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Preface

India has experienced an economic transformation since the liberalization process began in the early nineties. In
the last few years, with a soaring stock market, significant foreign inflow of funds and a rapidly developing financial
service market, the Indian financial system has been witnessing an exciting era of transformation and developing a
more contemporary outlook. The Government of India has helped in this development by introducing reforms to liberalize,
regulate and enhance the country's financial services sector. Today, India is recognized as one of the world's most
vibrant capital markets. Notwithstanding the challenges, the sector's future seems to be in good hands.

In this book, an attempt is made to provide a comprehensive outlook of banking and financial services in India. The
book is divided into fourteen chapters dealing with different segments of banking and financial services sector. The
first chapter provides an overview of Indian financial system. The next three chapters cover central banking and
commercial banking activities in India. The remaining chapters provide an overview of different financial services
such as merchant banking, credit rating, Insurance, housing finance, debt securitization, venture capital financing,
depository services, mutual funds, leasing, etc. In short, the book covers the entire gamut of banking and financial
services.

The noteworthy highlight of the book is its wide coverage of contemporary topics, comprehensible presentation
and reader-friendly approach. The book is designed primarily for students of graduate and postgraduate courses in the
area of Banking, Finance and Economics.

I invite constructive suggestions and criticisms from readers for further improvement of the book. My deep sense
of gratitude goes to Dr. M R Suryanarayana Murthy and Dr. H R Appannaiah for their support and encouragement.

I thank Sri. Niraj Pandey and Sri. Vijay Pandey for their everlasting zeal in bringing out this book. I also thank
the staff of Himalaya Publishing House Pvt. Ltd.,  for their support in the publication of this book.  My special
thanks to Sri. Madhu of Sri Siddhi Sofftek for his excellent DTP work.

Bangalore

– Dr. N. Mukund Sharma
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Learning Objectives

After reading this chapter you should be able to understand

• the functioning of financial system and its major components

• the functioning of financial markets

• the various instruments traded in financial markets

• the various financial services provided

• the functioning of financial institutions in the financial system

AN OVERVIEW OF
INDIAN FINANCIAL SYSTEM

CHAPTER – 1
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INTRODUCTION TO FINANCIAL SYSTEM

Financial system  acts as a nerve system of the country's economy. A
nation's economic development principally rely on the effective and efficient
financial system. The financial system consists of many subsystems like
financial services, financial markets, financial institutions, etc. Generally,
developing economies’ financial system is also in the process of development.
In any economy, individuals and organizations earn and spend money.
Financial system is the system, which induces savings, transfer of those savings
into an industrial effort and stimulates an entrepreneur to undertake various
business ventures. It is a key weapon in monitoring the economic progress of
any country, because eventually all efforts and resources are measured in
financial terms.

Any economy in the world cannot function unless there is a well developed
financial system. Financial system facilitates the transfer of economic resources
from one section of the economy to another. The financial system or financial
sector of any country consists of specialized and non-specialized financial
institutions, organized and unorganized financial markets, and financial
instruments and services, which facilitate transfer of funds from one hand to
another. The word, "system" in the term "financial system" implies a set of
complex and closely  connected or intermixed institutions, markets,
transactions, claims, agents, practices and liabilities in the economy. The
financial system is concerned about credit, money and finance.

The financial inputs emanate from the financial system, while real goods
and services are part of the real system. The interaction between the real system
(goods and services) and the financial system (money and capital) is necessary
for the productive process. Trading in money and monetary assets constitute
the activity in the financial markets and are referred to as the financial system.
Savings mobilization and promotion of investment are functions of the money
and capital markets, which are a part of the organized financial system in India.
The objective of all economic activity is to promote the well-being and standard
of living of the people, which depends on the income and distribution of income
in terms of real goods and services in the economy. The financial system is also
geared to the mobilization of savings and canalization of savings into productive
activity. The efficient functioning of the financial system facilitates these flow
of funds. The financial system provides the intermediation between investors
and institutions  and helps the process of investment leading to greater financial
development that is prerequisite for faster economic development.

A sound and efficient financial system of any country contributes to
economic growth and development in number of ways by :

• Mobilizing savings and converting it into investment.

• Providing required capital to the business organizations to carry out
their activities.

• Generating income or profit

• Raising productivity of capital through efficient allocation

One of the
important
requisites for the
accelerated
development of an
economy is the
existence of a
dynamic and a
resilient financial
system.
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The financial system of any economy consists of financial institutions,
financial markets, financial instruments and financial services.

Functions of Financial System

• It helps to mobilize  financial resources for the economy.

• It ensures effective allocation of resources to different investment
channels.

• It generates disposable income in the hands of people which in turn
helps in exchange of goods and services.

• It plays the role of transferor of resources from one part of the economy
to another.

• It accelerates the rate of economic development.

• It provides mechanism to control risk and uncertainties.

• Financial system helps in passing on financial information.

• It promotes self employment and improves employment level.

Four major components of Financial System

1. Financial Markets

2. Financial Institutions

3. Financial Instruments

4. Financial Services

Financial Institutions mobilize savings either directly or indirectly through
financial markets by using various financial instruments and in the process
utilizing the services of various financial service providers. The brief outline of
these four components is given below.

(Source: Financial Institutions and Markets, L M Bhole, TMH, New Delhi.)

A financial system
can operate on a
global, regional or
firm specif ic level

Financial System

Financial Financial Financial Financial
Instututions Markets Instruments Services

 (Claims, Assets;
Securities)

Regulatory Inter- Non Inter- Others Primary Secondary
mediaries mediaries

Banking Non-
Banking Organised Unorganised

Short- Medium- Long-
Term Term Term

Primary Secondary

Capital Money
Markets Markets
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MAJOR COMPONENTS OF THE FINANCIAL SYSTEM

1. Financial Markets: This is a place or mechanism where funds or savings
are transferred from one section to another section of financial system. These
markets can be broadly classified into (i) Money market and capital market
(ii) Primary and secondary market. Money market deals with short-term claims
or financial assets(less than a year) whereas capital markets deal with those
financial assets which have maturity period of more than a year This
classification is artificial as both these markets perform the same function of
transferring surplus funds to needy units. Another classification could be:
Primary markets deal in new issue of securities whereas secondary markets
deal with securities which are already issued and available in the market.
Primary markets, by issuing new securities mobilise the savings directly
whereas   secondary markets provide liquidity to the securities and thereby,
indirectly helping in mobilizing the savings.

2. Financial Institutions:  These are institutions which are dealing in the
financial market. They mobilize and transfer the savings or funds from surplus
units to deficit units and provide various financial services. These financial
institutions include, Commercial banks, Merchant banks, Insurance
companies, Mutual funds etc. They are the backbone of the financial system.

3. Financial Instruments:  The instruments  that are traded or dealt in a
financial market are financial assets or securities or financial instruments.
There are various type of securities which are traded in the financial market as
the requirements of lenders/investors  and borrowers are varied. Financial
assets represent a claim on the repayment of principal at a future date  and or
payment of a periodic or  terminal sum in the form of interest or dividend.
Financial instruments may be classified into capital market instruments and
money market instruments. Some of the examples of these financial instruments
are equity shares, preference shares, debentures, bonds, certificate of deposits,
commercial papers etc.

4. Financial Services: Financial services are  the services offered by financial
institutions in financial markets. The financial services help not only to raise
the required funds but also ensure their efficient use. The various financial
services provided includes, leasing, merchant banking,  credit cards, factoring,
banking, insurance, etc.

INTERACTION AMONG FINANCIAL SYSTEM CONSTITUENTS

The four financial system constituents, Financial markets, Financial
instruments, Financial intermediaries and financial services are related to one
another. They are interdependent and act together continuously with each
other. Their interface leads to the development of an efficient and smoothly
functioning financial system. Financial institutions mobilize savings by issuing
different types of financial instruments which are traded in the financial
markets. To facilitate the movement of funds in the financial system, these
institutions perform specialized financial services. Financial institutions have
close association with the financial markets in the economy. By trading in

Financial system
provides an ideal
linkage between
depositors and
investors, thus
encouraging both
savings and
investments
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financial instruments and providing financial services, financial institutions
make the financial markets bigger, more liquid, stable and diversified. Whenever
there is a need for funds, financial institutions rely on financial markets. The
development of new sophisticated financial markets has led to the development
of complex securities and portfolios. The evaluation of these complex securities,
portfolios and strategies requires financial expertise which financial institutions
provide through financial services. Technological developments in financial
markets have drastically changed the functioning of financial institutions.
Liquid and broad markets make financial instruments a more attractive avenue
for savings, and financial services may encourage further savings if the net
returns to investors are increased. The detailed discussion on the four
constituents of financial system is provided in subsequent part of the chapter.

AN OVERVIEW OF FINANCIAL MARKETS

A market is a place or mechanism which facilitates the transfer of resources
from one entity to another. A financial market is an institution or arrangement
that facilitates the exchange of financial instruments, like shares, debentures,
loans, etc. A market wherein financial instruments such as financial claims,
assets and securities are traded is known as a 'financial market". Financial
market transactions may take place either at a specific place or location, e.g.,
bank stock exchange or through other mechanisms such as telephone, telex, or
other electronic media. According to Brigham, Eugene F, "The place where people
and organizations wanting to borrow money are brought together with those
having surplus funds is called a financial market." One of the important
requisites for the accelerated development of an economy is the existence of a
dynamic and a resilient financial market.

Functions of Financial Markets
Functions of a financial market can be classified into two categories:

Economic Functions, and Financial Functions.

(1)   Economic Functions
• It facilitates the transfer of real economic resources from lenders to

ultimate borrowers in financial system

• Lenders earn interest/dividend on their surplus invisible funds,
thereby, increasing their earnings and as a result, enhancing national
income of the country.

• Borrowers use funds borrowed in new ventures which increases, their
income, spending and standard of living.

• By facilitating transfer of real resources, it serves the economy and
finally the welfare of the general public in the country.

• It provides a channel through which new savings flow into the capital
market which facilitates smooth capital formation in the economy.

Financial markets
are a mechanism
enabling partici-
pants to deal in
financial claims.
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• Interaction of buyers and sellers in the financial market helps in price
discovery of financial assets.

• Financial markets provide a mechanism for an investor to sell a
financial asset and liquidate the funds invested. In the absence of
liquidity, the owner will be forced to hold a debt instrument till its
maturity.

• Financial market reduces the search and information costs of
transacting financial instrument.   Search costs include money spent
to advertise the desire to sell purchase a financial asset.

(2)   Financial Functions
• It provides the borrowers with funds which they will invest in some

productive purpose.

• It provides the lenders with productive assets so that they can invest it
in productive usage without the necessity of direct   ownership of assets.

• It provides liquidity in the market through which the claims against
money can be resold by investors at any time and thereby, assets can
be converted into cash.

Thus, financial market is a primary constituent of the financial system.
The financial markets not only help in transfer of savings from new industry/
production, but also provide opportunities for financial investment, to earn
income.   In other words, these markets perform both financial and non-financial
functions.  The financial markets enable financing of not only physical capital
formation, i.e., tangible fixed assets and inventories, but also of consumption
expenditure.   That's why financial markets manage the flow of funds not only
between individual savers and investors but also between institutional savers
and investors.

Classification of Financial Markets
The financial market comprises of various types of institutions like banking

and non banking financial institutions.  The classification of financial markets
as shown in the following figure are:

1. Primary and Secondary Markets; and

2. Capital Market and Money Market.

Primary market deals with the new issues of securities while the markets
for existing securities (financial assets) are known as Secondary Markets.   In
the primary market, the government or corporate sector issues securities that
change hands from the issuer to the owner. In a secondary market, there is no
additional flow of funds for further investments. The transactions in the
secondary market do not result in fresh capital formation as they deal in existing
securities. The secondary market renders a very important service to them. In
absence of  active secondary market, the long-term securities would become
nearly permanent investment in the hands of investors. Unless there is an
organized market, the investors would have to make personal efforts for the sale

The markets also
provide a facility
in which their
demands and
requirements
interact to set a
price for such
claims. 
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and purchase of their securities.  In the case of absence of secondary market,
the sellers would have to incur losses because true worth of the securities is
not known. On the other hand, money market deals with short-term claims or
financial assets (generally less than a year) whereas capital markets deal with
those financial assets which have maturity period of more than a year.

In both money market as well as capital market there is a concept of
primary and secondary market. For example, equity shares of a company
(part of capital market) is issued in primary market and subsequently, it is
traded in secondary market (after listing). Same way the Treasury bill (part
of money market) is issued for the first time by RBI in the primary market
and subsequently, it is traded in the secondary market.

Primary and Secondary Markets - Similarities
Both the primary and secondary market are closely interrelated. This is

clear from the following:

1. Trading: If securities are to be traded in the stock exchange/secondary
market, it is important that they are first issued in the primary market.

2. Listing: Only those shares which are capable of listing in some reputed
stock exchanges will be fully subscribed in the primary market

3. Regulation: The regulations relating to both primary as well as
secondary market is regulated by the SEBI and stock exchanges. The
object is to bring about orderliness in both primary and secondary
market.

4. Marketability: The advantage of marketability provided by the
secondary market greatly helps the subscribers in the primary market.
For instance, the positive trends prevailing in the secondary market
immensely help the investors to reduce their holdings and acquire new
shares in secondary market.

Primary market  is
also called New
Issue Market
(NIM).

Financial Market

Money Market Capital Market

Primary Secondary Primary Secondary
Market Market Market Market

CallMoney Treasury Commercial Short- Stock Debt Mutual
Market Bills Bills Term Market Market Market

Market Market Loan
Market

Mortage Term Cash

Over the Stock National
Counter Exchange Stock Exchange

(OTC) (SE) (NSE)
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5. Conditions Prevailing: The conditions prevailing in the secondary
market affect success or failure of the issue made in the primary market.
Accordingly, where the conditions are so favorable in the secondary
market that high market prices prevail, the issues made in the primary
market will turn out to be encouraging and successful. Issues would
fetch good premiums.

6. Survival: The survival of the secondary market depends upon the
efficiency of the primary market. There could be no stock exchanges if
there is no primary market, in the same manner there will be no primary
market in the absence of an efficiently functioning stock exchange.

DIFFERENCE BETWEEN PRIMARY AND SECONDARY MARKET

Features Primary Secondary

Issues made It deals only with new or fresh Deals in existing securities, which
issues made by companies for are already issued by companies
for the first time

Geographical No fixed geographical Need fixed place for trading eg
location location for primary market Bangalore stock exchange

Transfer of For the first time Securities are transferred from one
securities securities are created person to another through stock

exchange

Entry into All companies can enter Only those companies which have
market primary market Issued securities in primary market

can enter

Administration No definite administration Has a definite administration set up
and management setup is available by stock exchanges

Regulation Subject to regulations mostly Subject to regulation both from
from SEBI, stock exchanges, within and outside the company
Companies Act, etc.

Purpose Creating long-term Providing liquidity for those
instruments for savings instruments which are already
and investments. Issued by the companies

Depth Depth of primary market Depth depends upon the
depends on number and the activities of the primary market
volume of issue of securities

Primary Market
The primary market is an important part of capital market, which deals with

issuance of new securities. It enables corporate, public sector institutions as
well as the government to raise resources (through issuance of debt or equity-
based securities), to meet their capital requirements. In addition, the primary
market also provides an exit opportunity to private equity and venture capitalists
by allowing them to off-load their stake to the public.



An Overview of Indian Financial System 9

Features of Primary Markets
1. The primary market is the market where the securities (both capital

market and money market)  are sold for the first time. Therefore, it is
also called New Issue Market (NIM).

2. In primary market, securities are issued by companies as well as
government (through RBI)

3. In a primary market, the securities are issued by the company/issuer
directly to investors.

4. The primary market  is used by companies as a primary source of funding
for the purpose of setting up new ventures/business or for expanding
or modernizing the existing business

5. In India, primary market is regulated by both SEBI and RBI

6. The successful functioning of primary market indicates the efficiency
of the financial system of the country.

7. Efficient  primary market is crucial for facilitating capital formation in
the economy.

Funds Mobilized by Government and Corporates in Primary Market

Source: RBI and NSE

Services of Primary Market
A brief description of the various services rendered by the new issues market

is as follows.

1. The Transfer: An important function rendered by primary market is to
allow the transfer of resources from investor to entrepreneurs who
establish new companies/ventures. It is also called the function of
origination. The transfer function is facilitated by specialist agencies
that assist in various activities associated with such transfer.

2. Investigative services:  The merchant bankers and other agencies
involved in primary market provide the investigative services. These
include, economic analysis, technical analysis, financial analysis of
the companies where an investor wants to invest. These information

Financial markets
can be found in
nearly every
nation in the
world. Some are
very small, with
only a few
participants, while
others - like the
New York Stock
Exchange (NYSE)
trade trillions of
dollars daily.

Issues 2010-11 2011-12 2012-13 2010-11 2011-12 2012-13
(` bn) (` bn) (` bn) (US $ bn) (US $ bn) (US $ bn)

Corporate Securities 2,855 2,336 3,403 64 46 63

Domestic Issues 2,760 2,308 3,392 62 45 62

Public Issues 376 129 139 8 3 2.55

Private Placement 2,384 2,180 3,254 53 43 59.85

Euro Issues 94 27 10 2 0.5 0.19

Government Securities 5,835 7,590 8,658 131 148 159

Central Government # 4,795 6,004 6,885 107 117 126.64

State Governments 1,040 1,586 1,773 23 31 32.61

Total 8,690 9,926 12,060 195 194 2 2 2
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helps the  investors in making a clear choice as to the type, quality and
quantity of investment to make.

3. Advisory and information  services: Various advisory services are
available in primary market with a view to improving the quality of
capital issues in primary market. The relevant services include
determining the type, the mix, the price, the timing, the size, the selling
strategies, and the terms and conditions of issue of securities etc.

4. The Guarantee: If the company entering capital market is not sure of
raising full amount of funds from the market, there are certain
mechanism whereby success of such issues will be guaranteed. It is
the function of ‘underwriting’. Underwriting aims at guaranteeing the
subscription of public issue. Underwriters ensure successful
subscription of the issue by undertaking to take up the securities in
the event of the public failing to subscribe to the same. It benefits all
those involved in primary markets like  the issuing company, the
investing public and capital market in general. The function of
underwriting is undertaken for a commission.

5. The Distribution: The function that facilitates the sale of securities
from company to investors is called ‘distribution’. The function of
distribution is rendered by the specialized agencies like brokers and
dealers in securities. They maintain a constant and a close link with
the issuers and the ultimate investors on the one hand, and issuers on
the other.

Advantages
1. Mobilization of savings

2.  Channelizing savings for productive use

3.  Source of large supply of funds

4.  Rapid industrial growth due to increase in production and productivity
in the economy.

Disadvantages
1. Possibility of deceiving investors

2.  No fixed norms for project appraisal

3.  Lack of post issue seriousness

4.  Ineffective role of merchant bankers

5.  Delay in allotment process.

Players in Primary Market
The important players in primary market are

1. Companies issuing shares and debentures

2. SEBI (As a regulator)

Capital market is
composed of both
the primary and
secondary
markets
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3. RBI (as a regulator as well as issuer of money market instruments on
behalf of central government).

4. Commercial Banks

5. Stock Exchanges

6. Different categories of Merchant Bankers such as

• Lead manager

• Co-manager/Advisers to the issue

• Underwriters to the issue

• Brokers to the issue

• Bankers to the issue and refund Bankers

• Registrar to the issue

7. Credit rating agencies

8. Insurance companies

9. Depositories

10. Depository participants

11. Investors

• Individual investors

• Domestic institutional investors

• Foreign institutional investors

The Primary Market Instruments
Some of the important primary market instruments (which are part of both

capital and money market) are given below.

1. Equity shares

• IPO

• Subsequent issue

• Right issue

• Private placement

• Preferencial allotment

2. Preference shares

3. Debentures/Bonds

4. Foreign currency convertible bonds

5. Participatory notes

6. Global depository receipts/American depository receipts

7. Commercial papers

8. Certificate of deposit

The primary
market is where
new issues are
first offered, with
any subsequent
trading going on in
the secondary
market



12 Banking and Financial Services

9. Treasury bills

10. Repo and reverse repo
(Note: Most of the instruments which are issued in primary market are subsequently
traded in secondary market, hence, automatically they become secondary market
instruments)

List of IPOs in India during the Year 2013

(Source: NSE)

The Secondary Market

The financial  market where existing securities are traded is referred to as
the secondary market or stock market. It provides liquidity to financial
instruments which are already issued in primary market. In a stock market,

Issuer Company  Issue Open Issue Close 

Offer Price 
(`) 

Issue Size 
(Crore `) 

Tentiwal Wire Products Ltd Dec 11, 2013 Dec 16, 2013 13/- 2.12 

Power Grid Corporation of India  Dec 03, 2013 Dec 06, 2013 85/- to 90/- 6,689.95 - 
7,083.48 

Captain Polyplast Ltd  Nov 26, 2013 Nov 28, 2013 30/- 5.94 

Stellar Capital Services Ltd  Oct 15, 2013 Oct 18, 2013 20/- 9.00 

Amrapali Capital and Finance 
Services Ltd  

Oct 15, 2013 Oct 18, 2013 100/- 25.78 

MITCON Consultancy & 
Engineering Services Ltd  

Oct 15, 2013 Oct 18, 2013 61/- 25.01 

VCU Data Management Ltd  Oct 04, 2013 Oct 08, 2013 25/- 18.75 

Subh Tex India Limited  Sep 30, 2013 Oct 07, 2013 10/- 3.50 

Ace Tours Worldwide Ltd  Sep 09, 2013 Sep 12, 2013 16/- 8.00 

Kushal Tradelink Ltd  Aug 14, 2013 Aug 21, 2013 35/- 27.75 

VKJ Infradevelopers Ltd  Aug 12, 2013 Aug 16, 2013 25/- 12.75 

Silverpoint Infratech Ltd  Aug 12, 2013 Aug 14, 2013 15/- 12.00 

GCM Commodity & Derivatives 
Ltd  

Aug 01, 2013 Aug 05, 2013 20/- 7.02 

Alacrity Securities Ltd  Jul 29, 2013 Aug 01, 2013 15/- 9.00 

Money Masters Leasing & Finance 
Ltd  

Jul 23, 2013 Jul 26, 2013 15/- 2.00 

Edynamics Solutions Ltd  Jun 10, 2013 Jun 12, 2013 25/- 15.60 

India Finsec Limited  May 24, 2013 May 28, 2013 10/- 6.00 

GCM Securities Ltd  Mar 18, 2013 Mar 20, 2013 20/- 12.18 

Bothra Metals and Alloys Ltd Mar 12, 2013 Mar 14, 2013 25/- 12.21 

Repco Home Finance Ltd  Mar 13, 2013 Mar 15, 2013 165/- to 172/- 270.39 

HPC Biosciences Ltd  Mar 01, 2013 Mar 05, 2013 35/- 15.75 

Channel Nine Entertainment Ltd  Feb 22, 2013 Feb 26, 2013 25/- 11.67 

Sunstar Realty Development Ltd Feb 18, 2013 Feb 21, 2013 20/- 10.62 

Kavita Fabrics Ltd  Feb 20, 2013 Feb 22, 2013 40/- 5.10 

Sai Silks (Kalamandir) Ltd  Feb 11, 2013 Feb 13, 2013 70/- to 75/- 89.00 

V-Mart Retail Ltd  Feb 01, 2013 Feb 05, 2013 195/- to 215/- 94.42 
 

(Crores ` )
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purchases and sales of securities whether of Government or Semi-Government
bodies or other public bodies and also shares and debentures issued by private
joint stock companies are done.

Primary market deals with the new issues of securities while the markets
for existing securities  (financial assets) are known as Secondary Markets.   In
the primary market, the government or corporate sector issues securities that
change hands from the issuer  to the owner. In a secondary market, there is no
additional flow of funds for further investments. The transactions in the
secondary market do not result in fresh capital  formation as they deal in existing
securities. The secondary market renders a very important service to them.

In absence of  active secondary market, the long-term securities would
become nearly permanent investment in the hands of investors. Unless there is
a organized market, the investors would have to make personal efforts for the
sale and purchase of their securities.  In the case of absence of secondary market,
the sellers would have to incur losses because true worth of the securities is
not known.   If there is no liquidity and marketability then investors would not
have invested their funds in the securities. Consequently, the companies would
have faced a lot of problems in raising funds by issuing securities like shares
and debentures.  Consequently, the level of industrial development would have
been lower.  Thus, active secondary market stimulates the activity in the primary
market also by providing marketability and liquidity. The level of development
in the secondary market determines the efficiency and growth of the primary
market.

For the effective functioning of secondary market, proper control must be
exercised. At present, control is exercised through the following three important
processes:

(i) Recognition of stock exchanges

(ii) Listing of securities in stock exchanges

(iii) Registration of brokers.

(i) Recognition of Stock Exchanges

As a part of secondary market operation, the stock exchanges need to be
recognized by regulatory authority. The securities which are issued in the
primary market will be traded only in recognized stock exchanges like Bombay
stock exchange, NSE, Bangalore stock exchange, etc. In India, SEBI is
recognizing the stock exchanges.

(ii) Listing of Securities in Stock Exchanges

Once the stock exchanges are recognized the securities which are required
to be traded like shares debentures, etc., has to be listed in the stock exchanges.

(iii) Recognition of Broker

The intermediaries who facilitates smooth functioning of the secondary
market like brokers, deal in secondary markets. Subbrokers need to be
recognized by SEBI, then only will they be able to  trade in stock exchanges.

India’s largest
ever public offer
was f rom Coal
India Ltd   which
raised around
` 15,000 crores
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Functions/Services of Secondary Market / Stock Market
The secondary market or stock market occupies a pivotal position in the

financial system. It performs several economic functions and renders invaluable
services to the investors, companies, and to the economy as a whole. They are:

(1) Liquidity to Securities

Stock exchanges provide liquidity to securities since securities can be
converted into cash at any time according to the discretion of the investor by
selling them at the listed prices.

(2) Marketability to Securities

Secondary market facilitates buying and selling of securities at listed prices
by providing continuous marketability to the investors in respect of securities
they hold or intend to hold. Thus, they create a ready market for securities.

(3) Safety of Funds Belonging to Investors

Stock exchanges helps in maintaining safety of funds invested because
they have to function under strict rules and regulations and the bye-laws are
meant to ensure safety of investible funds. These rules are framed by SEBI.
This would strengthen the investor's confidence and promote larger investment.

(4) Availability of Long-term Funds to Companies

The securities traded in the stock market are negotiable and transferable.
As it is transferred from one investor to another, i.e., one investor is substituted
by another, but the company is guaranteed of long-term availability of funds.

(5) Flow of Funds to Profitable projects

The profitability and popularity of companies are reflected in stock prices.
The prices quoted indicate the relative profitability and performance of the
companies. Funds tend to be attracted towards securities of profitable companies
and this facilitates the flow of capital into profitable channels.

(6) Motivation for Improved Performance by Companies

The performance of a company is reflected on the prices quoted in the stock
market. Price of  financial  assets depends upon the company's performance.
These prices are more visible in the eyes of the public. Stock market provides
room for their price quotations for those securities listed by it. This public
exposure makes a company conscious of its status in the market and it acts as
a motivation to improve its performance further.

(7) Promotion of Investment Opportunities

Stock exchanges mobilise the savings of the public and promote investment
through capital issues. Unless there is a effective secondary market, investment
opportunities will not be available to the investors.

(8) Availability of Business Information

The changing business conditions in the economy are immediately reflected
on the secondary market/stock exchanges. Booms and depressions can be
identified through the dealings on the stock exchanges. Depending upon the
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prevailing informations, preventive policies can be taken by the government.
Thus, a stock market reflects the prevailing economic situation to all concerned
so that suitable actions can be taken.

(9) Promotion and Marketing of New Issues by Companies

If the new issues are listed in stock exchanges, they are readily acceptable
to the public, since, listing is done after evaluation of such securities  by
concerned stock exchange authorities. Costs of underwriting such issues would
be less. Public response to such new issues would be relatively  very high. Thus,
a stock market helps in the marketing of new issues also.

(10) Other Services

Stock exchange enables the investors to reduce their risks by diversified
portfolio of investment. It also develops saving habits among the community
and paves the way for capital formation. It helps the investors in choosing
securities by supplying the daily quotation of listed securities and by disclosing
the trends of dealings on the stock exchange. It enables companies and the
Government to raise funds  by providing a ready market for their securities.

Stock Exchange
Stock Exchange is an organized marketplace, either corporation or mutual

organization, where members of the organization gather to trade company stocks
or other securities. The members may act either as agents for their customers,
or as principals for their own accounts. Stock exchanges also facilitates for the
issue and redemption of securities and other financial instruments including
the payment of income and dividends. The record keeping is central but trade
is linked to such physical place because modern markets are computerized.
The trade on an exchange is only by members and stockbroker do have a seat
on the exchange.

As per Securities Contract Regulation Act of 1956, an exchange is defined
as any body of individual, whether incorporated or not, constituted for the
purpose of assisting, regulating or controlling the business of buying, selling
or dealing in securities. The SCR act stipulates that a stock exchange must be
recognized by the government of India.

The stock exchange is managed by a governing body which consists of a
president, a vice president, executive director, elected directors, public
representatives and nominees of the government. The governing body is
responsible for policy formulation and for ensuring smooth functioning of the
exchange. The executive functions are discharged by executive director or
secretary.

The legislative jurisdiction over stock exchanges is vested in the Union
government by the Constitution of India. The Union government enacted the
Securities Contracts (Regulations) Act in 1956 (SCR Act) for the regulations of
stock exchanges and contract in securities traded on the stock exchanges. The
SCR Act and the Securities Contracts (Regulations) Rules, 1957, constitutes
the legal framework for the regulation of stock exchanges and protection of
investors interest.

The Amsterdam
Stock Exchange is
considered the
oldest in the
world. It was
established in
1602 by the Dutch
East India
Company
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Major Stock Exchanges ( by Market Capitalization),
as on December  2012

(Source: CRISIL)

History of Indian Stock Market
Indian stock market marks to be one of the oldest stock market in Asia. It

dates back to the close of 18th century when the East India Company used to
transact loan securities. In the 1830s, trading on corporate stocks and shares
in Bank and Cotton presses took place in Bombay. Though the trading was broad
but the brokers were hardly half dozen during 1840 and 1850. An informal
group of 22 stockbrokers began trading under a banyan tree opposite the Town
Hall of Bombay from the mid-1850s, each investing a (then) princely amount of
Rupee 1. This banyan tree still stands in the Horniman Circle Park, Mumbai. In
1860, the exchange flourished with 60 brokers. In fact the 'Share Mania' in

Rank Stock Exchange Economy Head-
quarters 

Market 
cap 

(USD bn) 

Trade 
volume 
(USD bn) 

1 New York Stock Exchange   United States New York  14,085 12,693 

2 NASDAQ  United States New York 4,582 8,914 

3 Tokyo Stock Exchange   Japan Tokyo 3,478 2,866 

4 London Stock Exchange 
Group  

 United Kingdom 
 Italy London 3,396 1,890 

5 Euronext   France 
 Netherlands 
 Belgium 
 Portugal 

Amsterdam 2,930 1,900 

6 Hong Kong Stock Exchange  Hong Kong Hong Kong 2,831 913 

7 Shanghai Stock Exchange   China Shanghai 2,547 2,176 

8 Toronto Stock Exchange   Canada Toronto 2,058 1,121 

9 Frankfurt Stock Exchange   Germany Frankfurt 1,486 1,101 

10 Australian Securities 
Exchange  

 Australia Sydney 1,386 800 

11 Bombay Stock Exchange   India Mumbai 1,263 93 

12 National Stock Exchange of 
India 

 India Mumbai 1,234 442 

13 SIX Swiss Exchange    Switzerland Zurich 1,233 502 

14 BM&F Bovespa   Brazil São Paulo 1,227 751 

15 Korea Exchange   South Korea Seoul  1,179 1,297 

16 Shenzhen Stock Exchange   China Shenzhen  1,150 2,007 

17 BME Spanish Exchanges   Spain Madrid 995 731 

18 JSE Limited   South Africa Johannesbur
g 

903 287 

19 Moscow Exchange  Russia Moscow 825 300 

20 Singapore Exchange   Singapore Singapore 765 215 
 

Johannesburg
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India began when the American Civil War brokeout and the cotton supply from
the US to Europe stopped. Further, the brokers increased to 250. The informal
group of stockbrokers organized themselves as the The Native Share and
Stockbrokers Association which, in 1875, was formally organized as the Bombay
Stock Exchange (BSE). BSE was shifted to an old building near the Town Hall.
In 1928, the plot of land on which the BSE building now stands (at the
intersection of Dalal Street, Bombay Samachar Marg and Hammam Street in
downtown Mumbai) was acquired, and a building was constructed and occupied
in 1930. Premchand Roychand was a leading stockbroker of that time, and he
assisted in setting out traditions, conventions, and procedures for the trading
of stocks at Bombay Stock Exchange and they are still being followed.

Several stockbroking firms in Mumbai were family run enterprises, and
were named after the heads of the family. The following is the list of some of the
initial members of the exchange, and who are still running their respective
business:

• D.S. Prabhudas & Company (now known as DSP, and a joint venture
partner with Merrill Lynch)

• Jamnadas Morarjee (now known as JM)

• Champaklal Devidas (now called Cifco Finance)

• Brijmohan Laxminarayan

In 1956, the Government of India recognized the Bombay Stock Exchange
as the first stock exchange in the country under the Securities Contracts
(Regulation) Act. The most decisive period in the history of the BSE took place
after 1992. In the aftermath of a major scandal with market manipulation
involving a BSE member named Harshad Mehta, BSE responded to calls for
reform with intransigence. The foot-dragging by the BSE helped radicalise the
position of the government, which encouraged the creation of the National Stock
Exchange (NSE), which created an electronic marketplace. NSE started trading
on 4 November, 1994. Within less than a year, NSE turnover exceeded the BSE.
BSE rapidly automated, but it never caught up with NSE spot market turnover.
The second strategic failure at BSE came in the following two years. NSE
embarked on the launch of equity derivatives trading. BSE responded by political
effort, with a friendly SEBI chairman (D. R. Mehta) aimed at blocking equity
derivatives trading. The BSE and D. R. Mehta succeeded in delaying the onset
of equity derivatives trading by roughly five years. But this trading, and the
accompanying shift of the spot market to rolling settlement, did come along in
2000 and 2001 - helped by another major scandal at BSE involving the then
President Mr. Anand Rathi. NSE scored nearly 100% market share in the
runaway success of equity derivatives trading, thus, consigning BSE into clearly
second place. Today, NSE has roughly 66% of equity spot turnover and roughly
100% of equity derivatives turnover.

Standard Settle-
ment
Instructions (SSIs)
are the agree-
ments between
two financial
institutions which
fix the receiving
agents of
each counterparty in
ordinary trades of
some type. These
agreements
allow traders to
make faster
trades since time
used to settle the
receiving agents
is conserved.
Limiting the trader
to an SSI also
lowers the
likelihood of a
f raud.



18 Banking and Financial Services

Secondary Market Trading in Major Countries (2012)

Screen-based Trading System (SBTS)/ Online Trading System
Before the NSE was set up, trading on the stock exchanges in India used to

take place through open outcry without use of information technology for
immediate matching or recording of trades. This was time consuming and
inefficient. The practice of physical trading imposed limits on trading volumes
as well as, the speed with which new information was incorporated into prices.

To obviate this, the NSE introduced screen-based trading system (SBTS) where
a member can punch into the computer the quantities of shares and the prices at
which he wants to transact. The transaction is executed as soon as the quote
punched by a trading member finds a matching sale or buy quote from
counterparty. SBTS electronically matches the buyer and seller in an order-driven
system or finds the customer the best price available in a quote-driven system,
and hence, cuts down on time, cost and risk of error as well as on the chances of
fraud. SBTS enables distant participants to trade with each other, improving the
liquidity of the markets. The high speed with which trades are executed and the
large number of participants who can trade simultaneously allows faster
incorporation of price-sensitive information into prevailing prices. This increases
the informational efficiency of markets. With SBTS, it becomes possible for market
participants to see the full market, which helps to make the market more
transparent, leading to increased investor confidence. The NSE started nation-
wide SBTS, which have provided a completely transparent trading mechanism.
Regional exchanges lost a lot of business to NSE, forcing them to introduce SBTS.

More than 5000
companies are
listed on BSE

Rank Country Total Value Traded Country Total Market
(US $ mn)      Capitalisation (US $ mn)

1 United States 21,375,280 United States 18,668,333
2 China 5,826,506 China 3,697,376
3 Japan 3,605,393 Japan 3,680,982
4 United Kingdom 2,488,566 United Kingdom 3,019,467
5 Korea 1,513,840 Canada 2,016,117
6 Hong Kong 1,229,423 France 1,823,339
7 Germany 1,225,530 Germany 1,486,315
8 Canada 1,207,894 Australia 1,286,438
9 France 1,126,611 India 1,263,335
10 Spain 1,077,029 Brazil 1,229,850
11 Australia 1,051,646 Korea 1,180,473
12 Brazil 834,535 Hong Kong 1,108,127
13 Italy 759,673 Switzerland 1,079,022
14 Russia 732,242 Spain 995,095
15 Taiwan 659,811 Russia 874,659
16 Switzerland 641,001 Taiwan 711,906
17 India 622,479 Netherlands 651,004
18 Saudi Arabia 514,423 South Africa 612,308
19 Netherlands 441,300 Sweden 560,526
20 Sweden 376,175 Mexico 525,057

Source: S&P Global Stock Markets Factbook, 2013.
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Online Trading Mechanism
Bombay Stock Exchange's trading system is popularly known as BOLT. The

BSE has deployed an OnLine Trading system (BOLT) on March 14, 1995. BOLT
has a two-tier architecture. The trader workstations are connected directly to
the backend server, which acts as a communication server and a Central Trading
Engine (CTE). Other services like information dissemination, index computation,
and position monitoring are also provided by the system. Access to market-related
information through the trader workstations is essential for the market participants
to act on real-time basis and take immediate decisions. BOLT has been interfaced
with various information vendors like Bloomberg, Bridge, and Reuters. Market
information is fed to news agencies in real time. It makes the trade efficient,
transparent and time saving.

NSE provides its customers with a fully automated screen-based trading
system known as NEAT system, in which a member can punch into the computer
quantities 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. It electronically matches orders on a price/time priority and
hence, cuts down on time, cost and risk of error, as well as on fraud, resulting
in improved operational efficiency. It allows faster incorporation of price
sensitive information into prevailing prices, thus, increasing the informational
efficiency of markets. The stocks are hold in a demutualised format helping in
fast, transparent and efficient preservation and transactions.

Regulatory Framework of Stock Market
The Securities Contract Regulation Act, 1956 and the Securities and

Exchanges Board of India Act, 1992, provided a comprehensive legal framework.
The responsibility for regulating the securities market is shared by Department
of Economic Affairs (DEA),  Department of Company Affairs (DCA), Reserve Bank
of India (RBI) and Securities and Exchange Board of India (SEBI). The stock
Exchanges Division of the Ministry of Finance has powers related to the
application of the provision of the SCR Act and licensing of dealers in the other
area. According to SEBI Act, the Ministry of Finance has the appellate and
supervisory powers over the SEBI. It has power to grant recognition to the Stock
Exchanges and regulation of their operations. Ministry of Finance has the power
to approve the appointments of chief executives and nominations of the public
representatives in the Governing Boards of the stock exchanges. It has the
responsibility of preventing undesirable speculation.

The Securities and Exchange Board of India: The Securities and Exchange
Board of India even though established in the year 1988, received statutory
powers only on 30thJan 1992. Under the SEBI Act, a wide variety of powers is
vested in the hands of SEBI. SEBI has the powers to regulate the business of
stock exchanges, other security markets and mutual funds. Registration and
regulation of market intermediaries are also carried out by SEBI. It has the
responsibility to prohibit the fraudulent unfair trade practices and insider
dealings. Takeovers are also monitored by the SEBI. Stock Exchanges have to
submit periodic and annual returns to SEBI. The main objective of the SEBI is
to promote the healthy growth of the capital market and protect the investors.

BOLT (BSE's
Online Trading
System)
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Role of SEBI
SEBI has been obligated to perform the aforesaid functions by such measures

as it thinks fit. In particular, it has powers for:

• Regulating the business in stock exchanges and any other securities
markets

• Registering and regulating the working of stockbrokers, subbrokers
etc.

• Promoting and regulating self-regulatory organizations

• Prohibiting fraudulent and unfair trade practices

• Calling for information from undertaking, inspection, conducting
inquiries and audits of the stock exchanges, intermediaries, self-
regulatory organizations, mutual funds and other persons associated
with the securities market.

Major Recognized Stock Exchanges in India
Sr. No. Name of the Exchange
1 Ahmedabad Stock Exchange Ltd. 
2 BSE Ltd. 
3 Bangalore Stock Exchange Ltd. 
4 Bhubaneswar Stock Exchange Ltd
5 Calcutta Stock Exchange Ltd. 
6 Cochin Stock Exchange Ltd 
7 Delhi Stock Exchange Ltd.,
8 Gauhati Stock Exchange Ltd.,
9 Inter-Connected Stock Exchange of India Limited
10 Jaipur Stock Exchange Ltd
11 Ludhiana Stock Exchange Ltd.
12 MCX SX Exchange Limited
13 Madhya Pradesh Stock Exchange Ltd
14 Madras Stock Exchange Ltd. 
15 Magadh Stock Exchange Ltd. 
16 Mangalore Stock Exchange 
17 National Stock Exchange of India Ltd.
18 OTC Exchange of India
19 Pune Stock Exchange Ltd
20 The Vadodara Stock Exchange Ltd.
21 U.P. Stock Exchange Limited 
22 United Stock Exchange of India Limited

RBI regulates
money market
operations in India
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Selected Indicators of Secondary Market in India

Money Market and Capital Market

Money market refers to a market in which borrowing and lending of short-
term funds against short-term credit instruments, such as treasury bills, bills
of exchange, bankers’ acceptances, short-term Government securities etc takes
place.

Functions of Money Market
(1) It helps the Government to raise the necessary short-term funds through

the issue of treasury bills

(2) It offers a channel of investment to non-banking financial institutions,
such as insurance companies, financial houses etc.

(3) Short-term funds are made available to industries to meet their working
requirements

(4) It helps in the development of capital market

At the
of Financial No. of Nifty 50 Sensex Market Cap- Market Market Turnover Turnover Turnover

Year Brokers italisation Capitali- Capi- (` mn) (US $ mn) Ratio
(` mn) sation talisation (per cent)

(US $ mn) Ratio
(per cent)

2000-01 9,782 1148.20 3,604.4 7,688,630 164,851 54.50 28,809,900 617,708 374.71

2001-02 9,687 1129.55 3,469.4 7,492,480 153,534 36.36 8,958,180 183,569 119.56

2002-03 9,519 978.2 3,048.7 6,319,212 133,036 28.49 9,689,098 203,981 153.33

2003-04 9,368 1771.9 5,590.6 13,187,953 303,940 52.3 16,209,326 373,573 122.91

2004-05 9,128 2035.7 6,492.8 16,984,280 388,212 54.4 16,668,960 381,005 98.14

2005-06 9,335 3402.6 11,280.0 30,221,900 677,469 85.6 23,901,030 535,777 79.09

2006-07 9,443 3821.6 13,072.1 35,488,081 814,134 86.0 29,014,715 665,628 81.76

2007-08 9,487 4734.5 15,644.4 51,497,010 1,288,392 109.3 51,308,160 1,283,667 99.63

2008-09 9,628 3021.0 9,708.5 30,929,738 607,061 54.9 38,520,970 756,054 124.54

2009-10 9,772 5249.1 17,527.8 61,704,205 1,366,952 95.3 55,168,330 1,222,161 89.41

2010-11 10,203 5833.8 19,445.2 68,430,493 1,532,598 87.8 46,850,341 1,049,280 68.46

2011-12 10,268 5295.6 17,404.2 62,191,859 1,215,718 69.3 34,843,820 681,122 56.03

2012-13* 10,128 5682.6 18,835.8 63,878,869 1,174,998 63.7 32,570,860 599,113 50.99

(Source: SEBI annual Report 2012-13)

EndCapital Market Segment of Stock Exchanges
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(5) It serves as the medium through which the central bank can exercise
its control over the creation of credit in the economy.

Capital Market

Capital market is, generally, referred to the market for long-term funds. It
includes institutions and mechanism for the effective pooling of long-term funds
form individuals and institutional investors and making them available to
industrial and commercial undertakings. Capital market, in short, deals in
shares, debentures, bonds and securities. Capital market has the following
features: (1) It deals in long and medium-term funds (2) It consists of primary
market, secondary market and special financial institutions (3) It covers both
individual and institutional investors (4) It makes funds available to industrial
and commercial undertakings

Need and Importance of Capital Market
(1) It helps in mobilizing the savings on a large scale

(2) It helps in the capital formation in the country

(3) It helps in effective distribution of the mobilized funds for balanced
economic development

(4) It provides continues market for long-term funds

Classification of Capital Market
Capital market can be classified into Primary Market and Secondary Market

 Primary Market: It is also called new issues market. In this market, funds
are raised by industrial and commercial enterprises from investors through the
issue of shares, debentures and bonds.

Secondary Market (Stock Exchange): Secondary market is the market in
which existing securities are bought and sold. Existing securities are bought
and sold on the stock exchanges with the help of brokers.

Differences between Capital Market Money Market
Capital Market Money Market

  1. It deals in long-term and It deals in short-term funds
medium-term funds

  2. It provides funds for fixed It provides funds for working
capital capital

  3. It acts as links between investors It creates a link between the
and industrial and commercial depositors and Borrowers
enterprises

  4. It arranges large amount of funds It arranges for small amount of funds

  5. Rate of interest is, generally, low Rate of interest is, generally, high

A capital market is
one in which
individuals and
institutions trade
financial securi-
ties. 
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AN OVERVIEW OF FINANCIAL INSTRUMENTS

Financial claims or financial assets like shares debentures, etc.,  dealt in
a financial market are referred to as financial instruments. Financial assets
refer to claims of periodical payments of certain sum of money by way of payment
of principal, interest or dividend. The payments relating to financial assets
depending on the nature of financial instruments held. For instance, in the
case of bonds, debentures or bank deposits, the investor receives regular interest
and the principal repayment at the end of a specified maturity period. In the
case of irredeemable bonds, the holder regularly receives interest payments
and the principal is returned only at the time of winding up of the company. In
the case of ordinary shares, companies make regular dividend payments and
capital appreciation can be expected. Important characteristics of financial
instruments are as below.

1. Liquidity: This feature  allows for the easy and fast conversion of
securities into cash

2. Marketability: Which facilitates easy trading of the security in the
secondary market.

3. Collateral value: Which allows for pledging of instruments for obtaining
loans from financial institutions.

4. Maturity period: Which is either long term, medium-term or short -
term depending on the type of instrument held by the investor

5. Transferability: Which allows for easy and quick transfer of instruments
from one person to another without much formalities

6. Cost:  Which implies the expenses involved in buying and selling of
financial instruments.

7. Provision of options: Such as callback or buyback options where by
companies can buy or sell the securities from investors.

8. Tax provision: Return earned on the instruments which are dealt is
either taxable or tax-free

Types of Financial Instruments
Financial instruments can be broadly classified into

(a) Money market instrument

(b) Capital market instruments.

(a) Money Market Instruments
The most liquid, short-term debt obligations that are traded in the money

market are called money market instruments. Some of these instruments are
briefly described below:

1. Treasury Bills (T-Bills): Treasury Bills, one of the safest money market
instruments, are short-term borrowing instruments of the Central Government
of the country issued through  the Central Bank (RBI in India).  They are zero

Money market
investments are
also called cash
investments
because of their
short maturities.
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risk instruments, and hence, the returns are not so attractive. It is available
both in primary market as well as secondary market. It is a promise to pay a said
sum after a specified period. T-bills are short-term securities that mature in
one year or less from their issue date. They are issued with three-month, six-
month and one-year maturity periods. The Central Government issues T- Bills
at a price less than their face value (par value). They are issued with a promise
to pay full face value on maturity. T-Bills are issued through a bidding process
at auctions. At present, the Government of India issues three types of treasury
bills through auctions, namely, 91-day, 182-day and 364-day. Treasury bills
are available for a minimum amount of ` 25K and in its multiples.

2. Commercial Papers: Commercial paper is a low-cost alternative to bank
loans. It is a short term unsecured promissory note issued by corporate and
financial institutions at a discounted value on face value. They are usually
issued with fixed maturity between one to 270 days and for financing of accounts
receivables, inventories and meeting short-term liabilities. Commercial paper
being an instrument not backed by any collateral, only firms with high quality
credit ratings will find buyers easily without offering any substantial discounts.
They are issued by corporates to impart flexibility in raising working capital
resources at market determined rates. Commercial Papers are actively traded
in the secondary market since they are issued in the form of promissory notes
and are freely transferable in demat form.

3. Certificate of Deposit: It is a short-term borrowing more like a bank
term deposit account.  It  is a promissory note issued by a bank in form of a
certificate entitling the bearer to receive interest. The certificate bears the
maturity date, the fixed rate of interest and the value. It can be issued in any
denomination. They are stamped and transferred by endorsement. Its term
generally ranges from three months to five years and restricts the holders to
withdraw funds on demand. However, on payment of certain penalty the money
can be withdrawn on demand also. The returns on certificate of deposits are
higher than T-Bills because it assumes higher level of risk.

4. Repo/Reverse Repo: Repurchase transactions, called Repo or Reverse
Repo are transactions or short-term loans in which two parties agree to sell and
repurchase the same security. They are usually used for overnight borrowing.
Repo/Reverse Repo transactions can be done only between the parties approved
by RBI and in RBI approved securities, viz.,  GOI and State Govt Securities, T-
Bills, PSU Bonds, FI Bonds, Corporate Bonds, etc. Under repurchase agreement
the seller sells specified securities with an agreement to repurchase the same
at a mutually decided future date and price.  Similarly, the buyer purchases
the securities with an agreement to resell the same to the seller on an agreed
date at a predetermined price. Such a transaction is called a Repo when viewed
from the perspective of the seller of the securities and Reverse Repo when viewed
from the perspective of the buyer of the securities. Thus, whether a given
agreement is termed as a Repo or Reverse Repo depends on which party initiated
the transaction. The lender or buyer in a Repo is entitled to receive compensation
for use of funds provided to the counterparty.

In India, Individual
Investors  cannot
invest in  money
market instru-
ments directly
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5. Call Money: Call money is mainly used by the banks to meet their
temporary requirement of cash. They borrow from and lend money to each other
normally on a daily basis. It is repayable on demand and its maturity period
varies between one day to a fortnight. The rate of interest paid on call money
loan is known as call rate.

• Call Money Money lent for one day

• Notice Money Money lent for a period exceeding one day

• Term Money lent for 15 days or more on Interbank market

(Source: RBI)

(b) Capital Market Instruments
Some of the important instruments of capital market are:

1. Equity Shares
Equity shares, commonly referred to as ordinary share also represents the

form of fractional ownership in which a shareholder, as a fractional owner,
undertakes the maximum entrepreneurial risk associated with a business
venture. The holder of such shares is the member of the company and has voting
rights. Equity shares, other than non-voting shares, have voting rights at all
general meetings of the company. These votes have the affect on the controlling

Interest Rates on the Money Market Instruments in India 

(Percent per annum: Annual Averages) 
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of the company. Equity shares have the right to share the profits of the company
in the form of dividend (cash) and bonus shares. However even equity
shareholders cannot demand declaration of dividend by the company which is
left to the discretion of the Board of Directors. When the company is wound up,
payment towards the equity share capital will be made to the respective
shareholders only after payment of the claims of all the creditors and the
preference share capital

2. Preference  Shares
It is an unique type of long-term financing instrument which combines

some of the characteristics of equity shares as well as debentures. It is similar
to debenture because it carries fixed dividend, It is ranked higher than equity
on the basis of claim and It does not have any voting rights. It is similar to
equity capital because Not obligatory to pay dividend and Irredeemable type
does not have any maturity. Preference share can be Redeemable and
irredeemable preference shares, Convertible and non convertible preference
shares and Participative and non-participative preference shares

3. Debentures/Bonds
Section 2(12) of the Companies Act, 1956, defines debentures as "Debenture

includes debenture stock, bonds and any other securities of a company, whether
constituting a charge on the assets of the company or not." Debenture is a
document evidencing the debt of an organization. It is issued by a company as
a certificate of indebtedness and It usually indicates the date of redemption
and also provides for the repayment of principal and payment of interest at
specified date or dates. Debenture  usually creates a charge on the undertaking
or the assets of the company. In such a case, the lenders of money to the company
enjoy better protection as secured creditors, i.e., if the company does not pay
interest or repay principal amount, the lenders may either directly or through
the debenture trustees bring action against the company to realise their dues
by sale of the assets/undertaking earmarked as security for the debt.

Debentures are issued in the following forms:

• Naked or unsecured debentures.

• Secured debentures.

• Redeemable debentures.

• Irredeemable/Perpetual debentures.

• Non convertible/Fully convertible/Partly convertible debentures.

• Bearer debentures.

• Registered debentures.

• Zero interest debentures/bonds (ZIB).

• Deep discount bonds.

• Secured premium notes.

• Floating rate bonds.

In U S A, the main
categories of
bonds are
corporate bonds,
municipal bonds,
and U.S. Treasury
bonds, notes and
bills, which are
collectively
referred to as
simply “Treasur-
ies.”
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4. ADR/GDR
An American Depositary Receipt (ADR) or Global Depositary Receipt (GDR) is a

simple way for investors to invest in companies whose shares are listed abroad.
The ADR or GDR is essentially a certificate issued by a bank that gives the
owner rights over a foreign share. It can be listed on a stock exchange and
bought and sold just like a normal share. The holder of an ADR or GDR is entitled
to all benefits such as dividends and rights issues from the underlying shares.
They are sometimes - but not always - able to vote. As we might expect from the
name, an ADR is listed in the US. A GDR is typically listed in London or
Luxembourg. A depositary receipt where the issuing bank is European will
sometimes be called a European Depositary Receipt (EDR), although this term is
less common. For a real example, let's look at ICICI Bank. This stock is listed in
India and isn't available to most foreign investors. However, it has a depositary
receipt issued in New York and traded on the New York stock exchange, which
almost anyone can buy. The depositary receipt for ICICI is issued by Deutsche
Bank. For each depositary receipt in circulation, Deutsche Bank holds the
equivalent number of India-listed shares on behalf of the owners of the ADR.
One ADR or GDR does not always equal one share of underlying stock. And
with ICICI, the ADR actually represents two India-listed shares of ICICI and is
priced accordingly.

5. Foreign Currency Convertible Bonds (FCCBs)
A Foreign Currency Convertible Bond (FCCB) is a quasi debt instrument

which is issued by any corporate entity, international agency or sovereign state
to the  investors all over the world. They are denominated in any freely
convertible foreign currency. Euro Convertible Bonds are usually issued as
unsecured obligation of the borrowers. FCCBs represent equity linked debt
security which can be converted into shares or into depository receipts. The
investors of FCCBs has the option to convert it into equity normally in
accordance with pre-determined formula and sometimes, also at a pre-
determined exchange rate. The investor also has the option to retain the bond.
The FCCBs by virtue of convertibility offers to issuer a privilege of lower interest
cost than that of similar non-convertible debt instrument. By issuing these
bonds, a company can also avoid any dilution in earnings per share that a further
issue of equity might cause whereas, such a security still can be traded on the
basis of underlying equity value.

6. Term Loan
Term Loan is a method of debt financing by banks or financial institutions

with maturity period of over one year to about 10 years. It provides for a fixed
and often large amount of loan required either for setting up a new unit for
financing the expansion/diversification/modernization of a project in terms of
land, building, plant and machinery or permanent addition to current assets.
Hence, term loan is also called Project Financing.  Term loan carries floating
rate of interest.

Poison pill:  when
a company issues
more shares to
prevent being
bought out by
another company,
thereby, increas-
ing the number of
outstanding
shares to be
bought by the
hostile company
making the bid to
establish majority
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7. External Commercial Borrowing
An External Commercial Borrowing (ECB) is an instrument used in India to

facilitate the access to foreign money by Indian companies. ECBs include
commercial bank loans, buyers' credit, suppliers' credit, securitised instruments
such as floating rate notes and fixed rate bonds etc. It also includes credit from
official export credit agencies and commercial borrowings from the private sector
window of multilateral financial Institutions such as International Finance
Corporation (Washington), ADB, AFIC, CDC, etc. ECBs cannot be used for
investment in stock market or speculation in real estate. The DEA (Department
of Economic Affairs), Ministry of Finance, Government of India along with
Reserve Bank of India, monitors and regulates ECB guidelines and policies.

AN OVERVEW OF FINANCIAL INSTITUTIONS

Financial system plays an indispensable role in the overall development of
a country. The most important constituent of this sector is the financial
institutions, which act as a medium for the transfer of resources from net savers
to net borrowers. The financial institutions have traditionally been the major
source of long-term funds for the economy. These institutions provide a variety
of financial products and services to fulfill the varied needs of the commercial
sector. Besides, they provide assistance to new enterprises, small and medium
firms as well as to the industries established in backward areas. Thus, they
have helped in reducing regional disparities by inducing widespread industrial
development. Financial institutions provide all those financial services which
are available in financial system.

Benefits of Financial Institutions
These are benefits an individual enjoys by investing through financial

intermediaries than involving directly in financial market.

(1) Economy of scale: When financial institutions are carrying out their
investment or other activities in large scale out of pooled funds, they
can achieve economy of scale.

(2) Lower transaction cost: Because of economy of scale the cost of each
transaction is much lower than what it would have been, if those
transaction are carried on by individual investors on their own.

(3) Diversification: As financial institutions are dealing in huge amounts
of pooled funds, they diversify their investments in such a way that the
risk involve would reduce considerably.

Banking and Non Banking Financial institutions in India
The Government of India, in order to provide adequate supply of credit to

various sectors of the economy, has evolved a well developed structure of
financial institutions in the country. A study of financial institutions in India
revolves around RBI which is a central bank of India.

Financial Institutions can be broadly classified as Banking and Non-
Banking Financial Institutions. A Banking Institution is an organization that

Financial institu-
tions are interme-
diaries that
mobilize savings
and facilitate the
allocation of
funds in an
eff icient manner
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accepts customer cash deposits and then provides financial services like bank
accounts, loans, share trading account, mutual funds, etc. A NBFC (Non Banking
Financial Company) is an organization that does not accept customer cash
deposits but provides all financial services except bank accounts. Banking
institutions are subject to legal reserve requirements (CRR, SLR), can advance
credit by creating claims against themselves, while Non banking financial
institutions can lend only out of resources put at their disposal by the savers.

Banking Institutions in India
(1) Reserve Bank of India

(2)  Commerical Banks

(3) Co-operative Banks

Non Banking Financial Institutions in India
1. Indigenous Bankers and Financial Agencies

2. Development Banks

3. Insurance Companies

4. Mutual Funds

5. Finance Companies

6. Merchant Banking Institutions

7. Pension Funds

8. Discount Houses

9. Acceptance House

10. Housing finance companies

11. Leasing and hire purchase companies

12. Venture capital firms

13. Debt securitization companies

(1) Reserve Bank of India
RBI being Central Bank of the  country is the apex monetary institution in

the money market. It regulates and makes policy relating to monetary
management in the country. It serves as the government bank because it
performs the major financial operations of the government it also participate in
a big way in the market to purchase and sell various securities, specifically
those issued by the Government. In brief, the RBI  is an constituent of the
government which participates in  financial markets in different ways. These
are:

(a) Issuing of currency notes:

(b) Agent and adviser of the Government:

(c) Acting as bankers' bank:

Conventionally,
financial institu-
tions are com-
posed of organi-
zations such as
banks, trust
companies,
insurance
companies and
investment
dealers. It is an
establishment that
focuses on
dealing with
financial transac-
tions, such as
investments,
loans and
deposits
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(d) Maintaining adequate foreign exchange reserve:

(e) Credit control functions:

(2)  Commerical Banks
Another significant participant in the financial system  is commercial Bank.

A major portion of the total operations of the financial system is conducted
through the commercial banks. The basic functions of commercial banks is
accepting deposits and lending. Apart from this they perform various secondary
and agency functions.

(3) Co-operative Banks
Co-operative banks perform almost all the functions performed by a

commercial banks. They are constituted as a co-operative institutions.

Non-Banking Financial Institutions

(1) Indigenous Bankers and Financial Agencies
Indigenous financial agencies are important participants in money market,

specially in unorganized sector. They comprise of money lenders (Village
Sahukars) and indigenous bankers. Moneylenders are normally referred to those
persons whose main business is to provide financial assistance to rural farmers
and others. On the other hand, indigenous banker is referred to an individual
or private firm receiving deposits and lending money. The basic function of
these agencies is to provide usually short-term loans to both urban as well as
rural borrowers. Normally, they finance agricultural activities, business and
other personal activities. Sometimes, they also lend money by mortgaging
immovable property like houses, land, fixed assets, etc. The rate of interest
charged by them is normally very high in comparison to the banks. These
moneylenders and indegeneous bankers constitutes an integral part of financial
system. They provide finance wherever commercial banks fails to carry on
banking activities efficiently.

(2) Development Banks
Development banks which came into existence in middle of 20th century

are now most active participant in the  financial markets all over the world and
in India too. Development banks, also known as financial institutions, are
primarily engaged in providing long-term financial assistance to the industrial
units, usually by refinancing commercial banks. The financial assistance is
provided in various forms like extending term loans, subscription to shares and
debentures, underwriting capital issues, guarantee of term loans, guarantee
in respect of deferred payments by importers, etc.

In India, some major  development banks are

(a) Industrial Development Bank of India (IDBI)

(b) Industrial Finance Corporation of India (IFCI),

(c) Industrial Credit Investment Corporation of India (ICICI),

(d) State Financial Corporations (SFCs);

The over-the-
counter (OTC)
market is a type
of secondary
market also
referred to as a
dealer market.
The term “over-
the-counter”
refers to stocks
that are not
trading on a stock
exchange.
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(e) Slate Industrial Development Corporation (SIDCs),

(f) Industrial Reconstruction Bank of India (IRBI).

(3) Insurance Companies
Insurance companies have emerged as prominent participants in the

financial  markets because of the availability of huge funds at their disposal
generated by selling the insurance policies for investment purpose. These
companies can be classified into categories such as Life insurance companies
and  General insurance companies. Among these, life insurance companies
are dominant due to their large  size and less risk associated with their business.
The major source of funds of these companies is premium received from the
policyholders. The investment policy is usually different from that of other
institutions. The major portion of the fund is normally invested in Government
and Semi-government securities and some  fixed income securities. Apart from
life insurance companies, general insurance  companies which are in insurance
business also have huge investible funds to employ in the business sector.

Prominent insurers in India includes

(a) LIC of India

(b) GIC of India (GIC includes 4 fully owned subsidiaries)

  (i) New India assurance

 (ii) Oriental insurance

          (iii) United India insurance

           (iv) National insurance company ltd

(c) Insurers in private sector like Tata AIG, ICICI Lombard, etc

(4) Mutual Funds
Investment companies are such institutions which collect the funds from

the people (Generally household savers) through a specific financial instrument,
i.e., unit, share, debenture, etc. and then invest these pooled funds in suitable
securities like equity shares, debentures, government securities, etc. The basic
objective of mutual funds is to get enhanced benefits of huge and pooled
resources through low risk and expertise. Mutual funds provides various
schemes to investors like debt fund, equity fund, balanced funds, etc., depends
on risk and return profile of the investors. Important mutual funds operating in
India are, Unit Trust of India, Canbank mutual fund, ICICI, TATA, etc.

(5)  Finance Companies
Another important participant in the financial  market is private sector

finance companies. These companies collect funds from the people through
shares, debentures, fixed deposits and short-term loans from banks and other
corporate units. Sometimes, a huge fund is also raised through inter corporate
deposits. These finance companies go for financing of consumer durable goods,
automobiles, furniture, etc., normally on installment scheme  basis. Besides,
they also provide short-term business credit to the business firms and
professionals. Thus, these finance companies have to compete with commercial

7th  February 2006
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banks and other financial institutions which provide such loans. Rate of interest
on the loan is higher  as compared  to the bankers, but still consumers prefer to
go to these units due to easy availability and less formalities. Some important
finance companies in India includes, Bajaj Auto Finance, GE countrywide
financial systems ICICI financials, etc.

(6) Merchant Banks
Merchant banking activities were firstly developed in early nineteenth

centuries in western countries. Activities performed by these merchant banking
institutions is vital from the point of view of healthy development of financial
system in the country. Basically merchant banking activity is an institutional
arrangement providing financial advisory and intermediary services to the
corporate sector. Each merchant banking institution may specialise in one
activity. These merchant banking activities is either fees based or commission
based. Activities performed by merchant banks includes

(i) Issue Management

(ii) Project Counselling

(iii) Capital Restructuring

(iv) Under Writing

(v) Corporate Counselling

(vi) Portfolio Management

(vii) Corporate Festructuring

(viii) Working Capital Finance

(ix) Credit Bills Discounting

Few important merchant banking companies in India are, Karvy
Consultancy ltd, IL&FS, ICICI securities, etc.

(7) Pension Funds
A pension fund which accumulates funds from pension fund contributors

has started taking active part in financial system. These pension funds
participates in money and  capital markets by investing their funds. These
pension funds invest in fixed income securities and recently, they have started
investing in Equity market also.

(8) Discount Houses
The major function of discount  houses is to discount trade bills of traders

so as to provide adequate liquidity in the market. These houses are normally
found in the developed money market, e.g., London Money Market.

(9) Acceptance Houses
Another participant in the financial  market is Acceptance House. They

play a significant role in financial market through borrowing long-term and
short-term loans from the banks and lending the same to the traders. In other
words, the acceptance houses accept the bills of exchange which are drawn on

The forex market
is where curren-
cies are traded.
The forex market
is the largest,
most liquid market
in the world and it
is open 24 hours
a day
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them either by the seller or the buyer of the goods so that the accepted bill can
further be discounted from the discount house.

AN OVERVIEW OF FINANCIAL SERVICES

Financial services are the important component of financial system.
Financial services caters to the needs of financial institutions, financial markets
and financial instruments. Financial system carries on its activities through
financial institutions with the help of financial instruments. In this process,
financial system requires, a number of services of financial nature. Financial
services are considered as one of the key element of the financial system, other
three elements being, financial markets, financial institutions and financial
instruments. All these four elements should have the proper coordination in
order to achieve the smooth functioning of financial system. Effective
functioning of financial system depends upon wide range of financial services
provided by service providers. Financial services is a term used to refer to the
services provided by the finance industry. Financial services is also the term
used to describe the organisation that deals with the management of money.
Banks, investment companies, insurance companies, credit card companies,
stockbroking firms are the few examples of the firms comprising the financial
services industry, which provides variety of money and investment-related
services. Financial services includes services offered by asset management as
well as liability management companies. Asset management companies
includes, leasing and hire purchase, mutual funds, investment banking
merchant bankers, stockbroking, etc. Liability management companies
includes, discounting companies, banking companies, acceptance houses, etc.

Features of Financial Services

1. Intangibility
All the financial services are intangible and invisible in nature. Therefore,

it becomes very essential for the service providers to maintain high standards
in service delivery to retain its customers.

2. Customer-oriented
Financial services are customer-oriented. All financial services are

rendered keeping in mind, the needs of the customers. Before any service is
provided, service provider conducts a survey, tries to know the preferences of a
customer, then only a service is provided.

3. Inseparability
This feature states that there should be a perfect coordination between a

service provider and their clients. The two basic functions of producing and
supplying financial services have to be performed simultaneously. Therefore,
production and supply are inseparable.

4. Performance Variability
As financial services are customer-oriented and people-intensive, there

will be a variability in performance. For example, there may be a change in

The term “finan-
cial services”
became more
prevalent in
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at that time to
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credit card service provided by two companies to a different category of
customers.

5. Dynamism
Financial services are very dynamic in nature. They have to be constantly

updated, and reefined on the basis of changes that are taking place in the
financial system.

Advantages of Financial Services
1. It helps in raising the sufficient funds required for carrying out different

development activities.

2. It also assists to deploy the funds which are raised through issue of
different financial instruments.

3. They provides specialised services like, credit rating, venture capital,
leasing etc.

4. Financial services help in economic development of a country by
contributing greatly to GDP.

5. Financial services industry provides lot of employment opportunities.

6. Financial services help in movement of resources from one sector of
the economy to another.

Problems/Limitations of Financial Services

1. Lack of Trained Staff
Financial service industry is suffering from lack of trained and qualified

staff. The attrition rate in financial services industry is more, making the problem
more severe.

2. Lack of Office Space
Many financial service centers like Bangalore, Mumbai are facing severe

shortage of office space. The office rent in these places is very high which leads
to increase in the cost of providing financial services.

3. Inadequate Technology
Although, there has been a rise in technology usage in financial service

industry, still there is some grey areas as far as technology is concerned. Still
some more innovations are required to make financial services industry more
techno-friendly.

4. Lack of Innovative Services
Indian financial services industry is suffering from lack of innovative

services. Most of the services are outdated and there is a need to add innovative
features to the existing services or introduce altogether new services to make
the services more attractive to the customers.

Financial services
are vital for
creation of f irms,
industrial expan-
sion, and
economic growth.
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5. Lack of Regulatory Mechanism
Presently RBI and SEBI are the major regulators. But still there is a lack of

regulatory mechanism in financial service industry. More provisions should
be introduced to make financial service industry more customer-friendly and
transparent.

6. Lack of Branding of Services
Most of the financial services, provided in unorganised markets are

unbranded.

7. Lack of Ethical Practices
There is a need to follow ethical practices in financial service industry.

The recent IPO scam involving certain reputed stockbroking firms is an
indication of the unethical practices in financial service industry.

Important Financial Services Offered in India
1. Merchant Banking

2. Project Management

3. Issue Management

4. Portfolio Management

5. Equipment Leasing

6. Banking

7. Hire Purchase Finance

8. Investment Services

9. Housing Finance

10. Mutual Fund

11. Factoring

12. Credit Rating

13. Loan Syndication

14. Stockbroking

15. Depository services

16. Venture Capital Financing

17. Insurance

18. Credit Card/Debit Card

19. Securitization of Debt

20. Corporate Counseling

REFORMS IN INDIAN FINANCIAL SYSTEM
Until the beginning of LPG era in  early 1990s, the role of the financial

system in India was mainly constrained to the purpose of channeling resources

Probably the
greatest important
f inancial service
provided by
financial institu-
tions is acting
as f inancial
intermediaries
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from the surplus to deficit sectors. Whereas the financial system performed this
role convincingly well, its activities came to be marked by some serious
deficiencies over the period.  The banking sector suffered from lack of
competition, low capital base, low productivity and high  cost. After the
nationalization of large banks in 1969 and 1980, public ownership dominated
the banking sector. The role of technology was negligible and the quality of
service was not given ample importance. Banks also did not follow appropriate
risk management system and the prudential standards were pathetic. All these
resulted in poor asset quality and low productivity. Among non banking
financial intermediaries, development finance institutions (DFIs) operated in
an over-protected environment. In the insurance sector, there was negligable
competition. The mutual fund industry also suffered from lack of competition
and was dominated for long by one institution, viz., the Unit Trust of India.
Financial markets were characterized by control over pricing of financial assets,
barriers to entry, high transaction costs and restrictions on movement of funds/
participants between the market segments. Against this background, extensive
financial sector reforms in India were introduced in the early 1990s. Financial
sector reforms in India were grounded in the belief that competitive efficiency
in the real sectors of the economy will not be realized to its full potential unless
the financial sector was reformed as well. Thus, the principal objective of
financial sector reforms was to improve the  efficiency of resources and accelerate
the growth process of the real sector by removing structural deficiencies affecting
the performance of financial institutions and financial markets. The main thrust
of reforms in the financial system  was on the creation of efficient and stable
financial institutions and markets.

The main objectives, therefore, of the financial sector reform process in India
initiated in the early 1990s have been to:

• Remove financial repression that existed earlier

• Create an efficient, productive and profitable financial sector industry;

• Enable price discovery, particularly, by the market determination of
interest rates that helps in efficient allocation of resources.

• Provide operational and function autonomy to institutions;

• Prepare the financial system for increasing international competition.

• Open the external sector in a calibrated fashion;

• Promote the maintenance of financial stability even in the face of
domestic and external uncertinities.

The initiation of financial reforms in the country during the early 1990s,
was to a large extent conditioned by the analysis and recommendations of
various committees/working groups set up to address specific issues. The
process has been marked by 'gradualism' with measures being undertaken after
extensive consultations with experts and market participants. From the
beginning of financial reforms, India has resolved to attain standards of
international best practices but to fine tune the process keeping in view the
underlying institutional and operational considerations. Reform measures
introduced across sectors as well as within each sector were planned in such a
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way so as to reinforce each other. Attempts were made to simultaneously
strengthen for commercial decision making and market forces in an
increasingly competitive framework. At the same time, the process did not lose
sight of the social  responsibilities of the financial sector.

The major reforms taken place in some of the major sectors of  Indian
financial system in the post LPG era is given below.

(1) New Industrial Policy
Under the New Industrial Policy, the industries have been freed to a large

extent  from the licenses and other controls.  In order to  encourage
modernisation, stress has been laid upon the use of latest technology. A great
reduction has been effected in the role of the public sector. Efforts have been
made to encourage foreign investment. Investment decision by companies has
been facilitated by ending restrictions imposed by the MRTP Act. Similarly,
Foreign Exchange Regulation Act (FERA) has been replaced with Foreign
Exchange Management Act (FEMA).

Some important points of the New Industrial Policy have been highlighted
here:

(a) Abolition of Licensing
Before the advent of the New Industrial Policy, the Indian industries were

operating under strict licensing system. Now, most industries have been freed
from licensing and other restrictions.

(b) Freedom to Import Technology
The use of latest technology has been given prominence in the New

Industrial Policy. Therefore, foreign technological collaboration has been
allowed.

(c) Contraction of Public Sector
A policy of not expanding unprofitable industrial units in the public sector

has been adopted. Apart from this, the government is following the course of
disinvestment in such public sector undertaking. This is a medium of
privatisation.

(d) Free Entry of Foreign Investment
Many steps have been taken to attract foreign investment. Some of these

are (i) In 1991, 51% of foreign investment in 34 high priority industries was
allowed without seeking government permission. (ii) Non-resident Indians (NRIs)
were allowed to invest 100% in the export houses, hospitals, hotels, etc. (iii)
Foreign Investment Promotion Board (FIPB) was established with a view to
speedily clear foreign investment proposals.

 (e) MRTP Restrictions Removed
Monopolies and Restrictive Trade Practices Act has been done away with.

Now the companies do not need to seek government permission to issue shares,
extend their area of operation and establish a new unit.
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(f) FERA Restrictions Removed
Foreign Exchange Regulation Act (FERA) has been replaced by Foreign

Exchange Management Act (FEMA). It regulates the foreign transactions. These
transactions have now become simpler.

(g) Increase in the Importance of Small Industries
Efforts have been made to give importance to the small industries in the

economic development of the country.

(2) New Trade Policy
Trade policy means the policy through which the foreign trade is controlled

and regulated. As a result of liberalisation, trade policy has undergone
tremendous changes. Especially the foreign trade has been freed from the
unnecessary controls. The age-old restrictions have been eliminated at one go.
Some of the chief characteristics of the New Trade Policy are as follows:

(a) Reduction in Restrictions of Export-Import
Restrictions on the exports-imports have almost disappeared leaving only a

few items.

(b) Reduction in Export-Import Tax
Export-import tax on some items has been completely abolished and on

some other items it has been reduced to the minimum level.

(c) Easy Procedure of Export-Import
Import-export procedure has been simplified.

(d) Full Convertibility on Current Account
In 1994-95, full convertibility became applicable on current account. In

short, full convertibility means unrestricted sale and purchase of foreign
exchange in the foreign exchange market for the purpose of payments and
receipts on the items connected with current account. It means that there is no
government restriction on the sale and purchase of foreign exchange connected
with current account. On the other hand, sale and purchase of foreign exchange
connected with capital account can be carried on under the rates determined
by the Reserve Bank of India (RBI),

(e) Providing Incentive for Export
Many incentives have been allowed to Export- oriented Units (EOU) and

Export Processing Zones (EPZ) for increasing export trade.

(f ) Market-determined  Exchange Rate Regime
Evolution of exchange rate regime from a single currency fixed-exchange

rate system to fixing the value of rupee against a basket of currencies and further
to market-determined floating exchange rate regime.
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(3) Fiscal Reforms
The policy of the government connected with the income and expenditure

is called fiscal policy. The greatest problem confronting the Indian government
is excessive fiscal deficit. In 1990-91, the fiscal deficit was 8% of the GDP. In
order to handle the problem of fiscal deficit, basic changes were made in the tax
system. The following are the major steps taken in this direction:

(a) The rate of the individual and corporate tax has been reduced in order
to bring more people in the tax net.

(b) Tax procedure has been simplified.

(c) Heavy reduction in the import duties has been implemented.

(4) Monetary Reforms
Monetary policy is a sort of control policy through which the central bank

controls the supply of money with a view to achieving the objectives of the general
economic policy. Reforms in this policy are called monetary reforms. The major
points with regard to the monetary reforms are given below:

(a) Statutory Liquidity Ratio (SLR) has been lowered.

(b) The banks have been allowed freedom to decide the rate of interest on
the amount deposited.

(c) New standards have been laid down for the income recognition for the
banks.

(d) Permission to collect money by issuing shares in the capital market
has been granted to nationalised banks.

(e) Permission to open banks in the private sector has also been granted.

(5) Capital Market Reforms
Capital market is the pivot of the economy of a country. The government

has taken the following steps for the development of this market:

(a) Under the Portfolio Investment Scheme, the limit for investment by the
NRIs and foreign companies in the shares and debentures of the Indian
companies has been raised.

(b) In order to control the capital market, the Securities and Exchange
Board of India (SEBI) has been established.

(c) The restriction in respect of interest on debentures has been lifted.
Now, it is decided on the basis of demand and supply.

(d) The office of the Controller of Capital Issue which used to determine
the price of shares to be issued has been dispensed with. Now, the
companies are free to determine the price of the shares.

(e) Private sector has been permitted to establish Mutual Fund.

(f) The registration of the subbroker has been made mandatory.

The fruits of
liberalisation
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(6) Dismantling Price Control
The government has taken steps to remove price control in case of many

products. (Price Control means that the companies will sell goods at the prices
determined by the government.) The efforts to remove price control were mostly
in respect of fertilizers, steel and iron and petro products. Restrictions on the
import of these products have also been removed. Similarly Cash Compensatory
Support (CCS) which was earlier given as export subsidy has been stopped.



REVIEW QUESTIONS

1. Define financial system. What are its functions.

2. Briefly explain about the constituents of financial system.

3. Differentiate between primary and secondary market.

4. What are the functions of secondary market?

5. Briefly explain about the money market instruments.

6. Explain the role of financial institutions.

7. What are the problems associated with financial services?

8. Briefly explain the reforms in Indian financial system.
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