (Regulation) Act of 1956 defines Stock Exchange

under section 2 (3) as a body of individuals, incorporated or not, which are
~ constituted for the purpose of mgulatmg and controllmg the buying and
selling of securities. :

In India Stock Exchanges basically initiated after the Companies Act was
enacted in 1850. The Bombay Stock Exchange (BSE) was formed in
Bombay (Mumbai) in 1875. The Bombay Stock Exchange was then called
-the Native Share and Stock Broker’s Association. After the BSE, ‘stock
exchanges were set up in other parts of India as well iike in Ahmedabadin -
1894, in Calcutia (Kolkata) in 1908 and Madras {Chennai) in 1937. But
with Securities Contracts Act in 1956, the stock market was developed in
a more organized manner,
With the financial reforms in 1991, we now have 3 tiers of secondary market-
National stock exchange (N SE)
Rx:glonal stockcxchanges
Over the Counter Exchanges of India (OTCEI)

"The NSE was established in 1994 while the OTCEI was established in )
1992. Presently there are 23 stock exchanges in India-19 regional stock
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exchanges, the NSE, BSE, the OTCEI and the Interconnected stock
exchange of India (ICSE).

These stock exchanges are regulated by the Securities and Exchange Béard
of India (SEBI). The SEBI mainly tries to protect the interests of the investors
and to develop and regulate the securities market.

Stock-Market Operations:

To understand how a stock market operates, we need to first know about

the llsung of securities. The companies trading in shares must be first listed

in the nearest stock exchange. But it is also possible fora company to be

listed in many stock exchanges. for listing a]sotheneaze certain conditions

like- _

@ Compamcs can obtain hsung oniy when they offer atleast 10% of
their securities for subscription by the public.

@) The net public offer shouldn’t be less than Rs.100 crores and 60% .
of the issue has to be allocated to the qualified institutional buyers -
(QIBS) or we can say that atleast 25% of the secunucs have to be
offered to the general public. .

Once acompany is listed, it has certain obligations like it has to continuously
disclose information which might have a bearing on the company’s
performance. Again the companies are also required to come out with their
balance sheet every quarter so as to enhance transparency.

Earlier there was the Open Outcry System (OOS) in the stock exchanges
where trading tock place in the floor of the stock market. Some people

- wouldmake the selling bids while some would make the buying bidsanda’ -

co-incidence between the two would result in a transaction. But then the
online screen based electronic trading system came to replace the 00S. In
this system, the broker sits in front of the computer, all the computers are
‘hooked to a common terminus where all the price sensitive information’s
are available. Once a bid is made, the broker feeds it into the computer
terminus, once the counterbids match, transaction takes place. This system
is far better than the previous system because itimparts a let of depth and
liquidity to the market.

Generally, there are two types of trading- order driven trading, where orders
from all over the country are entered into the electronic system and matched.
- The other type is the quote driven trading, where there is a market maker

-who offers both the buy and sell quotes. The BSE has both these two types
of trading while the NSE has only the order driven system of trading,
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Stock Market Index

The stock market index is basically an indicator which reflects the market
bebaviour. It indicates the day-to-day fluctuations in the stock prices and
also informs the investors about the price of the shares, The stock market
index is also used toindicate what can happen or might happen in the future.

We shall briefly mention here about the BSE sensex and NSE Nifty

_ BSE Sensex :

The Native share and stock Broker’s Association, popularly called the
Bombay Stock Exchange (BSE), was established in 1875. The Bombay
Stock Exchange is Asia’s first stock exchange. Its popular equity index is
SENSEX. it is the most widely tracked stock ma:kct benchmark index.

- NSE Nifty:

TheNaﬁmalS&ockExchmgc(NSE)mssetupbasedmrmommdanm
made by the Pherwani Committee. The NSE is also a tax paying company
as per the Companies Act, 1956. The NSE’s main index is NSE NIFTY-

an index of 50 major stocks mighted by market capitalization,

3.8 Derivative Market _

In the financial system, derivative is basically a contract. The value of -
denvanvemdmvcd&mnanamcaﬂedﬁneundmmngammsmdcdymg :
asset may be either a share, or stock market index, or interest rate, or

commodity, or currency etc. since a derivative doesn’t have any value of its
_ own soits value fluctuates with the value of the underlying asset.

 Derivative is quite similartothat of insurance. Derivatives provides protection
against market risks associated with volatility in interest rates, prices of
commuxdities, currency rates, share prices etc. derivative is a good instrument
for protecting people against market insecurities in the financial world.

Derivatives carry a lot of benefits. We briefly mention some of the benefit of
derivatives below-

() Itincreases the liquidity of the underlying asset by allowing fair
participation.

@@ Ithelpstoreduce vanous maﬁ(et tisks. It also increase the willingness
of the people toown underlying assets.
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@) Itreduces transaction cost.

(iv) Each market participant has his’her unique isk-return Ix‘efcz'énce. 50
derivatives help the investors to adjust the risk and return of their
portfolio.

(v) Itresultsinbetter price discovery.

The main need for financial derivatives arises from the fact that they help in

.. shifting nisks. Broadly speaking, there are 3 types of price risks- market
_risk, interst rate risk and exchange rate risk. Derivatives helpin hedgmg
these risks.

 Traders in a Derivative Market: |
There are mainly three types of traders in the derivatives market-

(i) Hedger: A hedgeris arisk averse person who enters the futu:es
" market mainly to reduce risk.

(#) Speculator: Speculator is arisk Jover who buys and sells securities
to make profit by bearing increased risk on the basis of speculations
 of future price movement of the underlying asset. _
(iii) Arbitrageur: An arbitrageur is someone who enters into two or

more markets simultaneously to take advantage of the price
dd’fmoesmthosemarkcts :

'lypes of Financial Derivatives.

- Derivatives can be of different types- fﬁrwards futures, options, warrants,
swaps or swaptions. In the following we briefly mention about these
derivatives.

(i) Forwards: Itoffers to acontract between two parties obliging each .
to exchange a good or instrument at a definite price in future.

(ii) Futures: These are some standardized contracts between the buyers |
.and the sellers with fixed exchange terms in a pm«assngned future
date. They are 1egally binding instruments.

(iii} Options: These are contracts between the option writers and the
' buyers. The option writers are obliged t0 seil the assets according to
the provisions of the contract. Likewise the buyers are also entitied

to buy the given asseis as per as decided in the contract.
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" (iv) Warranis: These are of longer duration, generally from 3-7 years.
- They are usually issued by companies to raise finance w:thout any
initial service cost sych as dividend or interest.

(v) Swaps: They refer to certain customised arrangements between the
counterparts to exchange some financial oblzgahens for another.

'(vi) Swaptions: These are bas:cally options on swaps. This gives the
holdcrmenghttoezmercmoe] or accept the swap at a future date.

Check Your Progress:
(i) . What is a capital market?
‘(i) Whatare the functions of a capital market‘?

' () - How are resources mobilised in a primary market?
(iv) ' Who is a merchant banker? .
(v) Whatis the book building process?
(v) What are the functions of the swmdmy (stock) market?
(vii) Whatisthe BSE? v
(viii) What is a stock market index?
(ix). What is a derivative market?
(xX) Why do we needto go for financial derivative?
(xi) 'Who are the main traders in a derivative market?
(«i) What are the different types of ﬁnarmal derivatives?

39 Debt Market: Participants in the Debt Market .
The debt market is another important component of an economy. While the
mmymwdszw:ﬁzshmmde&mmmmmmm
with long term debt instruments.

The debt market helps in the mobilization and allocation of resources. It
also helps in financing the developing activities of the govt and in managing
liquidity forofthegovtandmnmagmghqmd:tyforbomshonmm and
long term objectives.

A debt market basically comprises of the following-
* Privatccmpomtcdcbtmarket.
+ Public sector undertaking bond market
- Govt securities market.
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‘While the government securities market and the money market are regulated
by the RBI, the corporate debt market is regulated by the SEBI. The govt
securities market constitutes a major segment of the debt market.

Earlier the debt market had only afew participants like the banks but now
a days the debt market has a large no. of participants like co-operative.
banks, corporate houses, mutual funds, public sector undertakings, insurance

companies, foreign institutional investors (FIIS), primary dealers etc. '

3.10 Private Corporate Debt Market

The private corporate debt market is a market where the bonds/debentures -
of the corporates are issued and traded. Now as we know the private
corporate sector needs a lot of money for various purposes like cxpanswns.
mergers etc, they can do so by raising money through equity or through
debt. But equity is risky so the corporate try to raise funds by borrowing -
from the banks. But then again providing long term loans create problem
for the banks because they generally accepts short term deposits and that
might cause a problem in their assets and liabilities. So, the option lies in
issuing bonds/debentures in the debt market. The corporate debt market
thereby provides the opportunity to issue and trade the debt securities of
. the corporates. Banksazealsomlhngmmvestmthecorpmatcdcbtmarkel
because there is an exit route ie, whenever they are in need they can sell the
bonds. Besides banks, financial institutions, mutual investors etc. also
participate in the corporate debt market.

The corporates can issue bonds/debentures either by pubhc offering orby
private placement. Before the public issues are made, the issuer and the
" manager fix the coupon rates and the issues are made available for the
public. Generally, the allotment is done on a proportionate basis. For the
privately placed issues, however, the terms are decided by the issuers and
the bidders.

‘Thus, the corporate debt market plays a very important role in the econbmy
by providing long term funds and hence supplements the banks in providing
funds.

311 PSU Bond Market

The Public sector undertaking bond market is a market which deals with
the bonds issued by the public sector. These bonds are generally to meet
medium and long term obligations. The PSU bonds are privately placed
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with banks and large investors. They have a maturity period from 5to 10
years and they are usually issued in denominations of Rs. 1000. '

- The public sector undertakings had to issue bonds to raise money mainly
 after the central govt stopped providing them funds from the late 1980s.
But with the passage of time the market for the PSU bonds has | grown
tremendously. The PSU s can issue both tax free and taxable bonds.

312  Government Securities Market

The govemnment securities market is a market dealing with debt instruments

issued by the governiment for reeting its various financial requirements.

Any govt needs a lot of money for various purposes like regulating the
economy, helping econiomic growth, maintaining law and order, providing -
various public services etc. The best way for the govt to raise revenue is

through taxes. But sometimes when the expenses are more than the revenue

eamed the govt has to resort to borrowing from banks, other financial

msnmzmnsorsonwmeven from the public.

The government securities market is one place where the govt can issue
. securities to meet various short term as well as long term obligations. The
govisecurities generally are backed by the government ie, the govt guarantees
the repayment of principal as well as the payment of interest. Since the govt
securities are guaranteed by the govt, so they are safe and are referred to
as “gilt-edged securities.” :
These securities are issued by the govemment-central, state and local, The
main investors in the govt securities market are the RRBI, banks, state
go%mm’& financial institutions, insurance companies, Fils, NRTs etc.
- The government securities are mainly of 2 types- treasury bills and
government dated securities.

The primary market segment of the govt securities market enables the people
toraiseﬁmdsﬁmnﬂﬁsmarketinaoostetfecﬁvemawhﬂeﬂ)cmﬂdmy
market segment of this market helps in the operation of various measures of
monetary control like-open market operation (OMO).
The govemment securities marketis therefore very significantin the economy
and its importance can be highlighted by the following points-

() Itenables the govt to raise resources 10 meet its various needs.

@) Itacts as abenchmark for other markets.

() The price of govemments securities can be used as a be:nchmark for
pricing other secmﬂe&
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(tv) It also helps in the various policies of the government and in the
operation of the various measures of monetary control like OMQ
and Statutory Liquidity Ratio (SLR).

Thus, government securities are very safe and are traded for both short
term and lcmg term.

313  Mutual Fund

Mutual fund is basically a collective investment vehicle which collects and
brings together the savings of different investors and invests them collectively
in diversified set of portfolio securities. Mutual fund is mutual in the sense
ﬂ\atallﬂmmnmmfrmnthepmoeedsmsbaredmgtheumthnlders
‘minus a fee taken by the fund manager. :

The Mutual fund has been set up under the Indian Trust Act. It plays a vital
rolebymobﬂmngthcsavmgsofthcmvcsmand&)cnmvesungﬂwmm ;
various securities.

. Investing in mutual funds provides anmnber of benefits totlie mvestors ‘
whlch we briefly mention below- .

® As mutal fundsinvestsinano. ofcﬁvas:ﬁedpoﬂfoﬁosso:the!ps'
to reduce risk.

(i) - Investing in mutual funds is also less expensive. .

(@) Theasymmietryin information is wiped out in the long run because _
- mutual fund provides expertise advice tothe retail investors.

(v) Investingin mutual funds enhances liquidity becanse if the investor

needs money he/she can sell his/her unit in case of an open-ended

scheme or by selling it in the stock cxchangc incase of aclose
ended scheme. .

(V) Incase of mutual funds, there i regalar disclosure of the portfolio
- ofassets. They keep informing the investors about the market value
of their units/funds. So, they are transparent. .
(vi) Mutual funds offer flexibility because it offers a number of schemes
" and provides the opportunity to shift to other schcmes

(vii) Investing in mutuai funds is very convenient because it saves time

and reduces paperwork.
Thus, we see how mutual funds can be beneficial for the investors.

- (36)




Types of Mutual Fﬁnds:

Now, mutual fun_ds ¢an be of various types. Based on functional
classification, mutual funds are of the following types-

(i)

@)

Open Ended Schemes: In this type of scheme, the mutual fund

- offers to sell and repurchase units at any point of time. These

sales and repurchases are undcrtaken on the basis of the NAV
related price.

Since the' open ended schemes can be sold and repurchased
continuously at any point of time so they help to increase the
liquidity of the investors. Another thing about the open ended
scheme is that they don’t have a fixed reserve fund (Corpus
Fund). '

‘Close Ended Schemes: In this type of schemes, there is a fixed

corpus fund. They have a maturity period ranging from 2to5 .
years. If an investor makes an investment in this funditislocked
for 45 days after which it is open for trading after maturity..

(ili) Interval Scheme: This scheme is a combination of the eariwr

mentioned two schemes and it incorporates the characteristics
of both close-ended and open-ended schemes. At pre-
determined uam&wymopenedforsalcmdmpm'chaseatﬁre
NAV rclated prlce

Net Asset Va}ue (NAV)

Thcnetassetvaluc (NAV)ofafundxsthemketvalueoftheassmnums
the liabilities on the day of valuation. The NAV of a unitis the NAV of the
fund divided by the number of outstanding units. The NAV is calculated
every day and on the basis of this NAV, sale and purchase price and
announced.

The NAV, sale price and the repurchase price are calculated as foil_qws——

| total market vatue of }
assets and securities | —labilities
in portfelio
‘No. of units outstanding

- oNAV =

@



Market value of assets (" Brokerage, taxes
liabilities including commission, stamp duty
contingent labilities, * % and other administrative ;
. imitial capital share | expenditure
resources
*Sale Price = No. of units owistanding
" Market value of assets . :
imitial capital share
sRepurchase resources :
Price = No. of units outstanding

The NAV of a fund s influenced generally by the following factors—

®  Purchase and sale of the investment securities.
‘@) Valuation of all investment securities held.
@) - Others assets and liabilities and |

" Gv) Unitssold or redeemed,

3.14 SummingUp

In this unit we discussed the capital and its various instruments, structure

and functions. We now know that capital market is a market dealing with
financial assets having a maturity period of more than a year. It consist of
primary market dealing with new issue and secondary market dealing with
old issue. Further we learn about the stock indices of India viz BSE Sensex
and NSE Nifty, and the derivative equity market and its nature and benefits.
The concepts of NPV was also introduced. -

"~ 315 Exercise

1. 'Whatis a capital market? Whatm'e_its functions?
2. Howis resource mobilised in a primary market?
3. How is anew issue priced under the book building prbcess?
4. 'Whatis a stock market? What are i_ts.functions? How does a stock
market operate? :
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What is a derivative market? What are the different types of financial

derivatives?
Discuss about the govt securities market.

What is a mutual fund? What are the different types of mutual funds?

316 Reference and Suggested Readings
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" Unit- 4
VALUATION OF FINANCIAL ASSETS

Content:
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4.1 Objectives
4.2 The Time Value of Money and Asset Pncmg
4.3 The valuation of Debt Instruments
- 4.4 The Equilibrium Price and Quantity of Bonds
4.4.1 Loanable Fund Approach _
. 4.4.2 Demand and Supply Approach
4.5 Valuing Stock and Other Assets |
4.5.1 Income Stocks and Growth Stocks
4.5.2 Equilibrium Price and Value of Stock Transactions
4.6 SummingUp |
47 Exercise o
4.8 Reference and Suggested Readings

4.0 lntrudm:tion

This chapter will analyse how do the investors determine the value of a
share or a bond and how do changes in taxes, inflation, risk or other economic
variables affect the price of stocks or treasury bills. Again this chapter will
show that various financial instruments will have different prices due to
differences inpaymentschedule.

41  Objectives
This chapter has been designed to fulfil the following objectives—
® - tohave anidea about the present value of any asset.
® to determine the value of bonds, stocks and other financial
e toshowmﬂzcsupplyanddémandanﬂysiscanbeusedtoanalyse
the impact of changes in such things as taxes and inflationary
expectations on the prices of different financial instruments.
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4.2  The time value of Money and Asset Pricing

. The time value of money reflects the fact that Rs 100 received in the future
1s worth less than Rs {00 today. The present value of an amount received in
the future is the amount one has to invest today, at the prevailing interest
rate, to end up with the future amount.

Inasense, present value analysis is the reverse of future value analysis. If
one deposit Rs. 100 today in a bank account that pays 5% interest per
year, at the end of the year you will have Rs. 105. Thus Rs. 105 s the future
value of 100 today. Stated in reverse, Rs. 100 is the present value of Rs.
105 received in the future. The present value of a future sum of money

depends on—
(@ The interest rate.
(i) Thelength of time
(iii) The size of the future amount.

Suppose a single market interest rate, i, is available to all borrowers and
lenders. The present amount to be invested at the interest rate is PV, the
future value (FV) of the present amount in T yearis—

FV =PV+iPV
=(1+i) PV
After 2 years,
FV,=PV +iPV,
= (1+) PV,
= (1+i) (1+i) PV
=(1+if PV
AﬁerTyears
FV =(1+i) PV.......(1)

Or PV =

Equation (2) tells us the present va!ué (PV)of an amount (FV) received T
years in the future when the interest rate is i% per year. It illustrates the time
value of money.
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(a) ThePV of afuture amount receivable is inversely related to the time
in which that amount is received. '

(b) The PV of a future amount (FV) receivable is inversely related to
the interest rate.

Equation (2) can be adopted to account for the present value of aseriesof -
future values ovch penads ie.

FV, sz FV, . . FV

s T
(l+l) (l-t-;):e (lﬂ)J ..... (1+_1)r

43 The valuation of Iiebt Instruments

A debt instrument is simply a writien promiise by a borrower to pay the
owner of the instrument a specified amount in the future. When a debt
instrument is first issued by a borrower and sold it to a lender in the primary
market, the owner of the instrument is the'original lender. However, debt
instruments can often be resold is sccondary market, s0 thc Current owner
is not necessarily the original lender.

Debt instruments like treasury bills, banker’s acceptances and some other -
corporate bonds are issued in the form of discount bonds. Discount bonds
do not directly pay interest but are sold at a discount. Hence, the return
from such bonds is the difference between their face value and purchase
value. : '

Return from Discount Bonds=Face value-Purchase value.

- (A)Discount Yield and Yield to Maturity:

The yield on a discount bond is a measure of the percentage annual retim
earned by the owner of the instrument. There are two methods of measu:ihg_
the yield of debt instrument sold on a discount basis:-

(@  TheDiscount Yield Method.
i)  The Yield to Maturity Method.
(i) The Discount Yield Method:

The discount yield, which is frequently uscd to measure yields on t:reasm‘y
bills, is defined as-

— PP 3 360
FV Maturity periods (indays)

Discount Yield =
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Where , FV=Face value of the treasury bills.
PP= Price paid for the treasury bill.
This method understate the return because of two reasons-

(a) The formulais based'on a 360- day year, not on the standard 365-
day year.

. {b) Thereturn s_houldbcbascdonthe instrument, but here it is based
on the face value rather than on the purchase price as the

denominator which does not represent the actual return to the
investor. '

(i) The Yield to Maturity Method:

A measure of yield that does not suffer from these two deficiencies is the
yield to maturity. The yield to maturity is the interest rate at which the amount
used to purchase the (Treasury bill) discount bill would have to be invested
-to-grow up the face value paid at maturity. The yield to maturity methods
does away with the limitation of Discount Yield Method.

4.4 TheEquiﬁbﬁumPrieeanthmnﬁtyofBonds '

An inverse relationship exists between the price of a bond and the market
interest rate. For this reason, it is important to understand how changesin
the economy affect interest rates and thus bond prices. Here we introduced
two different but equivalent methods of bond markets.

(a) One approach relates the interest rate to the supply of and demand
for loanable funds- the Loanable Fund Approach.

(b) Other relates the prices of bonds to the supply of and demand for
bonds- The Supply and Demand of Bonds Approach.

4.4.1 TheLoanable Fund Approach

Gnc way to analyse bond prices is to combine the interest rate determination
and present value analysis into a convenient framework. The following ﬁgurc
illustrate this approach. '
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Interest rates (%), . ‘Interest rales (%)
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L :
10 / Inverse elation betwesn interast
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8
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Loanable Funds ) b b, 8ond Price+
Figura (A) : Figure (B)

Figure A depicts the supply of and demand for loanable funds, with the
interest rate on the vertical axis and loanable funds on the horizontal axis.
This supply of loanable funds is provided by lenders, who are willing to -
offer more loanable funds at higher interest rates. The supply of loanable
funds is therefore, an upward slopping curve, Bormowers, on the other hand,
seek more funds as the interest rate falls. Thus, the demand curve for loanable
fund slopes downward. Equilibrium is determined by the intersection of the

. supply and demand curves for loanable funds and changes with fluctuations

in either supply or demand. For exampie, when the supply curve is S,

' equilibrium s at point 1 and the interest rate is 10%. If the supply of loanable

funds increases tolsz, as would occur if the tax rate on interest income were
reduced, equilibrium moves to point 2 and the equilibrium interest rate falls

to 8%. . ' ' -

Figure B illustrates the inverse relationship between the interest rate and the

" price of abond. When equilibrium is at point 1 in figure A, the interest rate

is 10%. Tracing this interest rate over to figure B, we see that the

corresponding price of a 10% coupon bond is *b’. When efluiiibrium in .

 figure A shifts to point 2, the interest rate falls to 8%. Tracing this over to
figure B, we see that the price of the bondrisestob,. :

The above two figures shows a graphical techniques for determining the
impact of changes in rﬂie supply of and demand for loanable funds on bond
prices. Any changes is demand a supply that leads to a lower interest rate in -
figure A well lead to higher bond prices in figure B. Thus, bond prices will
systematically fluctuate with changes in such variable as inflationary

expectations taxes, budget deficits and wealth. | o
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4.4.2 The Supply and Demand of Bonds Approach

An alternative way to determine the equilibrium prices of bonds is to directly

graph the demand and supply curves for bonds as a functions of bond’s

price instead of using the two figure approach used in the loanable funds
approach. '

Price of Bonds'
s8

1
I3
1

Q. Quanthy of Bonds'

In the figure, A is the equilibrium point and P, is the equilibrium price of a
bond and Q, is the equilibrium Quantity of the Bond. -

Since a bond is a promise to pay a set of amount over the life of the bond
and the coupon rate is assumed to be 10%, the lower the price of the bond,
 the higher the bond’s yield to maturity. In tum the higher the yield to maturity
relative to the market interest rate, the more attractive the bond is to
investors. For this reason, the demand for a bond is 2 decreasing function
of the bond’s price, as illustrated by the curve ID® in the figure. This demand
curve hold everything constant except the price and quantity of bonds sold.
The demand curve for bonds is composed of those wishing to give up
money today in retum for the future stream of funds promised by the bond,
with a given coupon rate. The lower the price of the bond, the more bonds
investors will want to hold.

The supptier of bonds, on the otherhand, wish to sell the right to a specified
amount over the life of the bond. Since the seller of a bond receives money
today in retum for future payments promised over the bond’s life, the higher
the price of a given bond, the more lucrative it is to sell the bond, holding
other things constant. For this reason, the supply of bonds is an increasing
function of the price of a bond, as illustrated by the curve S in the above
figure.
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Equilibrium in the bond market is determined by the intersection of the
supply and demand for bonds, such as at point A. the equihbnum price of
bond is P, and equilibrium quantity of bond is Q

4.5 - Valuing Stock and other Assets _
Unlike debt instrument, equity instrument represent the ownership of a share
of afirm. Accordingly the owner of a share of common stock owns a share
of the future earnings of the company issuing the stock. Individuals, insurance
companies, mutual funds, and pension funds hold stocks i in their portfolio
and continually seek out stock that are undewaiuad

The value of a firm at any point in time is the present value of the firm’s
future eamings.

EE, EE, EE, EET
+ +—=t ...
(t+) 1+ A+d)° (1+:)’

Where, EE, present the firm’s expected earnings at the end of year T, ' is
the interest rate, and t is the number of years over which the firm will operate.
Two aspects of corporate stock make stock -valuation'more difficult than
valuing bond. _

(a) The stream of future payments that occur to the bonds is known
which makes it easier to value it. On the other hand, in stock, one
purchases a share of the company’s future expected eaming which
is uncertain making the valuation much more difficult. ,

(b) Againifthe maturity of a bond is known, in contrast, the firm may

' operate forever or it could go bankrupt at any point of time.

Value of a firm =

In particular, the price of a share of stock is simply the value of the firm
divided by the number of shares of stock issued by the company.

Value of the firm
Stt}ck Price = Number of shares

(c}. Howeveronce the firm is valued, price of the share of the stock is
determined by dividing the value of the firmby the number of shares
outstanding.

4.5.1 Income stocks and Growth Stocks

Income stocks are the stocks of companies that have a low level of retained
earmings and thus pay most of their earnings to shareholders. Earnings paid
@6y




to shareholders are called dividends. And investor who purchase an income
stock primarily purchase a future stream of dividend payment. In contrast,
growth stocks are the stock of companies that retain most of their eamings
_ toreinvest them within the firm. The purchase of a growth stock essentially
. purchases a company that acquires more and more assets today to pay
higher dividends in the future. ' '

4.5.2 Equilibrivm Price and vahue of stock Transactions: Valuation
and Price of Income Stock '

The valuation of income stock is very difficult because the earnings and
dividends paid out may vary considerably over time. Suppose a company
.does not retain any of its eamnings but instead pays them all out as dividends.
Furthermore, suppose the maker for the firm’s product is stable and annual
earnings are expected to remain constant at a level of EE from now on. In

this case, the firm is expected to pay out dividends per share of d = N
each year, where N is the number of shares of stock issued by the firm.
Effectively the ownership of such a stock is a perpetuity that pay dividends
pershamofd—EFJNmeveryyearfromnowon Theva!ucofﬁnspe:petwty
is the price of a share of this income stock (P o): -

_Price and value of Growth Stock:

Like income stock, the valuation of growth stock is too difficult because the
firm’s future eamings are far from certain.

Suppose a firm’s eamnings last year were EE, as investors expected. These
earnings are expected to grow atarate of ‘g’ each year from now on. Thus,
at the end of this year, expected earnings are EE=(1+g)EE, at the end of
next year they are expected to be EE,= (1.+ g ¥ EE and so on. The present
value of the growth firm in this case is given by

EE, E52 EE3 +
(1+a) (1-1»:)2 a+iy

E(1+1)

1=l

Value of growth from =

Using the fact that EE = (1+ g ) EE , we can simplify equation (1) to
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. 1 L
Value of growth firm = EExE[ 1‘:?]

If expected eamings growth exceeded the interest rate (g>i), the expression
would be infinite, reflecting the fact that the firm is infinitely valuable. Of
cource, this is unlikely since a firm cannot continue to grow forever at arate
that exceeds the market rate of interest. The more plausible case is that
where the expected growth rate is less than the market rate of interest.

When g<i, the formula for the value of a growﬂz'ﬁnncm be simplified to

| 1+
Value of growth firm= EEXL :]

If N shares of stock are outstanding, the price of a share of the firm's &
stock will be the fractions '/ of the valuc ofthc firm. In other words, the
price ofagmwm stock will be

EE (1l+g
Pu=—
o)

Where, EE= expected earnings last year.
g=expected annual growth in those eamings
i= interest rate. '
N=number of shares of stock outstandihg.

4.6  SummingUp

This unit broadly dealt with the valuation of financial assets. The time value
of money reflects the fact a sum of money received in future is worth less
‘than the same amount of money received today. Again the valuation of debt
instruments mckxwﬁuw@ﬁwdimntyield:mﬂmdandyieldmmty
method. Also two methods of equilibrium price and quantity of bonds viz.
the loanable fund approach were discussed in this unit. Further valuing of
‘stock and other assets are also discussed in the unit.

4.7 Exercise

1. What is the time valuedfmmcy?

" 2. How are debt instruments valued?
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3. Discuss the Loanable Fund. Approach for the equilibrium pricing of bonds.
- 4. What are income stocks and grbwth' stocks?

5. How is the price and value of growth stock deteremined?

48 Reference and Suggested Readings

1. S. B. Gupta: “Monet&r;v Economics: Institutions, Theory and
- Policy.”

2. Bharati V. Pathak: “Indian Financial system”, Pearson Publication.

3. Bodie, Merton and Cleeton: “Financial Economics”, Pearsons
Education. '

4. V.A. Anadani: “Studies in Indian Financial System”.

* k ¥

(49) .




| Unit- §
FINANCIAL SECTOR REFORMS

Contents: -
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5.0 Introduction

Financial sector reforms have long been regarded as an important part of
the agenda for policy reform in developing countries. Traditionally, this was
because they were expected to increase the efficiency of resource
" mobilization and allocation in the real economy which in turn was expected
to generate higher rates of growth. More recently, they are also seentobe
critical for macroeconomic stability. Developing countries can expect
increasing scrutiny on this front by interational financial institutions, and
rating agencies and countries which fail to come up to the new standards
are likely to suffer through lower credit ratings and poorer investor
perceptions. _ s HEE
In this background it is both relevant and timely to examine how far India’s
financial sector measures up to what is now expected. Reform of the financial
sector was identified, from the very beginning, as an integral part of the
econormnic reforms initiated in 1991. Asearly as August 1991, the government
appointed a high level Commiittee on the Financial System (the Narasimham
~ Comumittee) to Jook into all aspects of the financial system and make
comprehensive recommendations for reforms. The Committee submitted
its report in November 1991, making a number of recommendations for
reforms in the banking sector and also in the capital market. Shortly thereafier,
the government announced broad acceptance of the approach of the
Narasimharm Committee and a process of gradualist reform in the banking
_sector and in the capital market was set in motion.
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51  Objectives

‘The Present smdy is addressed on the backdrop of followmg two objectives—
® ' toevaluate the overall scenario of banking system in India;
®  to know the reforms that took place in the financial sector;

® to develop a market-oriented, competitive, world-integrated,
diversified, autonomous, transparent financial system;

® toincrease the allocative efficiency of available savings and to
. promote accelerated growth of the real sector;

® to increase or bring about the effectiveness, accountability,

- profitability, viability, vibrancy, balanced growth, operational

economy and flexibility, professionalism and depoht:msanon inthe
financial sector;

® ftoincreasetherate of return onreal investment; and

to build a financial infrastructure relating to supervision, audit,
technology, and legal matters.

52  Evolution of Banking System in India

A bank is a financial institution that provides banking and other financial
services to their Customers. A bank is generally understood as an institution
which provides fundamental banking services such as accepting deposits
and providing loans. There are also nonbanking institutions that provide
certain banking services without meeting the legal definition of a bank. Banks
are a subset of the financial services industry.

History of Indian Banking System:

‘The first bank in India, called The General Bank of India wasestabhshedm
the yearl 786.

| ’Iherstlnd:aCompanywtabhshedﬂmBankochngal!Chlcutta(lS(B),
Bank of

Bombay(1840) and Bank of Madras (1843). The next bank was Bank of
Hindustan which was established in 1870. These three individual units (Bank
of Calcutta, Bank of Bombay, and Bank of Madras) were called as
Presidency Banks. Allahabad Bank which was established in 1865, was
for the first time completely run by Indians. Punjab National Bank Ltd. was
set up in 1894 with headquarters at Lahore. Between 1906 and 1913,
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Bank of India, Central Bank of India, Bank of Baroda, Canara Bank,
Indian Bank, and Bank of Mysore were set up. In 1921, all presidency
banks were amalgamated to form the Imperial Bank of India which was
run by European Shareholders. After that the Reserve Bank of India was
established in April 1935. At the time of first phase the gmw.tﬁ of banking
sector was very slow. Between 1913 and 1948 there were approximately
1100 small banks in India. To streamline the functioning and activities of
commercial banks, the Government of India came up with the Banking
Companies Act, 1949 which was later changed to Banking Regulation Act
1949 as per amending Act of 1965 (Act No.23 of 1965). Reserve Bank of
India was vested with extensive powers for the supervision of banking in ~
India as a Central Banking Authority. Afterindependence, Government has
taken most important steps in regard of Indian Banking Sector reforms. In
1955, the Imperial Bank of India was nationalized and was given the name
“State Bank of India”, to act as the principal agent of RBI and to handle
banking transactions al! over the country. It was established under State
Bank of India Act, 1955.Seven banks forming subsidiary of State Bank of
India was nationalized in 1960. On 19thJuly, 1969, major process.of
nationalization was carried out. At the same time 14 major Indian commercial
banks of the country were nationalized. In 1980, another six banks were
nationalized, and thus raising the number of nationalized banks to 20. Seven
" more banks were nationalized with deposits over 200 Crores. Tiil the year
1980 approximately 80% of the banking segment in India was under
government’s ownership. On the suggestions of Narsimham Commitice,
‘the Banking Regulation Act was amended in 1993 and thus gales for the
new private séctor banks were opened. '

The fo]lowing are the major steps taken by the Government of India to
Regulate Banking Institutions in the country:~

1949: Enactment of Banking Regulation Act.
1955:Nationalization of State Bank of India.
1959: Nationalization of SBI subsidiaries.
1961: Insurance cover extended to deposits.
1969:Nationalization of 14 major Banks.
1971: Creation of credit guarantee corporation.
1975: Creation of regional rural banks.

1980:Nationalization of seven banks with deposits over 200 Crores.
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: thmnahzatmn.

By the 1960s, the Indian bankmg industry has become an 1mponm1t toolto
facilitate the development of the Indian economy. At the same time, ithas
emerged as a large employer, and a debate has ensured about the possibility
to nationalize the banking industry. Indira Gandhi, the-then Prime Minister
of India expressed the intention of the Government of India (GOI) in the
annual conference of the All India Congress Meeting in a paper entitled
“Stray thoughts on Bank Nationalization™. The paper was received with
positive enthusiasm.

Thereafter, her move was swift and sudden, and the GOl issued an ordinance

and nationalized the 14 !argestconnmma] banks with effect from the midnight
of July 19, 1969. : :

Jayaprakash Narayan, a national leader of India, described the step asa
“Masterstroke of political sagacity” Within two weeks of the issue of the
ordinance, the Parliament passed the Banking Companies (Acquisition and
Transfer of Undertaking) Bill, and it received the presidential approval on 9
- August, 1969. A second step of nationalization of 6 more commercial banks
followed in 1980. The stated reason for the nationalization was to give the
government more control of credit delivery. With the second step of
nationalization, the GOI controlled around 91% of the banking business in
India. Later on, in the year 1993, the government merged New Bank of
India with Punjab National Bank. It was the only merger between nationatized
banks and resulted in the reduction of the number of nationalized banks -
from 20 to 19. After this, until the 1990s, the nationalized banks grew at a
pace of around 4%, closer to the average growth rate of the Indian economy.
‘The nationalized banks were credited by some; including Home minister P
Chidambaram, to have helped the Indian econorny withstand the global
financial crisis of 2007-2009.

Liberalization:

In the early 1990s, the then Narsimha Rao government embarked on a
policy of liberalization, licensing a small number of private banks. These
came to be known as New Generation tech-savvy banks, and included
Global Trust Bank (the first of such new generation banks to be set up),
which later amalgamated with Oriental Bank of Commerce, Axis
Bank(earlier as UTI Bank), ICICI Bank and HDFC Bank. This move zlong
with the rapid growth in the economy of India revolutionized the banking
sector in India which has seen rapid growth with strong contribution from
all the three sectors of banks, namely government banks, private banks and
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foreign banks. The next stage for the Indian banking has been setup with -
the proposed relaxation in the norms for Foreign Direct Investment, where

all Foreign Investors in banks may be given voting rights which couldexceed

the present cap of 10%, at present it has gone up to 49% with some

restrictions. '

The new policy shook the banking sector in India completely. Bankers, till
this tirne, were used to the 4-6-4 method (Borrow at 4%; Lend at 6%; Go
home at 4) of functioning. The new wave ushered in a modem outlook and

tech-savvy methods of working for the traditional banks. All thisledtothe

retail boom in India. People not just demanded more from their banks but
‘also received more. In terms of quality of assets and capital adequacy,
Indian banks are considered to have clean, strong and transparent balance
sheets as compared to other banks in comparable economies in its region.
The Reserve Bank of India is an autonomous body, with minimal pressure
from the government. The stated poticy of the Bank on the Indian Rupee is |
tomanage volatility but without any fixed exchange rate and this has mostly
been true. With the growth in the Indian economy expected to be strong for
quite some time-especially in its services sec_:tor—'the_dcmand for banking
services, especially retail banking, mortgages and investment services are
expected to be strong.

In March 2006, the Reserve Bank of India allowed Warburg Pincus to
increase its stake in Kotak Mahindra Bank (a private sector bank) to 10%.
This is the first time an investor has been allowed to hold more than 5% in
 a private sector bank since the RBI announced norms in 2005 that any
stake exceeding 3% in the private sector banks would need to be voted by
themn. In recent years critics have charged that the non-government owned
banks aret00 aggressive in their loan recovery efforts in connection with
housing, vehicle and personal loans. There are press reports that the banks’
loan recovery efforts have driven Defaulting borrowers to suicide.

Classification of Baniung Industry in India:

Indian banking industry has been divided into two parts orgamzed and
unorganized sectors. The organized sector consists of Reserve Bank of
India, Commercial Banks and Co-operative Banks and Specialized Financial
Institutions (IDBI, ICICI, IFC etc.). The Unorganized sector, which is not
honmgcnems,lslarge!y made up of money lenders and Indigenous bankers.
Anoutline of the Indian Banking structure may be presented as follows—

1.. Reserve banks of India.
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2. Indian Scheduled Commercial Banks.
a) State Bank of India and its associate banks. _
b) Twenty nationalized béﬁks.
¢) Regional rural banks.
d) Otherscheduled cormnerc:al banks.
Foreign Banks
Non-scheduled banks.
5. Co-operative banks. |

Check Your Progress: _ :

1. Inwhich year was the first Bank in India establish?
2. Which banks were termed as “Presidency Banks™?
3. When was the RBI establish? '
4

When was the first and second step of Nationalization of
+ take place in India? :

-

W

What is Liberalization and its impact on banking industry?
6. How the Banking industry in India be classified?

5.3  Banking Sector Reforms

‘The efficient, dynamic and effective banking sector plays a decisive role in
accelerating the rate of economic growth in any economy. In the wake of
contemporary economic changes in the world economy and other domestic
crises like adverse balance of payments problem, increasing fiscal deficits
our country too cmbarked upon economic reforms. The Government of
India introduced econorhic and financial sector reforms in 1991 and banking
sector reforms were part and parcel of financial sector reforms. These were
initiated in 1991 t0 make Indian banking sector more efficient, strong and

‘The recommendations of the Narasimham Commission-1 in 1991 provided
the blue print for the first generation reforms of the financial sector, the -
period 1992-97 witnessed the laying of the foundations for reformsin the
banking system. This period saw the implementation of prudential norms
{relating to capital adequacy, income recognition, asset classification and
provisioning, exposure norms etc.). The structural changes accomplished
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during the period provided foundation of further reforms. Against such
backdrop, the Report of the Narasimham Committee- IT in 1998 provided
* the road map of the second generation reforms processes. V,V. Reddy
noted that the first generation reforms were undertaken early in the reform
cycle, and the reforms in the financial sector were initiated in a well-
structured, sequenced and phased manner with cautious and proper
sequencing, mutually reinforcing measures; complimentarily between forms
in banking sector and changes in fiscal, external and monetary policies,
developing financial infrastructure and developing markets. By way of visible
impact, one finds the presence of a diversified banking system. Another
important aspect is that apart from the growth of banks and commercial
banks there are various other financial intermediaries including mutual funds.
NBEFCs, primary dealers housing financing companies etc., the roles played
by the commercial banks in promoting these institutions are eqnally
significant. Other important developments are:—

1) Financial regulation through statutory pre-emotions (Bank rate,
deposit rate, Credit Reserve Ratio, Statutory Liquidity ratio) has
been lowered while stepping up prudential regulations at the same

2) Interestrates have been deregulated, allowing banks the freedom
to determine deposits.

3) Steps have been initiated to strengthen public sector banks, through
increasing their autonomy recapitalization from the fiscal, several
banks capital base has been written off and some have even
returned capital to govt. Allowing new private sector banks and
more liberal entry of foreign banks has infused competition. -

4) A setof prudential measures have been stipulated to impant greater
strength to the banking system and also, ensure their safety and
soundness with the objective of movmg towards international
practices.

5). Measures have also been'taken to bmadcn the ownership base
of PSB; consequently, the private sector holding has gone up,
ranging from 23% to 43%.

6) The banking sector has also witnessed greater levels of
transparency and standards of disclosure.

T Asthebanking system has liberalized and become increasingly’
market oriented, the financial markets have been concurrently
developed; while the conduct of monetary policy has been tailored
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to take into account the realities of the changing environment
(switching to indirect instruments)

The reforms that took place are:

Reduction of Statutory quu:chty Ratio (SLR) to 25 per centovera
period of five years.

Progressive reduction in Cash Réscrve Ratio (CRR).

Phasing out of directed creciit programs and redefinition of the priority |
sector.

Stipulation of minimum capital adequacy ratio of 4 per centtorisk
weighted assets,

Adoption of uniform accounting pmcuccs in regard to income

recognition, mwclm&ﬁmummﬁmsmgﬂmmbadmm
debts.

Imparting transparency to bank balance sheets and making more
disclostres.

Setting up of special tribunals to sﬁéed up the process uf recovery of
loans. ;

Setting up of Asset Reconstruction Funds (ARFs) to take over from
banks a portion of their bad and duubtful advancesata discount.

Restructuring of the banking system, so as to have 3 or 4 large banks,
which could become international in character, 8 to 10 national banks
and local banks confined to specific regions. Rural banks, including
RRBs, confined to rural areas.

Abolition of branch licensing

Liberalizing the policy with regard to ailomng foreign banks to open
officesin India.

 Rationalization of foreign operations of Indian banks.
Giving freedom to individual banks to recruit officers.
- Inspectionby supewzsory authorities based essentially on the internal
audit and inspection reports

Ending duality of control over banking system by Banking Division and
RBIL. ' ' '

. A separate authority for supervision of banks and financial institutions
which would be a semi-autonomous body under RBI.
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Revised procedure for selection of Chief Executives and Directors of
Boards of public sector banks.

Obtaining resources from the market on competitive terms by DFls.
Speedy liberalization of capital market.

1. Reduced CRR and SLR:

The Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR) are
gradually reduced during the economic reforms period in India. By Law in
_India the CRR remains between 3-15% of the Net Demand and Time
Liabilities. It is reduced from the earlier high level of 15% plus incremental
CRR of 10% to current 4% level. Similarly, the SLR Is also reduced from
early 38.5% to current minimumof 25% level. This has left more loanable
funds with commercial banks, solving the liquidity problem.

2. Deregulation of Interest Rate:

During the economic reforms period, interest rates of commercial banks
were deregulated. Banks now enjoy freedom of fixing the lower and upper
limit of interest on deposits. Interest rite slabs are reduced from Rs.20
‘Lakhs to just Rs. 2 Lakhs. Interest rates on the bank loans above Rs.2
lakhs are fully decontrolled. These measures have resulted in more freedom
tocommercial banks in interest rate regime.

3. Fixing prudential Norms:

In order 1o induce professionalism in its operations, the RBI fixed prudential
norms for commercial banks. It includes recognition of income sources.
Classification of assets, provisions for bad debts, maintaining international
standards in accounting practices, etc. It helped banks in reducing and
restructuring Non-performing assets (NPAs).

4. Introduction of CRAR:

Capital to Risk Weighted Asset Ratio (CRAR) was introduced in 1992. It
resulted in an improvement in the capital position of commercial banks, 21l
most all the banks in India has reached the C‘ap: tal Adcquacy Ratio (CAR)
above the statutory level of 9%.

5. Operationa! Autonomy:

During thc reforms period commercial banks enjoyed thc c:perattona!
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freedorn. If a bank satisfies the CAR then it gets freedom in opening new
branches, upgrading the extension counters, closing down existing branches
and they get liberal lending norms.

6. Banking Diversification:

The Indian banking sector was well diversified, during ﬂleecononncrefm
penocl Many of the banks have stared new services and new products
Some of them have established subsidiaries in merchant banking, mutual
funds, insurance, venture capital, etc. which has led to diversified sources
of income of them.

7. New Generation Banks:

During the reforms period many new generation banks have successfully
emerged on the financial horizon. Banks such as ICiCI Bank, HDFC Bank,
UTIBank have given abig challenge to the public sector banks ieadmgto

a greatcrdegmc of competition.

8. Improved Profitability and Efficiency:

During the reform pmod, the productivity and efficiency of many commercial
banks has improved. It has happened due to the reduced Non-performing
loans, increased use of technology, more computerization and some other
relevant measures adopled by the : government.

'IheFutwc of Banking Reform Prior to the economic reforms, the financial

sector of India was on the crossroads. To improve the performance of the
Indian commercial banks, first phase of banking sector reforms were.
introduced in 1991 and afterits success; government gave much importance
to the second phase of the reforms in 1998. The efficient, dynamic and
effective banking sector plays a decisive role in accelerating the rate of
economic growth in any economy. In the wake of contemporary economic
changes in the world economy and other domestic crises like adverse
balance of payments problem, increasing fiscal deficits adverse exchange
rate effects etc. our country too embarked upon economic reforriis. The
' govt. aof India introduced economic and financial sector reforms in 1991 -
and banking sector reforms were part and parcel of financial sector reforms.

These were initiated in 1991 to make Indian bank:mg sector more efficient,

stmng and dynamic.
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Rationale of Banking Sector Reforms:

To cope up with the changing economic environment, bankmg sector needs
some dose to improve its performance. Since 1991, the banking sector
was faced with the problems such as tight control of RBI, eroded
productivity and efficiency of public sector banks, continuous losses by
public sector banks year after year, increasing NPAs, deteriorated portfolio
quality, poor customer service, obsolete work technology and unable to
meet competitive environment. Therefore, Narasimham Committee was
appointed in 1991 and it submitted its report in November 1991, with
detailed measures to improve the adverse situation of the banking indusiry.
'The main rnotive of the reforms was to improve the operational efficiency
of the banks to further enhance their productivity and profitability.

First Phase of Banking Sector Reforms:

“The first phase of banking sectoe reforms essentially focused on the following:
1. ReductioninSLR & CRR | '
2. Deregulation of interest rates

w

Transparent guidelines or norms for entry and exit of private sector -
banks

Public sector banks allowed for direct access to capital markets
Branch licensing policy has been liberalized

Setting up of Debt Recovery Tribunals

Asset classification and provisioning

Income recognition

Asset Reconstruction Fund (ARF)

W o, N

Second Phase of Banking Sector Reforms:

In spite of the optimistic views about the growth of bankmg mduslry in
terms of branch expansion, deposit mobilization etc., several distortions
such as increasing NPAs and obsolete technology crept into the system,
mainly due to the global changes occurring in the world economy. In this
context, the government of India appointed second Narasimham Committee
under the chairmanship of Mr. M. Narasimhan to review the first phase of
banking reforms and chart a programme for further reforms necessary to
strengthen India’s financial system so as to make it internationally competitive.
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- The committee reviewed the performance of the banks in light of first phase
of banking sector reforms and submitted its report with some more focus
and new recommendations. There were no new recommendations in the
second Narasimhan Committee except the followings:

» Merger of strong units of banks

> Adaptation of the ‘narrow banking’ concept to rehabilitate weak
banks. o

_As the process of second banking sector reforms is going on since 1999,
one may say that there is an improvement in the performance of banks.
However, there have been many changes and challenges now due to the
entry of our banks into the global market.

Third Phase of banking sector reforms reﬂunking for financial sector reforms
‘have to be accorded, restructuring of the public sector banks in particular,

- to strengthen the Indian financial system and make it able to meet the
challenges of globalization. The on-going reform process and the agenda
for third reforms will focus mainly to make the banking sector reforms viable
and efficient so that it could contribute to enhance the competitiveness of
the real economy and face the challcnges of an increasingly integrated global
financial architecture. -

Historically, a crucial difference between public and private sector banks
has been their willingness tolend to the priority sector. The recent broadening
of the definition of priority sector has mechanically increased the share of
credit from both public and private sector banks that qualify as priority
sector. The share of priority sector lending from public sector banks was
42.5 percent in 2003, up from 36.6 percent in 1995. Private sector lending
- has shown a similar increase from its 1995 level of 30 percent. In 2003 it
may have surpassed for the first time ever public sector banks, with a share
of net bank credit to the priority sector at 44.4 percent to the priority sector.

Tt could be noled that there has been no banking crisis at the same time,
efficiency of banking system as a whole, measured by declining spread has
‘improved. This is not say that they have nochallenges. There are emerging
challenges, which appear in the forms of consolidation; recapitalization,
prudential regulation weak banks, and non- performing assets, legal
framework efc. needs urgent attention.

- Conclusion:

Inthe post-eraof IT Act, global environment is continuously changing and
- providing new direction, dimensions and immense opportunities for the
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banking industry. Keeping in mind all the changes, RBI should appoint
~ another committee to evaluate the on-going banking sector reforms and
suggest third phase of the banking sector reforms in the light of above said

recommendations. Need of the hour is to provide some effective measures
to guard the banks against financial fragilities and vulnerability in an
environment of growing financial integration, competition and global,
challenges. The challenge for the banks is to harmonize and coordinate with
banks in other countries to reduce the scope for contagion and maintain
financial stability. However, a few trends are evident, and the coming decade
should be as interesting as the last one.

Check Your Progress:

1. When did the Govcmment of India mn‘oduce ‘Economic
Reform™?

2. The reconuncndat:on of which Commission prowded the Blue-
- Print for the first genemuon reforms of the financial sector?

3. What were the reforms that took place i in the Ban}cmg sector?

4. Givea ratmnaie for banking sector reforms.

54  Reforms in the Capital Market

The history of the capital market in India dates back to the eighteenth century
when East India Company securities were traded in the country. Until the
end of the nineteenth century, securities’ trading was unorganized and the
main trading centres were Bombay (now Mumbai) and Calcutta (now
Kolkita). 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 half
a decade. The first joint stock company was established on 1850. The
bubble burst on July 1, 1865, when there was tremendous slump in share .
prices.

Trading was at that time limited to a dozen brokers, their trading place was
“under a bantyan tree in front of the Town Hall in Bombay. These stockbrokers
organized an informal association in 1875-Native Shares and Stock Brokers
Association, Bombay. The stock exchanges in Calcutta and Ahmedabad, .
also industrial and trading centres; came up later. The Bombay Stock
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Exchange was recognized in May 1927 under the Bombay Securities
_Contracts Control Act, 1925

The capital market was not well organized anddeveloped dunng the British
rule because the British government was not interested in the economic
growth of the countiry. 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 period 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 agricuitural sector and public sector

_ 'uﬁdertakings. The public sector undertakings were healthier than the private

‘undertakings in terms of paid-up capital but their shares were not listed on

the stock exchanges. Moreover, the Controller of Capital Issues (CCI)

closed, supervised and controlled the timing ,composition, interest rates,

pricing, allotment, and floatation costs of new issues. These strict regulations

demotivated many companies from going public for almost four and a half

decades. 50, there is a need for capital market reforms which are mentioned

“1. Control over Issue of Capital: A major initiative of liberalization

- was the repeal of the Capital Issues (Control) Act, 1947 in May

1992. With this, Government’s control over issue of capital, pricing

of the issues, fixing of premium and rates of interest of debentures

etc. ceased and the market was allowed to.allocate resources to

competing uses. In the interest of investors, SEBI issued Disclosure

and Investor Protection (DIP) guidelines. The guidelines allow issuers,

complying with the eligibility criteria, to issue securities the securities

at market determined rates. The market moved from merit based to
disclosure based regulation.

2. . Establishment of Regulator: A major initiative of regulation was-
establishment of a statutory autonomous agency, called SEBL to
provide reassurance that it is safe to undertake transactions in
securities. It was empowered adequately ‘and assigned the
responsibility to (2) protect the interests of investors in securities.
(b) Promote the development of the securities market, and (c)
regulate the securities market. Its regulatory jurisdiction extends over
corporate in the issuance of capital and transfer of securities, in
addition to all intermediaries and persons associated with securities

" market.
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All market intermediaries are registered and regulated by SEBI. They are
also required to appoint a compliance officer who is responsible for-
monitoring compliance with securities laws and for redressal of investor
gricvances. ' '

3.

Screen Based Tl‘atiing: A major developmental initiative was a
nation-wide on-line fully- automated screen based trading system
(SBTS) where a member can punch into the computer, quantitics of

‘'securities and the prices at which he likes to transact and the

transaction is executed as soon as it finds a matching sale or buy
order from a counter party. SBTS electronically matches orders on

" a strict price/time priority and hence cut dowri on time, cost and risk

of error, as well as on fraud resulting in improved operational.
efficiency. It allowed faster incorporation of price sensitive
information into prevailing prices, thus increasing the informational
efficiency of markets. It enabled market participants to see the full
market on real-time, maki'ng the market transpzmcnt. Itallowed a
large number of participants, irrespective of their geographical -
locations, to trade with one another s'imu!taneousiy, improving the
depth and liquidity of the market - over 10,000 terminals creating
waves by clicks from over 400 towns / cities in India. It provided
full anonymity by accepting orders, big or small, from members
without revealing their identity, thus providing equal access to
everybody. it also provided a perfect audit trail, which helps toresolve
disputes by logging in the trade execution process in entirety.

Risk Management: A number of measures were taken to manage

the risks in the market so that the participants are safe and market
integrity is protected. These include:

a. Trading Cycle: The trading cycle varied form 14 days for and

settlement took another fortnight. Often this cycle was not adhered
to. This was euphemistically often described at T + anything. Many
things could happen between entering into a trade and its
performance providing incentives foreither of the parties to go back ”
on its promise. This had on several occasions led to defaults and
risks in settiement. in order to reduce large open position, the trading
cycle was reduced over a period of time to 2 week initially. Roiling
settlement on T +5 basis was introduced in phases. All scrips moved
torolling settlement from December 2001. T+5 gave way toT +3
from April 2002 and T +2 from April 2003,
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b.  Dematerialization: Settiement system on Indian Stock Exchanges
gave rise to settlement risk due to the time that elapsed before
trades are settled. Trades were settied by physical movement of
paper. This had two aspects. First, the settlement of trade in stock
exchanged by delivery of shares by the seller and payment by the
Purchaser. The process of physically moving the securities from the
seller to the ultimate buyer through the seller’s broker and buyer’s
broker took time with the risk of delay somewhere along the chain.
The second aspect related to transfer of shares in favour of the
purchaser by the company. The system of transfer of ownership
‘was grossly inefficient as every transfer involved physical movement
of paper securities to the issuer for registration, with the change of

_ ownership being evidenced by an endorsement on the security
certificate. In many cases the process of transfer took much longer,
and a significant proportion of transactions ended up as bad delivery,
delivery due,to faulty compliance of paperwork. Theft, forgery,
mutilation of certificates and other irregularities were rampant, and
in addition the issuer had the ight to refuse the transferof a security.

¢. - Derivatives: To assist market participants to manage risks better
through hedging, speculation and arbitrage, SC(R)A was amended
in 1995 to lift the ban on options securities. The SC(R)A was
amended further in December 1999 to expand the definition of

~ securities to include derivatives so that the whole regulatory
framework govemning trading of securities could apply to trading of
derivatives also. A three-decade old ban on forward trading, better
known as BADLA, which had lostits relevance and was hindering
introduction of derivatives trading, was wnthdmwn Derivative
trading took off in June 2000 on two exchanges

d. Settlement Guaram.ee. A variety of measures were taken to
address the risk in'the market. Clearing corporations emergedto
assume counter party risk. Trade and settlement guarantee funds
were set up to guarantee settlement of trades irrespective of default
by brokers. These funds provide full motivation and work as central -
counter party. The Exchanges / clearing corporations monitor the
positions of the brokers on real times basis. .

SEBI is working centiﬁuouslyand in close co-ordination with the regulated
and the government, to improve market design to bring in further efficiency
and transparency to market and make avaalable newer and newerproducts
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to meet the varying needs of market participants, while protecting investers
in securities. The aim is to make Indian securities market a model for other
jurisdictions to follow and make SEBI the most dynamic and respected
regulator globally. Some of the initiatives on which SEBI is working are:—

>

»

set up anational institute to build a cadre of professionals to meet
the specialized functions in the securities market. We are also working
on a nationwide certification to ensure that any person or agent
working with a market intermediary has the necessary !mowlcdge
and skl}l to render quality intermediation.

corporatize and demutualize exchanges where the ownership, |
management and trading rights would be with three different sets of
people in order to avoid conflict of interest.

introduce market wide straxght through processmg from trade

‘ initiation to settlement.

migrate 10T +1 rolling settlement.
continuously review and upgrade accounting standards, disclosures,
corporate governance practices in the interest of investors,

continuously review and amend the various regulations mbfmg them
intune w:zh dynamics of market requirements.

introduce new products in the market to meet all lands of needs of
market participants. '

~ These were some important reforms that took place in the Capital Market.

1.

Check Your Progress:

‘What was the chief trading center in India until the end of the
nineteenth century?

2. Whytthaputaleketwasmturgmlzedanddevcbpeddmmg
' the British Rule in India?
3. Briefly outline the position of the Capnai Market in the Post-
- independence period. ¢
-4, Briefly mention thecapitai market reforms.
5.5 : Summmg Up

In this unit the financial sector reforms dealt in specially two bankmg sector
‘and capital reforms in India. An introduction was given to the evolution of
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banking system in India, starting with the history of banking system and its
classification into organized and unorganized sectors. Further banking system -
in India is discussed in context of nationalization and liberalization.

5.6  Exercises )
Give abrief outline of the evolution of Banking System in India.
2. Describe how Nationalization and Liberalization process affect the
banking industry in India.
3. What were the banking sector reforms that take place in the banking
industry? . 3 |
4. Give abrief outline of reforms that took place in the Capital Market.
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