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Dear learner,

| extend my heartfelt greetings and profound enthusiasm as | warmly wel-
come you to Sreenarayanaguru Open University. Established in September
2020 as a state-led endeavour to promote higher education through open
and distance learning modes, our institution was shaped by the guiding
principle that access and quality are the cornerstones of equity. We have
firmly resolved to uphold the highest standards of education, setting the
benchmark and charting the course.

The courses offered by the Sreenarayanaguru Open University aim to
strike a quality balance, ensuring students are equipped for both personal
growth and professional excellence. The University embraces the wide-
ly acclaimed “blended format,” a practical framework that harmonious-
ly integrates Self-Learning Materialsy, Classroom ‘Counseling, and Virtual
modes, fostering a dynamic and enriching experience for both learners
and instructors.

The University aims to offer you an engaging and thought-provoking edu-
cational journey. The Bachelor of Commerce is one of the highly popular
programmes due_to.the current need(for skilled professionals in the field.
This demand gtiided our approach'as we developed the programme's cur-
riculum. The'programmie offers a comprehensive grasp of theoretical con-
cepts alongside clear‘explanations of practical applications. We are careful
to maintain ‘a balance in/the management components to preserve the
integrity of the'discipline. The Self Learning Material has been thoughtful-
ly crafted teginclude illustrative examples. The Self-Learning Material has
been_meticulously crafted, incorporating relevant examples to facilitate
better comprehension.

Rest assured, the university’s student support services will be at your dis-
posal throughout your academic journey, readily available to address any
concerns or grievances you may encounter. We encourage you to reach
out to us freely regarding any matter about your academic programme. It
is our sincere wish that you achieve the utmost success.

Warm regards.
Dr. Jagathy Raj V. P. 01-07-2026
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Unit ﬁ

Introduction to
Indian Financial System

Learning Outcomes

After completing this unit, the learner will be able to;

¢ gain insight into the concept of financial system

¢ describe the structure and components of the Indian
Financial System

¢  familiarise the role and functions of financial
institutions, financial markets, »financial instruments
and financial services

¢ classify the different ‘types of finaneial institutions,
financial markets, financialyinstruments, and financial
services basedn their eharacteristics and functions.

¢ understand the interactions among the components of
the Indian Financial System

Prerequisite

Raviis a school teacher who has been saving a portion of his
menthly salary. Over the years, he has accumulated a consid-
crable amount of money and wants his savings to grow, but he
is unsure where to invest them. Priya, an entrepreneur, wants
to expand her organic food business by purchasing new equip-
ment and hiring additional workers. However, she lacks the
necessary funds for expansion.

Here we have two individuals: one with surplus funds and
one who needs funds. How can Ravi's savings help Priya's
business? The answer lies in the Indian Financial System.

Ravi can deposit his savings in a bank or invest in a mutual
fund. These financial institutions collect funds from savers like
Ravi and make them available to borrowers and investors like
Priya. Alternatively, Priya can raise funds through financial
markets by issuing financial instruments such as shares, bonds,
or debentures to investors like Ravi. Financial services such as
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stockbroking, merchant banking, and credit rating further facilitate these transac-
tions, helping both investors and businesses make informed decisions.

In this scenario, Ravi represents the saver or investor, and Priya represents
the borrower. Banks and mutual funds are the financial institutions; money
and capital markets are the financial markets; shares and bonds are the finan-
cial instruments; and brokers and merchant bankers provide financial services.
Together, these components—financial institutions, financial markets, financial
instruments, and financial services interact to channel savings into investments,
support business growth, create employment, and promote economic develop-
ment. Thus, the Indian Financial System acts as a vital link between savers and
investors, ensuring the efficient flow of funds in the economy.

This unit discusses the components of the Indian Financial System, the role
and functions of each component, and the interactions among them.

Financial System, Financial Institutions,FmanctaliMarketsyFinancial Instruments,
Financial Services

Discussion

1.1.1 Financial System

1.1.1.1 Meaningfof Financial'System

The economic growth and development of a nation predominantly depend upon the
existence of a well-integrated and efficient financial system. So, what exactly is a finan-
cial system?

A financial system refers to an integrated network of financial institutions, financial
markets, financial instruments, and financial services that work together to facilitate the
transfer, allocation, and management of funds efficiently and effectively. These subsys-
tems provide a mechanism for transforming savings into productive investments. The
financial system caters to both the short-term and long-term financial requirements of
households and the corporate sector. By mobilising savings and directing them towards
investment opportunities, the financial system ensures the efficient utilisation of a
nation's resources and aids in capital formation.

1.1.1.2 Role/Functions of the Financial System

A financial system plays a crucial role in the economic development of a country
by facilitating the flow of funds from savers to investors. It acts as an intermediary

m SGOU - SLM - BCom - Financial Services and Market G

(\)C/-?

sy mes
SREENARAYANAGURU
OPEN UNIVERSITY



between those with surplus funds and those who require funds for productive purposes.
The financial system performs the following functions:

i. Link Between Savers and Investors

The financial system helps to mobilise savings from scattered sources and channel
them into productive investment. It thus serves as a vital link between those with excess
funds (savers) and those who are in need of funds (investors).

ii. Selection and Evaluation of Investment Projects

By evaluating the performance of each project on a periodical basis, the financial
system aids in the identification and selection of the most suitable projects for invest-
ment.

iii. Provision of Payment Mechanism

The financial system provides an efficient payment mechanism that facilitates the
exchange of goods and services within the economy.

iv. Transfer of Resources Across Geographic Boundaries

An efficient financial system facilitates the transfen of financial'tésources across dif-
ferent geographical regions. Funds collected in one geographical region can be chan-
nelled to regions where investment opportunities'and finaneial requirements exist. This
promotes balanced economic development by ensuring that capital is allocated effi-
ciently across states, regions, and countrig¢s.

v. Management and Control of Risk

The financial system providés mechanisms for managing and controlling the risks
associated with mobilising sayings andd@llocating credit.

vi. Promotion of Capital. Formation

The financial system promotes capital formation by mobilising surplus funds from
individuals and institution§ and ¢hannelling them toward productive investment activ-
ities. This process, m turn, helps to increase the availability of capital for industrial
growth, infrastructure deyelopiment, and economic expansion.

vii. Reduction in Transaction Costs

An efficient financial system helps to reduce transaction costs. Lower transaction
costs, in turn, encourage individuals and businesses to participate more actively in
saving and investment activities.

viii. Provision of Information to Market Participants

The financial system provides financial and economic information to various market
participants such as individuals, business organisations, investors, and government
agencies. The availability of accurate information, in turn, supports informed deci-
sion-making and improves transparency in the economy.

0 SGOU - SLM - BCom - Financial Services and Market m
—

T
SREENARAYANAGURU



1.1.2 Components of Indian Financial System

A financial system mobilises individual savings and channels them into productive
investments. It plays a vital role in economic development by promoting capital for-
mation, encouraging savings and investments, providing liquidity, and ensuring the
efficient allocation of resources. It also supports trade, industry, and overall financial
stability within a country.

The Indian Financial System comprises the following components:

a. Financial Institutions
b. Financial Markets
c. Financial Instruments
d. Financial Services
INDIAN FINANCIAL SYSTEM
FINANCIAL FINANCIAL FINANCIAL FINANCIAL

INSTITUTIONS MARKETS I INSTRUMENTS SERVICES

B ig—l .1.—1 Stm@e of ae Indian Financial System

1.1.2.1 Financial'Institutions

Financial institutions are intermediaries that play an important role in ensuring the
smooth functioning of the financial system by connecting investors and borrowers.
They mobilise savings from savers and channel them into productive activities that
generate better returns. These institutions also provide advisory services to individuals,
businesses, and governments. Additionally, they assist entities in raising funds from
financial markets and other sources.

Role/Functions of Financial Institutions
1. Mobilisation of Savings

Financial institutions encourage individuals and organisations to save by offering
safe and attractive investment options. They mobilise these savings and channel them
into productive economic activities.
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2. Allocation of Financial Resources

Financial institutions transfer funds from surplus units to deficit units and provide
various forms of finance, such as loans, venture capital, and seed capital, to support
business and industrial growth.

3. Risk Management and Financial Stability

Financial institutions help reduce financial risks through diversification, insurance,
and other risk-management mechanisms. They also contribute to the stability and
smooth functioning of the financial system.

4. Information Processing and Investment Support

Financial institutions collect and analyse information about borrowers and investment
opportunities, monitor funded projects, and facilitate informed investment decisions.

5. Promotion of Economic Development and Market Efficiency

Financial institutions improve the allocation of resources, reduce transaction
costs, support business activities, and contribute to economic growith and the efficient
functioning of financial markets.

Types of Financial Institutions
Financial institutions can be broadly categorised into two types:

a. Banking Institutions

b. Non-Banking Financialdnstitutions

FINANCIAL INSTITUTIONS

| }

BANKING INSTITUTIONS

NON-BANKING INSTITUTIONS ’

| 1
1 = [ l

ORGANIZED SECTOR UNORGANIZED SECTOR ORGANIZED FINANCIAL UNORGANIZED
L INSTITUTIONS FINANCIAL
| = ] T INSTITUTIONS
C 1| | C Regional Foreign | | Indigenous { DEVELOPMENT NBFCs
o 4 Moneylenders INVESTMENT )
Banks Banks Rural Banks Banks ‘ Bankers \ FINANCE INSTITUTIONS (Non-Banking
L ) INSTITUTIONS Financial

Companies)

Fig 1.1.2 Types of Financial Institutions
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A. Banking Institutions

The banking sector in India operates under the control and regulation of the Reserve
Bank of India (RBI), which serves as the country's central bank. As the apex banking
institution, the RBI is responsible for managing, supervising, regulating, and promoting
the development of the country's monetary and financial system. Commercial banks
in India primarily function within the legal framework established by the Banking
Regulation Act, 1949, which sets out the rules and regulations governing their operations.

Banking institutions can be categorised into the Organised Sector and the Unorganised
Sector.

I. Organised Sector
a. Commercial Banks

They form the largest segment of India's organised banking sector. Commercial
banks can be categorised as either scheduled or non-scheduled banks. Scheduled
Commercial Banks are those included in the Second Schedule of the Reserve Bank of
India Act, 1934. Non-Scheduled Commercial Banks, conversely, are not listed in this
schedule. As they do not fulfil the conditions require@for inclusion, they operate under
a different regulatory status and have more limited access to certain facilities available
to scheduled banks. Currently, there are 124 Secheduled Commereial Banks and 4 Non-
Scheduled Commercial Banks.

Prior to 1969, all major banks, with the exception of the State Bank of India, were in
the private sector. A significant transformation in Indian banking occurred in July 1969,
when the Government of India nationalised 14 large private banks. This was followed
by the nationalisation of 6 more banks'in, 1980. The primary objective behind the
nationalisation of banks was to make the banking system more mass-oriented, leading
to significant branch expansion and wider aceess to banking services across the country.
Since the economic geforms of the 1990s; the banking sector has undergone substantial
changes, including the entsy"ofinew private banks, technological advancements, and
banking sector consolidation.

Commercial banks may_ also be classified as public sector banks or private sector
banks. Public Sector Banks are owned and controlled by the Government of India,
with the government holding a majority stake (i.e., more than 50%). Examples include
the State Bank of India and Punjab National Bank. Private Sector Banks are primarily
owned by private shareholders and institutions. Contrary to public sector banks, the
majority stake in these banks is held by private owners. Examples include HDFC Bank
and ICICI Bank.

Traditionally, the main functions of commercial banks were accepting deposits and
providing short- and medium-term loans to businesses. However, after the economic
reforms of the 1990s, their functions expanded to include the provision of funding for
long-term projects, especially in infrastructure and other capital-intensive sectors. The
liberalisation of the Indian economy led to the establishment of new private sector
banks, which increased competition in the banking industry, ultimately leading to
greater efficiency, innovation, and improved customer service. Over time, commercial
banks also began providing merchant banking services.
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Functions of Commercial Banks

The functions of commercial banks can be broadly classified into primary and
secondary functions.

i. Primary Functions: These include accepting various types of deposits such as
savings, current, fixed, and recurring deposits, and granting loans and advances
to individuals, businesses, and other sectors of the economy.

Here's the proofread text with improved clarity and flow:

ii. Secondary Functions: This includes agency and utility services. Agency
services encompass the collection and payment of cheques, bills, dividends,
and interest; the transfer of funds; the purchase and sale of securities; and acting
as trustees or executors on behalf of customers. Utility services, on the other
hand, include providing safe deposit lockers, issuing demand drafts, travellers'
cheques, credit and debit cards, internet and mobile banking facilities, foreign
exchange services, and electronic payment systems.

b. Co-operative Banks

Co-operative Banks form an important component of the organised banking sector in
India. They consist of groups of societies registered underthe various State Co-operative
Societies Acts. Co-operative banks primarilysnobilise savings from their members and
provide affordable credit to farmers, smalldbusinesses, artisans, self-employed persons,
and other economically weaker sections of society, thereby promoting financial
inclusion and rural development.

Co-operative credit institutions operating in“India can be broadly segregated into
two types of credit societies; rural credit societies and urban credit societies. While
rural credit societies cater to the financing requirements of agricultural activities, urban
credit societies cater torthe financial requirements of non-agricultural activities.

There are different kinds®f eredit societies operating to provide agricultural credit.
Short- and mediumstefm agricultural credit is provided through a three-tier federal
structure. At the top, there is an‘apex body, i.e., State Co-operative Banks, followed by
District or Central Co-opérative Banks at the middle level, and Primary Agricultural
Credit Societies at the village or grass-roots level.

In addition, there are specialised financial institutions called Land Development
Banks, which are created to provide medium- and long-term agricultural financing.
These banks operate through a two-tier structure. There are State or Central Land
Development Banks at the state level, and branches of these banks and primary land
development banks at the local level.

c.Regional Rural Banks (RRBs)

These banks were set up in 1975 with the objective of developing the rural economy.
They provide banking services and credit facilities to small and marginal farmers
and entrepreneurs in rural areas. They form an important part of the rural financial
architecture in India.
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The main functions of RRBs include the provision of agricultural credit for farming
and allied activities. They also provide loans to rural artisans and small entrepreneurs,
accept deposits from the public, support government-sponsored rural development
programmes, and encourage savings among rural populations. Through these functions,
RRBs play a significant role in rural economic development and financial inclusion.

d. Foreign Banks

These banks are incorporated and headquartered outside India but operate within
the country through branches or wholly owned subsidiaries under the regulation of
the Reserve Bank of India (RBI). Foreign banks facilitate international trade, foreign
investment, remittances, trade finance, and wealth management services. HSBC and
Standard Chartered Bank are some examples of foreign banks.

I1. Unorganised Sector

The unorganised banking sector consists of indigenous bankers and money lenders
who provide financial services outside the formal banking System.

a. Indigenous bankers

These are individuals or partnership firms who“aet as financial intermediaries
and perform basic banking functions such asfacceépting deposits'and lending money.
Indigenous bankers have a long history infIndia and‘are known by different names in
various regions. For example, they are called Chettiars in South India, Gujarati Shroffs
or Marwaris in West India, and Sahukars in North India. Unlike commercial banks,
indigenous bankers often use both their ownyfundsfand deposits collected from the
public. Their main functions include accepting deposits from the public and providing
loans and advances to traders/and agrigulturists. They also finance trade and commerce
through instruments such as hundies, promissory notes, and mortgages.

b. Money Lenders

Money lenders“inelude traders, merchants, large farmers, goldsmiths, village
shopkeepers, and commission agents. They operate in both rural and urban areas. Their
main function is to provide'quick and easily accessible credit to farmers, labourers,
small traders, artisans, and households, particularly in areas where formal banking
services are inadequate. They often meet short-term and emergency financial needs and
serve borrowers who may find it difficult to obtain loans from banks. However, they
charge high rates of interest. Unlike indigenous bankers, money lenders generally do
not accept deposits from the public or perform other banking functions.

B. Non-Banking Financial Institutions

Non-banking institutions may be classified into Organised Financial Institutions and
Unorganised Financial Institutions.

I. Organised Financial Institutions

a. Development Financial Institutions (DFIs)
These are specialised financial institutions which provide medium- and long-

teﬁnce, especially for industrial, agricultural, and infrastructural development.
o
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Historically, there were many All-India level development financial institutions such
as the Industrial Development Bank of India (IDBI), Industrial Credit and Investment
Corporation of India (ICICI), Industrial Finance Corporation of India (IFCI), Industrial
Investment Bank of India (IIBI), and Industrial Reconstruction and Development
Corporation (IRDC). However, financial sector reforms brought significant changes
to the development finance landscape. As a result, IDBI and ICICI were transformed
into commercial banks, while IIBI and IRDC ceased operations. At present, important
development finance institutions in India include the Industrial Finance Corporation of
India (IFCI), the National Bank for Agriculture and Rural Development (NABARD),
State Financial Corporations (SFCs), State Industrial Development Corporations
(SIDCs), and the National Bank for Financing Infrastructure and Development
(NaBFID). These institutions continue to support economic development by providing
long-term finance and promoting investment in priority sectors.

¢ Industrial Finance Corporation of India (IFCI)

It was established in 1948 and was the first development financial institution in India.
It provides medium- and long-term financial assistance to industrial enterprises through
loans and guarantees. It also provides underwriting and advisory services. IFCI further
supports infrastructure projects, small and medium enterprises, and entrepreneurship
development.

O National Bank for Agriculture and Rural Development (NABARD)

NABARD is the apex institution fot agriculturaliand rural financing in India,
established in 1982. It provides refinance fagilities to banks and cooperative institutions,
supports agricultural and allied activities, promotes rufal industries and self-employment
programmes, and finances infrastructure projects in rural areas. NABARD plays a vital
role in strengthening rural credit systens and enhancing agricultural productivity.

O National Bank for Financing Infrastriacture and Development (NaBFID)

Established in 2021, NaBEID is India's principal development finance institution,
set up to fund long-tesm infrastructure projects. It provides long-term funding for
infrastructure projects in various sectors such as transport, energy, digital infrastructure,
and urban development.

¢ State Financial Corporations (SFCs)

These are state-level development financial institutions established under the
State Financial Corporations Act, 1951. SFCs primarily aim to provide medium- and
long-term financial assistance to small and medium enterprises (SMEs) within their
respective states. They offer financial support by granting loans and advances, providing
underwriting services, and guaranteeing loans and deferred payments.

¢ State Industrial Development Corporations (SIDCs)

These institutions are established by state governments to promote industrialisation
and balanced regional development. They assist entrepreneurs by providing financial
support, developing industrial infrastructure, facilitating investment in industrial
projects, and offering technical and managerial guidance.
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b. Investment Institutions

These financial institutions mobilise savings from the public and channel them
into productive investments in securities and other financial assets. Major investment
institutions include LIC, GIC, and mutual funds.

¢ Life Insurance Corporation of India (LIC)

Established in 1956, LIC provides life insurance services and mobilises public
savings through insurance premiums. The funds collected are invested in government
securities, infrastructure projects, housing schemes, and industrial enterprises. LIC also
supports industrial development through investments in shares, debentures, and bonds,
thereby contributing to capital formation and economic growth.

¢ General Insurance Corporation of India (GIC)

The General Insurance Corporation of India (GIC) provides general insurance
services covering risks related to property, business, health, and other contingencies.
In addition to insurance activities, it supports industrial and'‘@eonomic development by
investing in securities, underwriting public issues, subscribing to'shares and debentures,
and extending financial assistance to industrial entegprises.

O Mutual Funds

Mutual funds pool funds from investors and invest them'in diversified portfolios
of securities. Managed by professional fund managers, they provide diversification,
liquidity, and opportunities for wealth|ereation while supporting capital market
development.

O Unit Trust of India (UTI)

UTI, India's first mutual fund institution, was established in 1964. It pioneered the
mobilisation of publicesavings for investment purposes. Today, through UTI Mutual
Fund, it continues t@ offer a wide range of investment schemes and remains a prominent
participant in India's mutual fund industry, contributing to capital formation and investor
participation in finaneial markets.

II. Unorganised FinanciallInstitutions

These include non-banking financial companies (NBFCs), which provide a wide
range of financial services such as factoring, merchant banking, credit rating, and
housing finance.

1.1.2.2 Financial Markets

These are institutional arrangements for dealing in various financial assets and credit
instruments, such as shares, debentures, bonds, government securities, treasury bills,
commercial papers, and other financial claims. In essence, financial markets provide
a mechanism for the exchange trading of financial products. They channel funds from
savers to borrowers, catering to the short-term and long-term credit requirements of
individuals, firms, and institutions.
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Role / Functions of Financial Markets

Financial markets are organized platforms where financial instruments are traded,
thereby enabling efficient interaction between investors and borrowers. The functions
of financial markets are as follows:

i. Provision of Attractive Investment and Financing Opportunities

Financial markets offer a wide range of investment opportunities to individuals,
institutions, and other investors through various financial instruments such as shares,
bonds, debentures, mutual funds, and government securities. Investors can choose
investment avenues that align with their return expectations, risk preferences, and
investment objectives. Similarly, borrowing entities like businesses, governments, and
individuals can raise funds through equity, debt, and other market instruments to meet
their short-term and long-term financial requirements.

ii. Providing Liquidity
Financial markets help to provide liquidity by enabling investors to buy and sell
financial securities whenever required. Investors can easily convert their investments

into cash without significant loss of value, and this liguidity, in turnjencourages further
investment.

iii. Price Discovery

Financial markets facilitate the determination of prices for financial assets through
the interaction of demand and supply forces. Efficient price discovery thus helps ensure
that securities are fairly valued and.sesourcesiare allocated effectively.

iv. Risk Diversification and Reduction

Financial markets provide \investors with'a wide range of investment opportunities,
enabling them to spreadstheir imvestmentsfacross different securities and sectors. This
diversification of iMvestment allowswinvestors to reduce their investment risk and
minimise the impact of losses arising from investing in a single security.

v.Efficient Payment and Settlement System

Financial markets enable the smooth transfer of funds and securities among
participants. Modern payment and settlement systems ensure that transactions are
completed quickly, securely, and efficiently, thereby enhancing confidence in the
financial system.

vi. Dissemination of Information
Financial markets help to provide investors with timely and relevant information

regarding companies, securities, market trends, and economic conditions. This
information enables investors to evaluate investment opportunities and make informed
financial decisions.

vii. Encouraging Capital Formation

By channelling funds into productive sectors of the economy, financial markets
promote capital formation. Increased capital formation enhances productive capacity,
supports business growth, and contributes to long-term economic development.
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Types of Financial Markets

Financial markets may be classified into different types based on the maturity period
of financial instruments, whether securities are newly issued or already traded in the
market, the nature of financial claims, the organisational structure of trading, the timing
of settlement, the type of securities traded, and the degree of regulation.

1. Money Market and Capital Market

On the basis of the maturity period of financial instruments, financial markets are
broadly classified into the money market and the capital market. The money market
deals with short-term financial claims, having a maturity period of less than one year.
It provides liquidity and short-term funds to businesses, banks, governments, and
other institutions. The capital market deals with long-term financial claims, with a
maturity period exceeding one year. It facilitates the raising of long-term funds through
instruments such as shares, debentures, and bonds. In short, the money market is for
short-term funds, while the capital market is for long-term funds.

2. Primary Market and Secondary Market

Financial markets may also be classified into primary and secondary markets based
on whether securities are newly issued or already in cireulation. The primary market is
where new securities are issued and sold to afivestors for thefisst time. Companies and
governments raise fresh capital through this market. The secondary market is where
existing securities are traded among investors after their initial issue in the primary
market. It provides liquidity and marketability to securities.

3. Debt Market and Equity Market

Financial markets are classified into debt markets and equity markets based on the
type of financial claim@The debt marketddeals with fixed-income securities such as
bonds, debentures, tfeasury bills, and commercial papers, while the equity market deals
with ownership securitiesssuch as equity shares and preference shares.

4. Exchange-Traded Market and Over-the-Counter Market

Financial markets can also be classified according to their organisational structure.
Exchange-traded markets operate through centralised exchanges with standardised
rules and procedures. Securities are traded in a transparent and regulated environment
within an exchange-traded market. In contrast, over-the-counter (OTC) markets are
decentralised markets where transactions take place directly between parties and can be
customised according to their requirements.

5. Cash (Spot) Market and Forward Market

Based on the timing of settlement, financial markets may be classified into cash
(spot) markets and forward markets. Payment and delivery of securities take place
immediately after the transaction in a cash/spot market. However, in a forward market,
delivery and settlement occur on a predetermined future date. These markets are
commonly used for hedging risks and managing price fluctuations.
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6. Industrial Securities Market and Government Securities Market

Based on the nature of securities traded, markets are classified into industrial
securities markets and government securities markets. The industrial securities
market deals with securities issued by corporate and industrial enterprises. Equity
shares, preference shares, debentures, and corporate bonds are examples of industrial
securities. The government securities market deals with securities issued by central and
state governments and other public sector entities. This market is also known as the
gilt-edged securities market. These securities are generally regarded as highly secure
investments.

7. Organised Market and Unorganised Market

On the basis of their degree of regulation and organisation, financial markets can be
classified into organised and unorganised markets.

Organised markets operate under a well-defined legal and regulatory framework,
supervised by authorities such as the Reserve Bank of India and the Securities and
Exchange Board of India.

Unorganised markets include moneylenders, indigenous bankers, chit funds, and
other informal financial intermediaries that operate outside the formal financial system.
However, many of these are now subject to greatéfregulation thafi'in the past.

8. Other Financial Markets
In addition to the above classifications, there are certain specialised financial markets.

a. Term Loan Market

The term loan market provides medium and long-term finance to industries
and businesses for productive purposes. Funds are supplied by commercial banks,
development financial institutiens, and other financial intermediaries. This finance
supports the establishment of mew pfojects, expansion of existing enterprises,
modernisation, technologicalgupgrading, diversification of business activities, and
infrastructure development.

b. Mortgage Market

The mortgage market deals with loans secured by immovable properties such as land,
residential houses, and commercial buildings. Borrowers obtain funds by mortgaging
their property as collateral, while lenders acquire a legal claim on the property until the
loan is fully repaid.

c.Financial Guarantee Market

The financial guarantee market facilitates financing arrangements backed by
guarantees from individuals, institutions, or agencies. Such guarantees enhance the
creditworthiness of borrowers, helping them to secure finance more easily.

1.1.2.3 Financial Instruments

Financial instruments are also referred to as financial assets or financial securities.
A financial instrument represents a legal claim on an individual or institution, entitling
the holder to receive a specified amount of money and/or regular payments, such as
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interest or dividends, at a predetermined future date. A wide variety of investors operate
in the financial markets, and companies and financial institutions issue different kinds
of financial instruments to suit their diverse requirements.

Types of Financial Instruments

Corporate Securities
Gilt -edged Securities
Primary Securities

Secondary Securities

Derivative Securities \

Fixed Income Bearing Securities \ |

Variable Yield Securities A‘-

Negotiable Securities ‘ '

Non - negotiable securities

Fig 1.1.2\Types of Einancial Instruments
Financial instrumients can be classified into different categories, as discussed below:
I. Corporate Securities

These are financial instruments issued by companies to raise capital for business
operations and expansion activities. Corporate securities can be divided into ownership
securities and creditorship securities.

A. Ownership Securities

Ownership securities are issued by companies to raise capital and represent ownership
rights in the company. They are mainly of two types: equity shares and preference
shares.

1. Equity Shares

Equity shares are ordinary shares that do not carry preferential rights, such as
priority in receiving dividends and repayment of capital, which are typically attached to
preference shares. The funds raised through such shares constitute a company's equity
share capital, and the investors are known as equity shareholders. Equity shareholders
are true owners of the company and possess voting rights, allowing them to
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participate in its management. The dividend on equity shares is not fixed; it depends on
the availability of profits. Equity shareholders have a residual claim on the company's
income and assets, meaning they receive dividends and assets only after the claims of
preference shareholders and creditors have been satisfied. Equity shares are typically
non-redeemable during the company's lifetime unless bought back by the company.
They represent risk capital, as equity shareholders bear the business risk. Furthermore,
equity shares form the basis of ownership and control, granting shareholders influence
over the company's management and policies.

Types of Equity Shares:

i. Blue-chip shares

These shares are issued by highly reputed, financially strong companies with
an impressive track record of strong earnings and a stable dividend policy. These
companies are usually leaders in their respective industries and enjoy a high level of
investor confidence. These shares generally provide a low to moderate current yield and
moderate to high capital gains. Here, current yield is the ideome an investor receives
from a share in the form of dividends, expressed as a percentage of its current market
price. For example, if the annual dividend per share is R20 and 1ts eurrent market price
is T500, then the current yield of the share is 4%. Capital gain is the profit earned when
the market price of a share increases above the price at which it was purchased.

ii. Growth shares:

Growth shares are issued by companies that possess significant opportunities for
business growth and diversification through the reinvestment of retained earnings.
These companies generally demefistrate above=average performance and strong future
prospects. These shares offer a'low currefitiyield but provide high capital gain through
the reinvestment of profits.

iii.Income shares:

These shares arg¢ 1ssued byseempanies with fairly stable earnings but limited growth
opportunities. They genetally provide a high current yield. However, these shares have
very little potential for capital gain.

iv. Defensive shares

These are the shares of companies whose performance is not significantly affected
by fluctuations in general business conditions. These shares offer a moderate current
yield and moderate capital gain.

v.Cyclical Shares

These are the shares of companies whose current yield and market prices move in
line with the business cycle. The yield and share prices of these companies generally
increase during boom periods. Conversely, during economic slowdowns or recessions,
their yield and market values tend to decline. These shares are characterised by extreme
price fluctuations and they offer a low to moderate current yield.

vi.Speculative Shares

These are shares whose prices are driven more by market expectations, rumours, or
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future growth prospects than by their current earnings or financial performance. They
may experience sharp price increases or decreases within a short period. Investors
purchase speculative shares with the expectation of earning substantial capital gains,
even though such investments involve a high degree of risk. While speculative shares
can generate exceptional returns, they can also result in significant losses if market
expectations are not met.

2. Preference Shares

Preference shares carry a preferential right regarding the payment of a fixed dividend
and the repayment of capital before equity shareholders in the event of liquidation.
Preference shareholders generally do not have voting rights but receive greater security
of income and capital than equity shareholders.

Types of Preference Shares:

i. Cumulative Preference Shares:These shares carry the right to receive unpaid
dividends (or arrears of dividend) before any dividend is distributed to equity
shareholders.

ii. Non-Cumulative Preference Shares:Thes¢ shares do not, carry the right to
receive arrears of dividend. Therefore, if a dividend is not de¢lared in a particular
year, shareholders lose their right toae€€ive that dividefid, and it cannot be
carried forward to future years.

iii. Participating Preference Shares:These shares give shareholders the right to
receive an additional share in the company's surplus profits remaining after the
payment of dividends to equity sharcholders:

iv. Non-Participating Preference Shares:Non-participating preference shares are
entitled only to their fixed dividend and do not have the right to participate in the
surplus remaining after dividends have been distributed to equity shareholders.

v. Convertible Preference Shares:These are preference shares which carry a
right to be converted intorequity shares after a specified period.

vi. Non-Convertible Preference Shares:Non-convertible preference shares are
those shares which caninot be converted into equity shares.

vii. Redeemable Preference Shares:These shares are those that the company can
repay or redeem after a specified period, generally within twenty years from the
date of issue. The repayment of the share capital is known as redemption.

viii. Irredeemable Preference Shares:Irredeemable preference shares are shares
that are not redeemable during the lifetime of the company. Such shares can
only be redeemed when the company is wound up. However, the Companies
Act, 2013 prohibits the issue of irredeemable preference shares.

B. Creditorship Securities

Creditorship securities represent borrowed funds. When investors purchase such
instruments, they lend money to the issuer, which may be a company, financial
institution, or government. In return, the issuer agrees to repay the principal amount
along with interest after a specified period. However, holders of creditorship securities
do not have ownership rights in the organisation. They receive fixed or predetermined
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returns and generally face lower risk than equity investors. Debt instruments are widely
used to raise funds for business expansion, government projects, and working capital
requirements. Common examples include debentures, bonds, treasury bills, commercial
bills, commercial papers, and certificates of deposit.

1. Debentures

Both companies and governments issue debentures to raise capital for their operations
and development projects. A debenture refers to a document issued under the seal of
a company acknowledging a debt borrowed from the public. It contains the terms for
repayment of the principal amount and the payment of interest at regular intervals.
Debenture holders are creditors of the company and receive a fixed rate of interest.

The different types of debentures are as follows:

i

il.

iii.

iv.

vi.
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Secured Debentures: These debentures are backed by the company's assets
through the creation of a charge. In other words, these debentures are secured
against the company's assets. If the company failsyto meet its obligations,
debenture holders can sell the company's assets to satisfy their claims. These
debentures are also referred to as mortgaged debentures.

Unsecured or Naked Debentures:Unlike ‘secured debentures, unsecured
debentures are not supported by any specifiesecurity,or chatge on the company's
assets. These debentures are also referred to as naked debentures.

Bearer Debentures: These are debt instruments payable to the person who
physically holds them. In the case of bearer debentures, the issuer does not
maintain a record of the holder's name: Ownership of the instrument is determined
simply by possession of the debenture certificate. Interest payments are usually
made through attached couponis thatithe holder presents for payment. These
debentures are negotiable instrumenits and can be transferred easily by mere
delivery withetit'any formal transfer procedure.

Registered Debentureés: Such debentures are issued in the name of a specific
holder, and theddetails of the debenture holder are entered in the company's
register of debenture holders. The holder's name also appears on the debenture
certificate. Thus, the€ompany recognises only the registered holder as the legal
owner. Interest and principal payments are made only to the registered holder
or to a person authorised by that holder. However, unlike bearer debentures,
registered debentures cannot be transferred by simple delivery. Their transfer
requires a formal procedure similar to the transfer of shares, including registration
of the new holder's name in the company's records.

Redeemable Debentures:These debentures are those whose principal amount
is repaid by the company after a specified period or on a predetermined date.
These are the most common type of debentures issued by companies.

Irredeemable (Perpetual) Debentures:These are debentures that do not have
a fixed maturity date for the repayment of the principal amount. The company is
not obligated to repay the principal during its lifetime, and repayment generally
occurs only upon the winding up of the company. However, under the provisions
of the Companies Act, 2013, the issue of such debentures is generally not
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permitted.

vii. Convertible Debentures: Convertible debentures can be converted into equity
shares after a specified period and according to predetermined terms. They may
be fully or partly convertible.

viii. Non-Convertible Debentures: These are debentures which cannot be converted
into equity shares after the expiry of a specific period.

2. Corporate Bonds

Abond is a debt instrument through which the issuer borrows money from investors
and promises to repay the principal amount on a specified maturity date, along with
interest at a predetermined rate. As a bond is a bearer instrument, it can be transferred
without a transfer deed. Bonds can be issued by private and corporate entities, as well
as by the government. Bonds issued by corporate entities are referred to as corporate
bonds. Corporate bonds may be secured or unsecured. While secured bonds are backed
by a charge created on the specific assets of the company, unsecured bonds are not
backed by specific assets of the company and rely solely on theiissuer's creditworthiness.
The maturity period of corporate bonds can range from a few years to several decades,
depending on the issuer's funding needs. Since corperate bonds carry the risk that the
issuing company may fail to meet its payment obligations, they are generally assigned
credit ratings by agencies such as CRISIL, ICRAgand CARE Ratings. Corporate bonds
are traded in the debt market and serve as afn tmportant,souree of long-term finance for
companies while offering investors a fixed-income investment opportunity.

3. Certificates of Deposit (CDs)

These are negotiable money market instruments issued by scheduled commercial
banks and financial institutions such asdFCI, IDBI, ICICI, and SIDBI to mobilise short-
term funds. They are available'to individuals, corporations, trust funds, and associations,
among others. Certifieates of Deposit (CDS) are issued in electronic (Demat) form or as
a usance promissony note, offering investors a fixed return over a predetermined period.

CDs issued by bankstypically have maturities ranging from 7 days to 1 year. Financial
institutions like IDBI, ICICI, afid IFCI are permitted to issue CDs with maturities from
over 1 year up to 3 years.CDs are usually issued in a minimum denomination of I5
lakh and in multiples thereafter. They may be issued either at a discount to face value
or with a floating interest rate. Their transferability, fixed tenure, assured returns, and
regulation by the Reserve Bank of India (RBI) make them an attractive option for
investors seeking short-term investment opportunities with moderate risk.

4. Commercial Papers (CPs)

Commercial Papers (CPs) are unsecured, short-term money market instruments
issued by highly reputed, financially strong companies. In addition to companies, CPs
are also issued by primary dealers and All-India financial institutions to meet their
short-term funding requirements. They are issued in the form of a promissory note and
are freely transferable by endorsement and delivery. These instruments are generally
sold at a discount to their face value, with the difference between the issue price and
face value representing the investor's return. Commercial Papers have a maturity period
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ranging from 7 days to 1 year (365 days). They are purchased by a wide range of
investors, including individuals, banks, mutual funds, insurance companies, and other
corporate entities seeking short-term investment opportunities.

5. Zero Coupon Bonds (ZCBs)

Zero Coupon Bonds (ZCBs) are debt instruments issued at a discount to their
face value and redeemed at full face value upon maturity. The investor's return is the
difference between the purchase price and the redemption value. For example, if a bond
with a face value of 100 is issued at I80 and redeemed at 100 on maturity, the gain
of 220 represents the investor's return. These are called zero coupon bonds because
no interest or coupon payments are made during their tenure. ZCBs may be issued by
governments, financial institutions, and corporate entities to raise funds. Their maturity
period can range from less than one year to several decades, depending on the issuer
and the purpose of the issue.

6. Deep Discount Bonds (DDBs)

These are long-term debt instruments issued at a substantiahdiscount to their face
value, often significantly below their redemption value. These bonds generally do not
pay regular interest, providing returns through capitahappreciation over time. Such
bonds may be perceived as riskier than conventional bonds,and are therefore offered at
steep discounts. Investors are attracted to them due to their potential for high returns if
held until maturity.

II. Government Securities

These include financial imStrumentsdissued by the Central Government, State
Governments, semi-government bodies, and public sector undertakings to raise funds.
Government securities are alsoireferred to/as Gilt-Edged Securities. The government
borrows for both sheft-term and long-tetm needs. Short-term borrowings are raised
through money matket insttuments such as Treasury Bills and call loans, while long-
term borrowings aréymade through instruments like inscribed stock, promissory notes,
and bearer bonds. These securities offer high safety and regular returns, making Gilt-
Edged Securities highly suitable for conservative investors.

I1I. Primary Securities

These are financial instruments issued directly by the ultimate borrowers of funds, such
as companies, governments, or business enterprises, to the ultimate savers or investors.
Since these securities are issued directly by the borrowers, they are also known as direct
securities. They represent a direct claim of investors on the issuing entity. Examples of
primary securities include equity shares, preference shares, debentures, and bonds.

IV.Secondary Securities

These are financial instruments issued by financial intermediaries such as banks,
insurance companies, mutual funds, and other financial institutions to savers. They are
known as indirect securities because they are not issued by the ultimate borrowers of
funds. Instead, financial intermediaries issue these securities to mobilise savings from
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the public and then invest or lend these funds to the ultimate borrowers. Examples
of secondary securities include mutual funds, certificates of deposit, and commercial
papers.

(V) Derivatives

These are financial instruments whose value is based on, or derived from, an
underlying asset. This means that derivatives do not have an independent value of their
own. The underlying asset may be securities, commodities, currencies, bullion, interest
rates, market indices, or other assets. Common types of derivatives include forwards,
futures, options, and swaps.

O Forwards

This is an agreement between two parties to buy or sell a specific asset at a
predetermined price on a future date. The person who agrees to buy the asset (buyer) is
said to hold a long position, while the person who agrees to sell the asset (seller) holds
a short position. These contracts offer flexibility because theterms can be tailored to the
needs of the parties involved. However, they are private agreements and are not traded
on organised stock exchanges.

O Futures

Here's the proofread text, focusing on clarity, flowjand UKsEnglish spelling:

These are standardised agreements to buy or sell an underlying asset ata predetermined
price on a specified future date. The undetlying assets may be shares, commodities,
currencies, or debentures. Unlikesforward eontractss futures are traded on organised
stock exchanges, which fix all contractdterms, including quantity, quality, lot size,
duration, settlement date, and margin #£equiréments. Futures contracts are also marked
to market daily, meaning profits and losses are settled each day based on changes in
market prices, thereby reducing the risk«of default and ensuring greater transparency
and liquidity.

¢ Options

These are agreementsywhich give the holder the right, but not the obligation, to
buy or sell an underlying asset at a predetermined price (strike price) on or before a
specified future date. They are commonly used to protect against price fluctuations. A
call option gives the right to buy an asset, while a put option gives the right to sell it. A
double option provides both buying and selling rights. The holder can choose whether
or not to exercise the option depending on market conditions.

O Swaps

A swap is a derivative agreement in which two parties exchange financial obligations
or cash flows based on an underlying asset. These are private arrangements between
parties to exchange cash flows. A swap combines characteristics of forward contracts
and is generally customised to meet the needs of the parties involved. Swaps require
two parties with opposite financial requirements and are widely used for managing
financial risks and reducing borrowing costs. The main types of swaps are interest rate
swaps (where interest payment obligations are exchanged), currency swaps (where
cams in different currencies are exchanged), commodity swaps (which are based

o
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on commodity prices), and equity swaps (which are based on stock or index returns).
VI. Negotiable Securities

These are financial instruments that can be freely transferred from one person to
another and traded in the financial market. Ownership can be transferred through
delivery, endorsement, registration, or electronic transfer via depositories. Their key
feature is liquidity, as investors can easily buy and sell them before maturity. Examples
include shares, debentures, government securities, bonds, and other marketable
securities. Negotiability enhances marketability and facilitates the efficient flow of
capital in financial markets.

VII. Non-Negotiable Securities

These are instruments whose ownership cannot be freely transferred through simple
endorsement and delivery. Transfer, if permitted, is subject to specific legal procedures
and restrictions, and in some cases may not be allowed at all. Such securities are
generally held until maturity or redemption and are not attively traded in secondary
markets. Examples include fixed deposits, Public Provident Eund (PPF) accounts,
National Savings Certificates (NSCs), and certain savings schemesy These instruments
are preferred by investors seeking safety and stable retuens rather than liquidity.

1.1.2.4 Financial Services

Financial services encompass the diverse offerings of financial institutions and
intermediaries, facilitating the managementy, investment, transfer, and utilisation of
money and other financial asset§. These servicésiénable individuals, businesses, and
governments to meet their financial needs through savings, investments, borrowing, risk
management, and financial planning. They include banking, insurance, leasing, mutual
funds, merchant bankings,stockbroking, eredit rating, venture capital financing, and
financial advisory sérvices. Throughithese services, funds are mobilised from surplus
units (savers) to deficit umits (borrowers), thereby promoting economic growth and
development. Thus, fifancial services support the efficient functioning of the financial
system by linking investors, betrowers, and financial markets.

Features of Financial Services
a. Intangibility

Financial services are intangible as they cannot be seen, touched, or physically
possessed like goods. Customers can only experience the benefits of services such as
banking, insurance, or investment management.

b. Inseparability

Financial services are produced and consumed simultaneously. The service provider
and the customer often need to interact directly for the service to be delivered effectively.

c. Perishability
Perishability means that financial services cannot be stored or inventoried for future

Q SGOU - SLM - BCom - Financial Services and Market m
—

T
SREENARAYANAGURU



use. If a service is not utilised at a particular time, it is lost and cannot be recovered
later.

d. Heterogeneity / Variability

The quality and nature of financial services vary depending on the service provider,
customer requirements, and circumstances. Therefore, no two service experiences are
exactly the same.

e. Customer Orientation

Financial services are designed to satisfy the specific needs and preferences of
customers. Financial institutions often customise their products and services to meet
individual or business requirements.

f. Information-Based

Financial services are highly dependent on information. The industry involves
collecting, processing, sharing, and utilising information to provide various financial
products and services. Accurate and timely information is a“¢tucial resource in the
creation and delivery of financial services.

Role / Functions of Financial Services

Financial services refer to the activities and functions associated with the financial
system, including the purchase and sale of securities, borrowing and lending of funds,
investment activities, facilitation of payments and settlements, and the management of
financial risks. The different funetions of financial.services are as follows:

i Mobilisation of Funds

Financial services faeilitate the mobilisation of savings from investors such as
individuals, institutions, and corporaté entities through various financial instruments
such as shares, bonds, debefitures, mutual funds, and deposits.

ii Efficient Utilisation of Funds

Financial services ensure the effective allocation and utilisation of funds mobilised
through various services such as merchant banking, creditrating, factoring, securitisation,
and financial advisory services. For example, financial services like merchant banking
assist companies in activities such as mergers and acquisitions, enabling optimal use of
financial resources.

iii Provision of Need-Based Financial Services

Financial institutions offer customised services to meet the diverse requirements of
individuals and businesses. Entrepreneurs can obtain venture capital, lease financing,
and factoring services, while individuals can access housing finance, insurance, personal
loans, and credit cards. Companies raising capital can also avail themselves of issue
management and advisory services from merchant bankers.
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iv Provision of Regulated and Secure Services

Financial services provided in the Indian financial markets are regulated by the
Reserve Bank of India (RBI), the Securities and Exchange Board of India (SEBI),
and the Insurance Regulatory and Development Authority of India (IRDAI). This
regulation helps to ensure transparency, investor protection, and the stability of the
financial system.

v Promotion of Economic Development

By mobilising savings and directing them towards productive investments, financial
services contribute to capital formation, industrial growth, employment generation, and
overall economic development. Thus, a well-developed financial services sector acts as
a key indicator of a strong and growing economy.

Types of Financial Services

Financial Services may be classified into two types: (A)Asset/Fund-based Services
and (B) Fee-based/Advisory Services.

A. Fund-Based Financial Services

These are services in which the financial institution directly commits or invests its
own funds. In other words, these services involve the funds of the financial institutions.
In return for providing financial services, the financial institution earns income through
interest, lease rentals, premiums, or other returns on the funds deployed.

1. Equipment Leasing / Lease Finance

This is an arrangement under which the'owner of an asset grants another party the
right to use the asset for a specified period/in exchange for periodic rental payments.
The owner of the assetfis referredito as the lessor, while the party who obtains the right
to use the asset is feferred to.as the lessee. It is important to note that ownership of
the asset remains with thé lessor, and the lessee merely enjoys the benefits of its use.
Leasing arrangements are of vital use to businesses as they allow them to utilise costly
machinery, equipment, og vehicles without owning them. This saves businesses from
making substantial investments in fixed assets.

2. Hire Purchase and Consumer Credit

Hire Purchase refers to a method of financing in which a finance company allows a
customer to acquire goods by paying the purchase price in instalments over an agreed
period. While possession of the asset is transferred immediately, ownership remains
with the financier until the final instalment is paid. Consumer credit is a method of
financing provided to individuals for the purchase of durable consumer goods such
as cars, motorcycles, refrigerators, and household appliances. Here, the buyer pays a
part of the purchase price immediately at the time of delivery of the asset and pays the
balance, along with interest, over a specific period. This arrangement enables consumers
to enjoy the benefits of the asset while spreading the cost over time.
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3. Housing Finance

It is the financial assistance provided by banks and housing finance institutions for
the purchase, construction, renovation, or improvement of residential properties. These
loans are generally repaid over a long period through equated monthly instalments
(EMIs). Housing finance plays an important role in promoting home ownership and
improving living standards.

4. Venture Capital Financing

This is a form of long-term financing provided to new and innovative business ventures
that possess high growth potential but involve a significant amount of risk. In addition
to providing financial assistance, venture capitalists also offer managerial expertise,
technical guidance, and strategic advice to entrepreneurs. In return, they acquire an
equity stake in the enterprise and share both the risks and rewards associated with its
success. Once the enterprise reaches the profitability stage, the venture capitalists sell
their stakes for a huge premium.

5. Bill Discounting

This is a short-term financing facility through whieh financial institutions provide
immediate funds to businesses by purchasing trade billsibefore their maturity date at
a discounted value. The business receives ifistant liquidity instéad of waiting for the
credit period to expire. This service improves cash flow, facilitates smooth business
operations, and helps firms meet their short-term financial requirements.

6. Insurance Services

Insurance refers to a contra¢tual agreementunder which an insurer (i.e., the insurance
company) undertakes to compensate the insured (or the policyholder) for losses arising
from specified risks imgreturn for a premium. The risks covered may include fire,
theft, accident, illnéss, disability, ‘or death. Insurance provides financial security by
transferring risk from individuals and businesses to insurance companies and helps to
reduce uncertainty in‘business activities.

7. Factoring

This is a fund-based financial service in which a business converts its credit sales into
immediate cash by selling its accounts receivable to a specialised financial institution
known as a factor. A factor is an institution that purchases receivables from businesses
and provides a range of services related to their management and collection. Besides
providing short-term finance against receivables, the factor undertakes functions such
as maintaining sales ledgers, collecting outstanding debts, monitoring creditworthiness,
and offering protection against bad debts. Factoring helps businesses improve liquidity,
reduce the administrative burden of debt collection, and focus on their core operations.
Depending on the agreement, factoring may be with recourse, where the business bears
the risk of bad debts, or without recourse, where the factor assumes the credit risk.
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B. Fee-Based (Non-Fund-Based) Financial Services

These are services where financial institutions do not directly invest their funds.
Instead, they act as intermediaries, advisors, or facilitators and earn income in the form
of fees, commissions, or service charges.

1. Issue Management

This involves planning, coordinating, and managing the process of raising capital
through the issue of securities such as shares, debentures, and bonds. It comprises
pre-issue activities such as the preparation of prospectuses, pricing, underwriting, and
regulatory compliance, and post-issue activities such as the allotment of securities and
listing on stock exchanges. These services are generally provided by merchant bankers.

2. Merchant Banking Companies

These companies provide a wide range of financial advisory and issue management
services to corporate clients. Their activities include underwsiting securities, managing
public issues, loan syndication, project counselling, mergers andacquisitions, corporate
restructuring, and portfolio management. They assist companies in raising capital and
making strategic financial decisions.

3. Corporate Counselling

This involves providing professional advice and guidance to business organisations
on financial, managerial, and strategic matters. It helps companies to address operational
challenges, improve performance,formulate, growthdstrategies, and strengthen their
market position. Such servicesfare particularly useful during periods of expansion,
diversification, restructuring, or financial difficulty.

4. Loan Syndication

This is the progess of arranging large loans for corporate entities or government
organisations through agfoup of lenders. A lead bank or merchant banker coordinates
the entire process, bringing together multiple financial institutions to participate in the
loan. This arrangement enablés the sharing of risk among lenders while ensuring the
availability of large amounts of capital to borrowers.

5. Corporate Restructuring

This refers to the process of making significant changes in the financial, operational,
ownership, or organisational structure of a company with the objective of improving its
efficiency, profitability, competitiveness, and long-term viability. Mergers, acquisitions,
takeovers, amalgamations, demergers, consolidations, and financial restructuring are
some of the major forms of corporate restructuring. Such measures help companies
adapt to changing business conditions and enhance their competitive position.

6. Credit Rating

This is the process by which a rating agency evaluates the creditworthiness and
repayment capacity of a company, government, or financial instrument. Ratings are
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assigned by the agency based on an assessment of financial strength, business perfor-
mance, and risk factors. These ratings, in turn, help investors to assess the risk level
associated with an investment and facilitate informed decision-making in the financial
market.

1.1.3 Interaction among the Components of the Financial
System

The Indian Financial System is an integrated framework consisting of various
financial institutions, financial markets, financial instruments, financial services, and
regulators. All these components work together to facilitate the efficient allocation of
financial resources in the economy. These components are interdependent; the effective
functioning of one influences the performance of the others. Their continuous interac-
tion ensures the smooth flow of funds from savers to investors and supports economic
growth and development.

Financial institutions such as commercial banks, insuranceé @empanies, mutual funds,
development banks, and non-banking financial companies (NBFCs) mobilise sav-
ings from individuals and organisations. These institutions then channel the collected
funds into various financial markets where borrowers and investors interact. Financial
markets provide the platform through whichdinang¢ial insttuments like shares, bonds,
debentures, treasury bills, and mutual fund units are“issued and traded. These instru-
ments serve as vehicles for transferring funds between|surplus and deficit units in the
economy.

Financial services such as merchant banking, stockbroking, credit rating, portfo-
lio management, underwriting, leasinggand factoring help investors and businesses to
access financial markets and instruments more effectively. Thus, they play a supportive
role by facilitating transactions‘and improving market efficiency.

Regulators such as the RBIHSEBI, IRDAI, and PFRDA oversee institutions, mar-
kets, instruments, andiServices to ensure orderly functioning, investor protection, and
systemic stability.

The interaction among these components creates a continuous cycle of savings,
investment, and capital formation. Financial institutions supply funds to financial
markets, which in turn provide liquidity and investment opportunities through finan-
cial instruments. Financial services ensure the smooth execution of transactions. Any
change in one component affects the others. For instance, a rise in interest rates by
banks may influence investment decisions in financial markets, while fluctuations in
capital markets may affect the investment strategies of financial institutions. Thus, the
components of the Indian Financial System operate as a closely connected network that
promotes efficient resource allocation, financial stability, economic development, and
the overall growth of the nation.
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0 The financial system refers to a set of integrated networks of financial
institutions, markets, instruments, and services that work together to
facilitate the transfer, allocation, and management of funds efficiently
and effectively.

¢ A financial system plays a crucial role in the economic development of
a country by facilitating the flow of funds from savers to investors. It
acts as an intermediary between those with surplus funds and those who
require funds for productive purposes.

¢ Financial institutions are intermediaries that mobilise savings from
savers and channel them into productive activities that generate better
returns.

¢ Financial markets are institutional arrangementsfor dealing in different
kinds of financial assets and credit instruments suchhas shares, deben-
tures, bonds, government securities, tréasury bills, commercial papers,
and other financial claims. In other words; financial markets provide a
mechanism for the exchange trading of financial,preducts.

0 A financial instrument is a l¢gal claim on an individual or institution
that entitles the holder to receive a specified amount of money and/
or regular payments, such as mterest or dividends, at a predetermined
future date.

¢ Financial services refer tofthe warious services provided by financial
institutions and intermediaries to facilitate the management, invest-
ment, transfer] and utilisationdof money and other financial assets.

Objective Questions

1. Which component of the financial system facilitates the buying and selling
of securities?

What is the market for short-term funds called?

What is the market for long-term funds known as?

Which financial institution primarily accepts deposits from the public?
What instrument represents ownership in a company?

Which financial instrument acknowledges a company's debt?

Foey Eoooem ke

What is a financial instrument whose value is derived from an underlying
asset called?
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8.  What is the term for a system where ownership of an asset is transferred
after payment of the final instalment?

9.  Which fund-based financial service involves the purchase of receivables
by a financial institution?

10. Which derivative contract gives the holder the right but not the obligation
to buy or sell an asset?

Financial Market
Money Market
Capital Market
Bank

Share

Debenture
Derivative

Hire Purchase

1.
2.
3.
4.
3.
6.
7.
8.
9

. Factoring

10. Option A

Self-Assessment Questions

What is Finan%m? Explain its functions

Briefly explain the various financial instruments
Discuss the functions of Financial Markets.

Elaborate the various fund based financial services.

o =

Explain the structure of Financial Institutions.
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Assignments

The Indian Financial System acts as a bridge between savers and investors.
Analyse how its various components contribute to the efficient allocation
of financial resources in the economy.

Evaluate the role of financial instruments in meeting the diverse needs of
investors and borrowers within the Indian Financial System

How do financial services support individuals and businesses in achieving
their financial objectives? Analyse with suitable examples.
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Unit @
Financial Markets

Learning Outcomes

After completing this unit, the learner will be able to;
¢ gaininsightinto the recent developments and emerging
trends in the Indian Financial System.
¢ explain the different types offinancial markets

¢ understand the concept of “primary market and
secondary market

¢  familiarise the different market intermediaries

Rahul is a youfig engineering graduate. He has saved
%50,000 from his first job. Instead of keeping the money
idle, he wants to invest it to earn a better return. ABC Ltd,
a growing cempany, requires funds to expand its operations
and intreduce new products. So, how do Rahul's savings
reach the'company that is in need of funds? The answer lies
in the financial markets. These markets facilitate the transfer
of funds from savers to borrowers. Financial markets enable
individuals, businesses, and governments to raise and invest
funds through various financial instruments. Broadly, finan-
cial markets are classified into the Money Market and the
Capital Market.

Let's imagine that Rahul deposits a portion of his savings
in a bank. Banks may use these funds for short-term lending
and investment in instruments such as Treasury Bills, Com-
mercial Papers, and Certificates of Deposit. Such transactions
take place in the market known as the Money Market. It is a
financial market that deals in short-term funds and financial
instruments with a maturity period of up to one year. From
this example, let's imagine that ABC Ltd decides to issue new
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shares to the public for raising capital. Since shares are long-term financial instru-
ments, this investment takes place through the Capital Market, which facilitates
the raising and investment of long-term funds. Rahul purchases some of these
shares in the Primary Market segment of the capital market, where companies
raise fresh capital by issuing new securities to investors.

After a few years, Rahul wishes to sell his shares to another investor. This
transaction takes place through a stock exchange in the Secondary Market, where
securities that have already been issued are bought and sold among investors.
While the primary market helps companies raise funds, the secondary market pro-
vides liquidity and investment opportunities to investors.

The smooth functioning of these markets depends on various market interme-
diaries such as stockbrokers, which facilitate the buying and selling of securities;
depositories, which hold securities in electronic form; depository participants,
which provide access to depository services; banks, which transfer funds; and
clearing corporations, which ensure the proper settlement'of trades. These inter-
mediaries make financial market transactions efficient, transparent, and secure.

The above story illustrates the classification and functioning of financial mar-
kets. The money market caters to short-terfifinancialineedss while the capital
market provides long-term funds. Withir the capital, market, the primary market
mobilises fresh capital and the secondary market provides liquidity. Together with
market intermediaries, these markets play a crucial role in promoting investment,
capital formation, and economi¢’dévelopment. This unit discusses financial mar-
kets, their classification, the/primary miarket, the secondary market, and the vari-
ous intermediaries operating in boththe ptimary and secondary markets. In addi-
tion, this unit also discusses tecent developments in the Indian Financial System.

Financial Markets, Money Market, Capital Market, Primary Market, Intermediaries

Discussion

1.2.1 Recent Developments in the Indian Financial System

The Indian financial system has undergone substantial transformation over the past
decades. These include various developments such as financial sector reforms, tech-
nological advancements, regulatory improvements, and increased financial inclusion.
Reforms introduced on the recommendations of the Narasimham Committee, such as
the deregulation of interest rates, the introduction of prudential norms, capital adequacy
requirements, and improved risk management practices, have strengthened the banking
and financial sectors. These reforms have improved efficiency, transparency, compet-
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itiveness, and stability in the financial system and have paved the foundation for its
modernisation and growth. The following are some of the major recent developments
in the Indian financial system.

1. Expansion of Digital Banking and Payment Systems

The introduction of internet banking, mobile banking, and digital payment platforms
has transformed the way financial transactions are conducted, demonstrating how tech-
nological innovation has revolutionised the Indian financial system. The development
of the Unified Payments Interface (UPI) has enabled instant fund transfers and cash-
less transactions across the country. In addition, digital payment systems such as QR
code payments, Immediate Payment Service (IMPS), National Electronic Funds Trans-
fer (NEFT), and Real Time Gross Settlement (RTGS) have significantly improved the
speed and convenience of financial transactions. The widespread adoption of digital
banking has ultimately helped to reduce transaction costs, improve customer service,
and promote financial inclusion.

2. Growth of Financial Inclusion

Financial inclusion has become a major objective of the Indian financial system.
Several initiatives have been launched to ensure that banking and financial services are
accessible to all sections of society, especiallysurakand economically weaker sections.
The use of Aadhaar-based identification afid Direct Benefit Transfer (DBT) mecha-
nisms has improved the delivery of government subsidies and welfare benefits to ben-
eficiaries. Small Finance Banks, Payments Banks, and Banking Correspondents have
further expanded the reach of finaneial services to underserved areas, thereby promot-
ing inclusive economic development.

3. Development of Capital Markets

The Indian capitalanarket has witnessed remarkable growth and modernisation. The
introduction of ele€tronic trading systems, dematerialisation of securities, online set-
tlement mechanisms, and advanced risk management systems has increased market
efficiency. The growth of stock @xchanges, mutual funds, corporate bond markets, and
alternative investment vehielés has expanded investment opportunities for individuals
and institutions. Furthermore, the capital market reforms implemented by the Securi-
ties and Exchange Board of India (SEBI) have strengthened investor protection and
enhanced market transparency. As a result, capital markets have become an important
source of long-term finance for businesses and infrastructure projects.

4. Strengthening of the Regulatory Framework

Another major development pertains to the strengthening of the regulatory frame-
work governing the Indian financial system. This framework has become more effec-
tive and comprehensive. Regulatory institutions such as the Reserve Bank of India
(RBI), the Securities and Exchange Board of India (SEBI), the Insurance Regulatory
and Development Authority of India (IRDAI), and the Pension Fund Regulatory and
Development Authority (PFRDA) have introduced several measures to ensure finan-
cial stability and protect the interests of investors and consumers. Measures such as
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enhanced disclosure requirements, stricter corporate governance standards, improved
supervision, and stronger risk management practices have contributed to the soundness
of the financial system.

5. Improvement in Corporate Governance and Transparency

Regulatory authorities have introduced stricter disclosure requirements, enhanced
auditing standards, and stronger accountability mechanisms. These measures have led
to increased transparency, reduced information asymmetry, and strengthened investor
confidence. Better corporate governance has contributed to the stability and credibility
of the financial system.

6. Emergence of Financial Technology (FinTech)

Financial Technology, commonly known as FinTech, has emerged as a major force
in the Indian financial sector. FinTech companies use technology to provide innovative
financial products and services such as digital payments, online lending, investment
management, insurance services, and wealth management‘solutions. FinTech innova-
tions have enhanced customer experience, reduced operational, costs, and increased
competition within the financial sector. The use of astificial intelligence, big data ana-
lytics, cloud computing, and blockchain technology hassignificantly improved the effi-
ciency and accessibility of financial services.

7. Introduction of New Financial Instruiments

The Indian financial system has witnessed the introduction of several innovative
financial instruments such as Exchange Traded, Fund§s (ETFs), Sovereign Gold Bonds
(SGBs), Infrastructure Investment Trusts, (InvITs), Real Estate Investment Trusts
(REITs), Municipal Bonds, Green Bouds, and Masala Bonds. These instruments have
broadened the range of investment opportunities available in the market and facilitated
resource mobilisationdfor infrastrueture dévelopment, environmental sustainability, and
economic growth.

8. Growth of Mutual Funds and Collective Investment Schemes

The mutual fund induStry has undergone rapid growth in recent years. Increasing
financial awareness, professional fund management, and systematic investment plans
(SIPs) have encouraged retail participation in financial markets. Mutual funds provide
investors with diversification, liquidity, and professional management of investments.
The growth of the mutual fund sector has enhanced capital market participation and
contributed significantly to the mobilisation of household savings into productive
investments.

9. Development of the Corporate Bond Market

The corporate bond market has emerged as an important source of long-term financ-
ing for companies. Regulatory reforms have facilitated easier issuance and trading of
corporate bonds. The development of electronic trading platforms, credit enhance-
ment mechanisms, and improved disclosure standards are the major reasons behind the
increased investor participation in the bond market. A well-developed corporate bond
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market reduces excessive dependence on banks and contributes to the diversification of
funding sources for businesses.

10. Promotion of Sustainable and Green Finance

Environmental sustainability has become an important consideration in financial
decision-making these days. Green finance initiatives encourage investments in envi-
ronmentally sustainable projects such as renewable energy, energy efficiency, and cli-
mate-resilient infrastructure. The issuance of green bonds and the integration of Envi-
ronmental, Social, and Governance (ESG) factors into investment decisions reflect the
growing importance of sustainable finance in the Indian financial system.

11. Increased Foreign Participation in Financial Markets

India has attracted substantial foreign investment through Foreign Portfolio Invest-
ment (FPI) and Foreign Direct Investment (FDI). Liberalised investment policies,
improved market infrastructure, and stronger regulatory mechanisms have improved
the attractiveness of Indian financial markets to global investors. Increased foreign par-
ticipation has contributed to capital inflows, market liquidity, and economic growth.

1.2.2 Financial Markets

1.2.2.1 Meaning of Financial Markets

A financial market refers to an organised system, arrangement, or platform that
facilitates the exchange of financialginstruments. These instruments include shares,
debentures, deposits, loans, cogporate bonds, government securities, and other financial
products. Financial markets play a pivetal tole in channelling funds from investors to
borrowers and promoting the efficient allocation of financial resources within the econ-
omy.

1.2.3 Classification of Financial Markets

FINANCIAL MARKETS
' v

[ ORGANISED MARKETS ] [ UNORGANISED MARKETS ]
I

| -

MONEY LENDERS l

INDIGENOUS
BANKERS

—»|  Call Money Market l

> Treasury Bills Market { INDUSTRIAL J { GOVERNMENT LONG TERM ‘

SECURITIES MARKET SECURITIES MARKET LOANS MARKET
> Commercial Bills Market
> Collateral Loan Market
> Acceptance Market PRIMARY SECONDARY TERM LOAN MARKET FOR |
MARKET MARKET MARKET MORTGAGES |
— Discount Market )
> Certificate of Deposit (CD) Market
MARKET FOR
FINANCIAL GUARANTEES

‘—» Commercial Paper (CP) Market

Fig 1.2.1 Classification of Financial Markets
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Financial markets can be broadly classified into two categories: organised markets
and unorganised markets.

¢ Organised Markets

These markets operate under a well-defined legal and regulatory framework. They
are regulated and supervised by statutory authorities such as the Reserve Bank of India
(RBI), the Securities and Exchange Board of India (SEBI), and other regulatory bodies.
Standardised rules and procedures govern trading, settlement, disclosure, and investor
protection. As their operations are closely monitored by regulatory authorities, organised
markets enjoy greater public confidence and contribute significantly to economic
development. They comprise institutions such as commercial banks, cooperative
banks, development financial institutions, stock exchanges, mutual funds, insurance
companies, and other regulated financial intermediaries.

¢ Unorganised Markets

These markets are generally not subject to strict government control. Dealings often
take place based on informal agreements, personal relationships, and local customs.
Key participants include moneylenders, indigenous bankers,, chit funds, nidhis,
pawnbrokers, and private finance companies. They‘meet the finangial requirements of
individuals, small traders, farmers, and small businesses,that may/not otherwise have
easy access to formal financial institutions. Adthough unorganised markets offer quick
and flexible access to funds, they often lagk transpareney, charge higher interest rates,
and provide limited legal protection to borrowers and investors.

1.2.3.1 Organised Markets

Organised markets can be divided into two broad categories: the money market and
the capital market.

A. Money Market
Meaning of Money Market

The money market is the segment of the financial market that deals with short-term
funds and financial instruments with a maturity period of up to one year. It facilitates
the borrowing and lending of short-term funds among various participants, helping
them to meet temporary liquidity requirements. The Reserve Bank of India (RBI) is the
regulator of the money market. The RBI regulates and supervises the money market,
using it as an important tool for implementing monetary policy and controlling liquidity
in the economy. Major participants in the money market include the Reserve Bank
of India (RBI), commercial banks, cooperative banks, financial institutions, mutual
funds, insurance companies, corporations, government agencies, and other market
intermediaries.The RBI regulates and supervises the money market and uses it as
an important tool for implementing monetary policy and controlling liquidity in the
economy.
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Features of Money Market

¢ The money market deals in short-term funds and financial instruments with a
maturity period of up to one year.

¢ It facilitates the borrowing and lending of short-term funds to meet temporary
liquidity requirements.

¢ The primary objective of the money market is to ensure liquidity and efficient
short-term fund management in the economy.

¢ The Reserve Bank of India (RBI), commercial banks, financial institutions,
mutual funds, corporations, and government agencies are the major participants
in the money market.

¢ Governments, banks, and corporate entities are the major borrowers, while
banks, mutual funds, financial institutions, and corporations are the major
investors in the money market.

¢ Treasury Bills, Commercial Papers, Certificates of Deposit, Call Money, and
Repurchase Agreements are the principal financialiinstruments traded in the
money market.

¢ Money market investments are generally characterised by high liquidity, low
risk, and low returns.

¢ The money market plays a crucial Tole in'the implémentation of monetary
policy.

¢ The Reserve Bank of India (RBI) is the /primary regulatory authority,
supervising the functioningof the meney market.

Functions of the Money Market

1. Provides Liquidity

The money marketoffers liquidity to banks, financial institutions, corporations, and
governments by enabling them, to borrow and lend funds for short periods. It assists
organisations in addressing temporary cash shortages and efficiently managing their
working capital requirements.

2. Facilitates Monetary Policy Implementation

The money market serves as a vital channel through which the Reserve Bank of
India (RBI) implements monetary policy. The RBI regulates economic activity and
maintains financial stability by influencing short-term interest rates and controlling the
supply of money and credit.

3. Promotes Efficient Utilisation of Surplus Funds

The money market allows institutions and businesses with temporary surplus funds
to invest them in short-term instruments. This ensures that idle funds are productively
utilised and earn returns while remaining readily accessible when needed.

4. Supports Short-Term Financing

The market provides a mechanism for governments, banks, and corporate entities to
obtain short-term funds for operational expenses, seasonal requirements, and temporary
financial needs. This ensures the smooth functioning of economic and business activities.
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Money Market Instruments
The various money market instruments are as follows:

i. Commercial Bills: These are negotiable credit instruments originating from
genuine trade transactions. They represent an unconditional order by the seller
directing the buyer to pay a specified sum on a predetermined future date.

ii. Treasury Bills (T-Bills): These are short-term sovereign debt instruments
issued by the government to manage temporary fiscal imbalances and finance
short-term expenditure requirements. T-Bills are issued at a discount to their
face value.

iii. Certificates of Deposit (CDs): These are marketable money market instruments
issued by commercial banks and financial institutions, acknowledging the
receipt of funds for a fixed tenure at a predetermined rate of return.

iv. Commercial Papers (CPs): These are unsecured, negotiable promissory notes
issued by highly reputable, financially sound companies to raise short-term
funds for working capital and other operational financing needs.

v. Repurchase Agreements (Repos): ARepo is a short-termberrowing transaction
in which participants such as the Reserve Bank of India’(RBI), commercial
banks, financial institutions, primary dealers, ‘mutual funds, and others sell
securities with an agreement to repurchase them ataspecified price on a future
date. Here, the securities serve as ¢ollateral for the loan.

vi. Inter-Bank Participation Certificates (IBPCs): Inter-Bank Participation
Certificates (IBPCs) are short-term moeney market instruments that enable banks
to share loans and transfer funds among theémselves. They help banks manage
liquidity efficiently and optimiseithéwuse of their financial resources.

4. Components of Money Market
The Money Market omprises the following sub-markets:
a. Call Money Market

It is an important segment©f the money market that deals with the borrowing and
lending of short-term finds by commercial banks and financial institutions. When
funds are borrowed or lent for a period of one day (overnight), this is referred to as
"call money". If funds are borrowed or lent for a period of more than one day but less
than 14 days, it is called "notice money". Unlike call money, the borrower receives
notice before repayment is demanded. This market helps banks and other eligible
institutions manage temporary liquidity shortages and surpluses. Commercial banks,
cooperative banks, primary dealers, and other authorised financial institutions are the
major participants in the call money market, which helps banks manage their short-term
liquidity requirements.

b. The Treasury Bills (T-Bills) Market

This segment of the money market deals in the sale and purchase of Treasury Bills,
or T-Bills. T-Bills are issued by the RBI on behalf of the Government of India to meet
its short-term financial requirements. T-bills are issued at a discount to their face value
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but are redeemed at par on maturity. The difference between these values is the return
earned by the investor. They are considered one of the safest money market instruments
because they carry the sovereign guarantee of the Government of India. T-Bills are
currently issued with maturities of 91 days, 182 days, and 364 days. Treasury Bills
are purchased by commercial banks, financial institutions, mutual funds, insurance
companies, corporate bodies, and individual investors. The T-Bills market provides the
government with short-term funds while offering investors a highly liquid and low-risk
investment avenue.

¢. Commercial Bills Market

This market deals in the buying and selling of bills of exchange. A commercial bill
arises out of a genuine commercial transaction. It is a written instrument drawn by the
seller on the buyer for the value of goods sold on credit. These bills are accepted by
the buyer and can be discounted with banks before maturity, enabling businesses (or
sellers) to obtain immediate funds. This market helps provide short-term finance to
traders and business enterprises, promoting smooth trade afid commerce. Commercial
banks are the major participants in this market. It helps convett trade receivables into
cash, improves working capital management, and facilitates the efficient flow of credit
within the economy.

d. Collateral Loan Market

It is a specialized segment of the money market where loans are granted against the
security of financial assets such as shares, stocks, bonds, and government securities.
These loans are generally for short periods, ranging from a few weeks to several months.
Commercial banks are the primary lendegs in this'market, while stockbrokers, traders,
and business enterprises are the borrowers. The pledged securities act as collateral and
are returned when the loan is repaid. If the/borrower defaults, the lender acquires the
right to sell or retain thé'¢ollateralto recover the outstanding amount.

e. Acceptance Market

This is the market where banker's acceptances are sold and discounted. Banker's
acceptances are created ag,asesult of trade transactions. A banker's acceptance is a bill of
exchange or draft drawn by a business firm on a bank and accepted by the bank, thereby
guaranteeing payment of a specified amount on a future date. These instruments are
widely used in domestic and international trade because they carry the creditworthiness
of the accepting bank. Banker's acceptances can be easily sold or discounted before
maturity, providing liquidity to traders and businesses.

f. Discount Market

This is the market where short-term credit instruments like commercial bills, treasury
bills, and banker's acceptances are bought and sold at a discount before their maturity
date. Businesses that receive bills of exchange from buyers can obtain immediate funds
by discounting these bills with banks or financial institutions without waiting until
the due date. The discount market thus provides liquidity to businesses and facilitates
smooth trade and commercial transactions.
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g. Certificate of Deposit (CD) Market

This is the market for dealing in certificates of deposit. These are negotiable money
market instruments issued by banks and eligible financial institutions to raise short-
term funds. CDs offer fixed returns and are transferable in the secondary market. They
are generally issued in large denominations and have maturities ranging from 7 days to
3 years, depending on the issuer.

h. Commercial Paper (CP) Market

These are unsecured promissory notes issued at a discount, with a maturity period
ranging from 7 days to one year. The Commercial Paper market enables financially
strong companies, primary dealers, and financial institutions to raise short-term funds
directly from investors.

B. Capital Market
1. Meaning

The capital market is the market that facilitates the borrowing,and lending of long-
term funds. Unlike the money market, which caters(te short-term financing needs, the
capital market provides funds for long-term investments, such as business expansion,
infrastructure development, and the acquisitionfoffixed assets. Maitual funds, insurance
companies, foreign institutional investorseorporate entities, and individual investors
are the major participants in the capital market.

2. Features of Capital Market
¢ The capital market deals in loagsterm funds and securities with a maturity

period exceeding one year.

O It facilitatesqthe tramsfer of savings from investors to businesses and
governments requiring long=térm capital.

¢ Companies, corporations, public sector undertakings, financial institutions,
and governments are the primary borrowers of funds in the capital market.

¢ Major investorswinclude individual investors, mutual funds, insurance
companies, pension funds, banks, and foreign portfolio investors (FPIs).

¢ Instruments traded in the capital market include equity shares, preference
shares, debentures, bonds, government securities, and mutual fund units.

¢ The capital market provides investment opportunities with relatively higher
risk and higher return potential.

¢ Capital market operations are regulated primarily by the Securities Exchange
Board of India (SEBI).

3. Functions of the Capital Market
The capital market performs the following functions:

i. Mobilisation of Savings: The capital market mobilises savings from individuals
and institutions, channelling them into productive investments. It encourages
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ii.

iii.

iv.

people to invest their surplus funds in financial securities rather than keeping
them idle.

Facilitates Capital Formation:The capital market facilitates the provision of
long-term funds to businesses and governments. These funds are, in turn, used
by businesses for expansion, modernisation, infrastructure development, and
other productive purposes, thereby contributing to capital formation.

Promotes Economic Growth:The capital market supports industrial
development, employment generation, and economic growth by channelling
financial resources to productive sectors of the economy.

Provides Investment Opportunities:The capital market offers a variety of
investment avenues such as shares, bonds, debentures, and mutual funds to
investors. These opportunities enable investors to earn returns and diversify
their savings according to their risk preferences.

Ensures Efficient Allocation of Resources:The capital market allocates funds
to enterprises and projects that have better growth, prospects and productive
potential. This efficient allocation of financial resourees enhances productivity
and contributes to overall economic development.

4. Components of the Capital Market

The Capital Market comprises the following'markets:

i.

ii.

Industrial Securities Market:This is the segment of the capital market that
deals with securities issued by corporate enterprises to raise long-term funds.
Equity shares, preference shates, debentures, and corporate bonds are the major
corporate securities traded in the industfial securities market. This market
helps companies to mobilise capital from investors for business expansion,
modernisation, diversification, and other long-term financial requirements. The
industrial securities market consists©f a primary market and a secondary market.
The primaryarket is wher€new securities are issued, and the secondary market
is where existing sectirities are traded among investors.

Gilt-Edged “Securities /Market:This refers to the market for government
securities. Gilt-edged.securities are issued by the Central Government, State
Governments, and- certain government-backed institutions to raise long-term
funds. These securities are considered highly secure investments with minimal
default risk as they carry the sovereign guarantee of the government. Common
instruments traded in this market include Government Securities (G-Secs) and
Treasury Bills.
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Table 1.2.1 Difference between Money Market and Capital Market

Basis of Comparison Money Market Capital Market

1. Meaning It is the segment of financial It is the segment of the
market where short-term financial market where
funds and securities are long-term  funds  and

borrowed and lent.

securities are issued and
traded.

2. Nature of Market

It is informal and less

organized.

It is formal, organized, and
regulated.

3. Primary Function/
Aim

It aims to meet short-term
credit and liquidity needs
of  businesses, financial
institutions, and governments.

It aims to meet long-term
financing and investment
needs of businesses and
governments.

4. Time Period /
Maturity Period of
Instruments

It deals with instruments
having a maturity of up to one
year.

It deals with instruments
having a maturity of more
than'one year.

5. Examples of
Financial Instruments

Treasury Bills, Commeéreial

Papers, Certificates  “of
Deposit,  Trades " Credit,
Call Money,/ Repurchase

Agreements are the major
money market nstruments

Shares (Equity), Preference
Shares, Debentures,
Bonds; Euro Issues are
the major capital market
instruments.

6. Major Participants

Centzal  Bank, Commetcial
Banks, Finan¢ial, Institutions,
Bill BroKers, | Acceptance
Houses are /the major

participantsefin the money
market.

Stock Exchanges,
Commercial Banks,
Insurance Companies,

Mutual Funds, Investment
Banks, Corporate Firms
are the major participants
in the capital market.

7. Risk Factor

Low risk due to short maturity
period and high liquidity.

Comparatively higher
risk because of longer
investment horizons and
market fluctuations.

8. Return on
Investment

Lower returns are expected
from investments in
instruments

Higher returns are expected
compared to money market
instruments.

9. Liquidity

Provides very high liquidity
because funds are invested for
short periods and instruments
mature quickly.

Provides relatively lower
liquidity because funds are
invested for longer periods
and investors may need to
sell securities in the market
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10.Merit/Contribution This market enhances It helps to mobilize

liquidity and smooth savings and channels them
functioning of the financial into productive long-term
system. investments.
11. Marketability of High marketability due to Moderate to high
Securities short-term nature. marketability  depending

on the type of security.

1.2.4 Primary Market

1.2.4.1 Meaning of Primary Market

The primary market is the segment of the capital market where new securities and
financial instruments are issued for the first time. Consequently, it is also referred to as
the New Issues Market (NIM). It represents a crucial source for raising capital, enabling
organisations to generate fresh funds by issuing securities,such as equity shares,
preference shares, debentures, government securities, and corpotate bonds.

Central and State Governments, Public Sector) Enterprises, banks, financial
institutions, and private sector public limited companies taise capital or funds through
the primary market. These entities periodically issuenew securities to obtain the capital
required to meet their financial needs and Support their Operations and development.

In this market, securities are sold directly by the issuing organisation to investors. As
a result, the issuer receives the fufids'and provides néw securities to the investors. The
primary market therefore play$ a vital reléyin capital formation and economic growth
by channelling savings into productiv€ investments. After being issued in the primary
market, these securities_are generally traded in the secondary market, such as stock
exchanges, bond mazKets, or derivatives€xchanges.

1.2.4.2 FeatureSofsthe Primary Market

¢ The primary marketds where new securities are issued.

¢ In the primary market, securities are sold directly by the issuing company or
institution to investors.

¢ Majorissuers of financial instruments in the primary market include companies,
corporations, financial institutions, and governments.

¢ Major investors operating in the primary market include retail investors,
institutional investors, mutual funds, insurance companies, banks, and foreign
investors.

¢ Shares, debentures, bonds, and other securities are some of the major financial
instruments issued in the primary market.

¢ The main objective is to mobilise savings and provide long-term funds to
issuers.

¢ Funds flow directly from investors to issuers in the primary market.
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¢ Securities are issued through various methods such as Initial Public Offer
(IPO), Follow-on Public Offer (FPO), Rights Issue, Bonus Issue, Private
Placement, and ESOPs.

¢ Primary market operations are regulated by SEBI to ensure transparency and
investor protection.

¢ Primary market operations are supported by merchant bankers, underwriters,
registrars, bankers to the issue, and depositories.

¢ The primary market contributes directly to capital formation in the economy.

1.2.4.3 Functions of the Primary Market
1. Origination

This function involves the investigation, evaluation, and processing of new project
proposals before securities are floated in the market. This activity begins well before
the actual issue is offered to investors. It is generally carried out by merchant bankers.
Commercial banks, all-India financial institutions, and private organisations may
provide merchant banking services. Today, financial institutions.and private firms also
provide this service. Although origination is a vital fanction, the ultimate success of an
issue largely depends on the efficiency and conditions of'the market.

2. Underwriting

Underwriting is a contractual arrangement in which an underwriter agrees to
purchase a specified number of shares, debentures, or gther securities if the public does
not subscribe to the entire issue4When an issue isifully subscribed, the underwriter has
no obligation. However, if some securifiesiremain unsold, the underwriter must buy
them. Therefore, underwriting can be regarded as a guarantee for the marketability of
shares and securities. Indndia, underwriting services are provided by both institutional
underwriters, such a§ LIC, UTI, and' IDBI, and non-institutional underwriters, who are
mainly brokers.

3. Distribution

This function involves the sale of securities to the final or ultimate investors. It is
performed by specialised intermediaries such as brokers and agents, who maintain
regular and direct contact with investors. Their role is to ensure that the issued securities
efficiently reach the ultimate buyers.

1.2.4.4 Methods of Issuing Securities in the Primary Market
The following are the different methods of issuing securities in the primary market.

1. Public Issue

This refers to an issue of securities made to the general public for subscription. It
enables new investors to become shareholders of the company. A public issue may be
an Initial Public Offer (IPO) or a Further Public Offer (FPO).
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Initial Public Offer (IPO)

An TPO is the first public issue of securities by an unlisted company. Through an
IPO, the company offers its shares to the public for the first time and obtains listing on
a stock exchange. IPOs can be made through the fixed price method, the book-building
method, or a combination of both.

Further Public Offer (FPO)

A Further Public Offer (FPO), or Follow-on Public Offer, is a public issue made by a
company that is already listed on a stock exchange. Through an FPO, a listed company
raises additional capital by issuing new securities to the public. In other words, an FPO
is the subsequent public offer of securities of a listed company.

The methods of offering a public issue (IPO/FPO) can be of two types: (i) Offer
through Prospectus and (ii) Offer for Sale.

Offer through Prospectus

Under this method, the company invites the public to subseribe to its securities
through a prospectus containing important information about the company, its business,
management, capital structure, and the details of theyissue. The prospectus helps
investors make informed investment decisions: The,issue may be priced through the
fixed price method, where the price is prédetermined;, or through the book-building
method, where the final price is determined based on investor demand.

Offer for Sale

This refers to the outright $ale of shates, through intermediaries like issue houses,
brokers, etc. In this method, the sharés are not offered directly to the public. Instead,
the intermediaries, after buyingall the shares, resell them to the investing public. The
company is relievedf the responsibility for marketing and allotment of shares.

2. Private Placement

It refers to the issue of securities to a selected group of investors rather than to the
general public. As it invelves fewer regulatory formalities and lower issue costs, it is
considered a quicker and less expensive method of raising funds. Financial institutions,
mutual funds, investment banks, and high-net-worth investors are common participants
in private placements. Private placements may be of two types: Preferential Issues and
Qualified Institutions Placements.

i Preferential Issue

This is a type of private placement in which a listed company issues securities
to a select group of persons on a preferential basis. Such an issue requires approval
from shareholders through a special resolution and must comply with SEBI pricing
guidelines.

ii Qualified Institutions Placement (QIP)

This is a method through which a listed company raises funds by issuing or allotting
equity shares or securities convertible into equity shares to Qualified Institutional Buyers
D
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on a private placement basis. Such an issue also requires approval from shareholders
through a special resolution and must comply with SEBI pricing guidelines.

3. Rights Issue

A rights issue means offering additional shares to the existing shareholders of a
company in proportion to their current shareholding. It gives existing shareholders the
first right to subscribe to new shares before they are offered to others. Rights shares help
companies raise additional capital while protecting the ownership interests of existing
shareholders.

4. Bonus Issue

A bonus issue is the issue of additional shares to existing shareholders free of cost by
capitalising the company's accumulated reserves and surplus. Since no fresh funds are
raised, it merely converts reserves into share capital. Bonus shares increase the number
of shares held by shareholders without requiring any additional investment from them.

5. Employee Stock Option Plan (ESOP)

This scheme gives employees the option to pur€hase shares of the company at a
predetermined price on a future date. The primary objeetive of an/ESOP is to reward,
motivate, and retain employees by giving themi'anownership intérest in the company.
The option granted under an ESOP is non-tfansferable and can be exercised only by the
employee to whom it is granted.

1.2.5 Secondary Market

1.2.5.1 Meaning

The Secondary Matket is the'market where securities that have already been issued
in the Primary Market are bought and sold. In other words, it deals with the trading of
existing or old securities@mong investors after their initial issue in the primary market.
Transactions in this market takeplace between investors rather than between the issuing
company and investors.

1.2.5.2 Components of Secondary Market

The secondary market consists of various segments or components that facilitate the
trading of different financial instruments. These include:

¢ Cash/Equity Market where shares, debentures, mutual funds, ETFs, and
other securities are traded.

¢ Equity Derivatives Market which deals in futures and options derived from
underlying assets.

Debt Market which enables the trading of bonds and other debt instruments.

Corporate Bond Market where companies raise funds through the issue and
trading of corporate bonds.

¢ Forex Market which facilitates the exchange of foreign currencies, the
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Commodity Derivatives Market, where commodities such as gold, silver,
and agricultural products are traded through standardised contracts.

1.2.5.3 Types of Secondary Market

The Secondary Market includes both stock exchanges and the over-the-counter (OTC)
market, providing liquidity and a platform for the continuous trading of securities.

1. Stock Exchange Market (Organised Market)

This is a regulated and organised marketplace where previously issued securities are
traded through recognised stock exchanges. Transactions are conducted according to
established rules and regulations under the supervision of regulatory authorities such
as SEBI. In this market, only listed securities can be traded. Buyers and sellers interact
through registered stockbrokers rather than dealing directly with one another. Stock
exchanges provide a transparent platform for trading, facilitate efficient price discovery,
and ensure investor protection. The key features of this market include a high degree
of regulation, transparency, liquidity, standardised trading procedures, and strong
safeguards for investors. Its primary role is to facilitate efficient trading and ensure fair
pricing and liquidity of securities.

Major examples of stock exchange markets in India@se:

¢ National Stock Exchange (NSE): Establishediny1 875, it'1s the oldest in Asia.
Its index is SENSEX (30 stocks)

¢ The Bombay Stock Exchange (BSE): Established in 1992, it pioneered
screen-based trading. Its index is NIFTY 50

¢ Metropolitan Stock Exchange of India (MSE): A SEBI-recognised national
stock exchange prowiding eleétrenic trading in equities, derivatives, and
currency markets.

Functions of a Stock Exchange

The functions ofd@ Stock Exchangeare as follows:

i. Economic Baromeéter: A stock exchange acts as a barometer of the economy,
as changes i economic /conditions are reflected in share prices. Rising prices
indicate growth, whilefalling prices may signal a recession. A stock exchange
is also known as a‘pulse of the economy or an economic mirror as it reflects the
economic conditions of a country.

ii. Pricinﬁ of Securities:The stock exchange determines the value of securities
through demand and supply. The valuation of securities helps investors,

creditors, and the government in making financial decisions.

iii. Safety of Transactions:The stock exchange ensures safe trading by permitting
transactions only in listed securities and requiring listed companies to comply
with prescribed rules and regulations.

iv. Liquidity:The stock exchange provides a ready market for buying and selling
securities, enabling investors to convert their investments into cash whenever
required. This encourages investment in long-term securities by ensuring easy
marketability.

v. Spreading of Equity Cult:The stock exchange encourages investment in equity
shares by promoting fair trading practices, regulating new issues, and creating

ﬁvesmr awareness.
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vi. Providing Scope for Speculation:The stock exchange permits healthy
speculation, which helps maintain liquidity and ensures active trading in
securities.

vii. Better Allocation of Capital and Promotion of Savings and Investment:The

stock exchange facilitates the allocation of funds to profitable and efficient

companies by enabling them to raise capital more easily. It also encourages
people to save and invest in corporate securities by providing attractive
investment opportunities, thereby channelling savings into productive uses.

2. Over-the-Counter (OTC) Market

This is a decentralized market where securities are traded directly between buyers
and sellers, bypassing a formal stock exchange. Consequently, the OTC market deals
with securities not listed on stock exchanges. Transactions in the OTC market are
negotiated through a network of dealers, brokers, financial institutions, or electronic
trading platforms. Unlike stock exchanges, OTC markets offer greater flexibility in
trading arrangements and in negotiating transaction terms. However, they are generally
characterized by lower transparency and less stringent regulatory requirements.

Table 1.2.2 Difference between Primary Market and Secondary Market

Basis Primary Market Secondary Market
1. Meaning It is the market whefe Thew It is the market where
securities are issued(for the first) existing securities are bought
time. and sold among investors.
2. Purpose It  helps companies ot It helps to provide liquidity
governments to raisén.fresh and facilitate trading of
capital securities.

3.Participants

Company (issu€r) and ivestors.

Investors/traders only.

4. Flow of Funds

They funds, or capital or the
money goes ‘directly to the
issuifig company.

Money goes to the seller
of the security and not the
company.

5. Price
Determination

Price is fixed by the issuer or
throughfbook-building.

Price is determined by the
forces of market demand
and supply.

6. Frequency of
Sale

Securities are sold only once by
the issuer.

Securities can be bought and
sold repeatedly.

7. Intermediaries

Merchant bankers, underwriters,
and registrars play an important
role.

Stock brokers and stock
exchanges facilitate trading.

8. Organised

There is no specific physical

Trading takes place through

Market trading platform; securities are organized stock exchanges.
issued directly by the issuer.
9. Location No fixed place Stock exchanges

10. Also known as

New issue market

Stock Market
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1.2.6 Intermediaries

Financial intermediaries are institutions or organizations that act as a connecting
link between investors and the securities market. They are responsible for facilitating
functions such as buying, selling, holding, transferring, and settling securities in the
securities markets, thereby ensuring the smooth functioning of the stock market.
From the time a security is purchased until it is sold, various intermediaries perform
specific functions under the supervision of SEBI. These intermediaries help reduce
transaction costs, improve market efficiency, protect investors, and ensure transparency
in securities transactions. Intermediaries can be divided into two categories: Primary
Market Intermediaries and Secondary Market Intermediaries.

1.2.6.1 Primary Market Intermediaries

1. Merchant Bankers / Lead Managers

Merchant bankers, also known as lead managers, are the principal intermediaries
in the primary market. They act as a link between companies issuing securities and
the investing public, managing the entire issue process. This includes preparing the
prospectus, obtaining regulatory approvals, determining the timing\and pricing of the
issue, coordinating with other intermediaries, and ensuring compliance with SEBI
regulations. In addition to these issue managémentyfunctions, merchant bankers also
provide corporate advisory services suchfas project'counselling, financial planning,
capital restructuring, mergers and acquisitions, underwriting arrangements, and
investment advice to their clients. Their expeitise helps companies raise funds efficiently
and ensures the successful marketing of securities.

2. Underwriters to the Issue

These are financial institutions, banks, /investment companies, or other approved
entities that guaranteé the subscription of a public issue. They undertake to purchase
any unsubscribed portion of shatres or debentures issued by a company if the public fails
to subscribe fully. This.aSsurance provides issuing companies with confidence that the
required capital will be raised. By reducing the risk of under-subscription, underwriters
contribute to the success of néw issues and enhance investor confidence in the primary
market.

3. Brokers to the Issue

These intermediaries are appointed by companies to market and distribute securities
among potential investors. Brokers distribute application forms, provide information
about the issue, encourage investor participation, and assist in broadening the investor
base. Although the appointment of brokers is not compulsory, their experience, market
knowledge, and access to investors make them valuable in ensuring wider distribution
and successful subscription of securities.

4. Registrars to the Issue and Share Transfer Agents (R&T Agents)

They perform the administrative and record-keeping functions associated with a
public issue. The responsibilities of R&T Agents include collecting and processing
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application forms, maintaining records of applications and funds received, assisting
in the basis of allotment, issuing allotment letters and refund orders, and dispatching
share certificates or facilitating demat credits. Additionally, they maintain records of
security holders and handle matters related to transfer, transmission, redemption, and
other investor services.

5. Bankers to the Issue

These are scheduled commercial banks appointed to collect application forms and
application money from investors on behalf of the issuing company. They receive
subscriptions through designated branches, maintain records of funds collected, transfer
the proceeds to the issuer, and facilitate refunds where necessary. Their involvement
ensures the safe handling of investors' money and the smooth processing of financial
transactions related to the issue.

1.2.6.2 Secondary Market Intermediaries
1. Stock Brokers

A stockbroker is a registered intermediary authorised by a stoek exchange to buy
and sell securities on behalf of investors. Stockbrokers act as a vital link between
investors and the securities market, as individual investers cannot trade directly on
stock exchanges. Their main functions include: executing purchase and sale orders;
providing trading platforms; maintaining €lient accounts; offering market information
and research; and ensuring compliance with stock exchange regulations. They play
a crucial role in facilitating market. transactions, enhancing liquidity, and enabling
investors to participate efficiently in the securitiesimarket.

2. Depositories

A depository is andfstitution that holds securities such as shares, debentures, and
bonds in electronic 0r dematerialised form. It eliminates the need for physical certificates
and ensures the safe custody of securities. The primary functions of a depository
include: holding securities electronically; facilitating the transfer of ownership; enabling
dematerialisation and rematefialisation of securities; and reducing risks associated
with the loss, theft, or forgery of certificates. In India, National Securities Depository
Limited (NSDL) and Central Depository Services (India) Limited (CDSL) are the two
recognised depositories.

3. Depository Participants (DPs)

A Depository Participant (DP) acts as an agent of a depository. It serves as the
interface between investors and the depository. Investors cannot directly access
depository services and must open a demat account through a DP. The main functions
of DPs include: opening and maintaining demat accounts; processing requests for
dematerialisation and rematerialisation; facilitating the transfer of securities; and
providing account statements to investors. Thus, DPs play a significant role in ensuring
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easy access to depository services and promoting the smooth settlement of securities
transactions.

4. Clearing Corporations and Clearing Houses

A clearing corporation or clearing house is an intermediary that ensures the successful
settlement of securities transactions executed on stock exchanges. It acts as a central
counterparty by becoming the buyer to every seller and the seller to every buyer.
The major functions of Clearing Corporations and Clearing Houses are: determining
settlement obligations; guaranteeing the settlement of trades; managing counterparty
risk; and facilitating the transfer of funds and securities.

5. Custodians

A custodian is a financial institution that holds and safeguards securities and other
financial assets on behalf of investors, particularly institutional investors such as mutual
funds, insurance companies, and pension funds. Custodians provide services such
as: safekeeping of securities; settlement of transactions; ¢ollection of dividends and
interest; monitoring corporate actions; and maintaining recordsyof investments. Their
role is essential in ensuring the security of investorszassets and supporting the efficient
administration of investment portfolios.

6. Registrars and Transfer Agents (RTAs)

These are specialised intermediarie§ responsible, for maintaining records of
investors and facilitating the transfer and transmission of securities. Their functions
include: maintaining shareholder.databases; processing transfers of securities; handling
dividend payments; managing/corporate detions such as bonus issues and stock splits;
and updating investor records: RTAs play an important role in ensuring accurate record-
keeping and smooth communigcation betweegn companies and investors.

7. Portfolio Managers

A portfolio manager’manages investment portfolios on behalf of clients, aligning
with their financial objectives afid risk preferences. They provide professional services
such as investment planding, security selection, portfolio monitoring, diversification,
and risk management.

8. Investment Advisers and Research Analysts

These professionals offer advice and research-based recommendations regarding
investments in securities. Their primary functions include analysing financial markets,
evaluating securities, preparing research reports, and advising investors on suitable
investment opportunities. They play a significant role in helping investors understand
the risks and returns associated with different securities.

9. Credit Rating Agencies

A credit rating agency assesses and rates the creditworthiness of companies, finan-
cial institutions, and debt instruments such as bonds and debentures. These agencies
evaluate the financial strength of issuers, assess default risk, assign credit ratings, and
pmfomation to investors regarding the safety of debt investments. Credit rating

o
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agencies play an important role in reducing information asymmetry, improving market
transparency, and assisting investors in making informed investment decisions.

10. Merchant Bankers

A merchant banker is a financial intermediary that provides various services such
as issue management, underwriting of securities, corporate restructuring, merger and
acquisition advisory services, and financial consultancy. Although more prominent in
the primary market, they also support activities related to the secondary market through
advisory and investment services.

Recap

¢ A financial market refers to an organised system, arrangement, or plat-
form that facilitates the exchange of financial insttuments.

¢ Financial markets may be broadly divided into organised and unorgan-
ised markets.

¢ The organised markets are divided inte.two segments: the money market
and the capital market.

¢ The money market is the segment of the financial market that deals with
short-term funds and financial instruments /having a maturity period of
up to one year.

¢ The capital marketis the market that facilitates the borrowing and lend-
ing of long-term funds.

¢ The primarymmarket is the segment of the capital market where new secu-
rities and financial instruments are issued for the first time.

¢ The secondary market is where securities that have already been issued
in the primary market are bought and sold.

0 The secondagyymarket includes both stock exchanges and the over-the-
counter (OTC) market.

¢ A stock exchange market is a regulated and organised marketplace
where previously issued securities are traded through recognised stock
exchanges.

¢ Transactions are conducted according to established rules and regula-
tions under the supervision of regulatory authorities such as SEBI.

0 The Over-the-Counter (OTC) market is a decentralised market where
securities are traded directly between buyers and sellers without the use
of a formal stock exchange.

¢ Financial intermediaries are institutions or organisations that act as a
connecting link between investors and the securities market.
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¢ Financial intermediaries are responsible for facilitating functions like
buying, selling, holding, transferring, and settling securities in the secu-
rities markets.

¢ Financial intermediaries may be primary market intermediaries or sec-
ondary market intermediaries.

Objective Questions

1.
2.
3.
4.
5.
6.
7.
8.
9.

Which market deals with short-term funds and financial instruments?
Which market deals with long-term funds and securities?

In which market are securities issued for the first time?

In which market are existing securities bought and'seld?

Which institution regulates the securities market in India?

What is the first public issue of shares called?

What is the subsequent public issug¢'of shares by alisted company called?
What is the issue of shares to exXisting shareholders called?

Name any depository operating in India?

—
)

. What is the documentsissued by ‘a eempany inviting the public to sub-
scribe to its securitiés called?

Money Market
Capital Market
Primary Market
Secondary Market
SEBI

IPO

FPO

Rights Issue

. NSDL

1.
2.
3.
4.
5.
6.
7.
8.
9

10. Prospectus
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Self-Assessment Questions

&

e X o ¥ o=

Explain the functions of Capital Market.
Discuss the components of money market.

What do you mean by Secondary Market? List the main features of
secondary market.

Differentiate between capital market and money market.
Explain the major money market intermediaries.

Explain the main functions of primary market

Differentiate between primary market and secondary market
Discuss the recent developments in the Indian Financial System.

Assignments

How do financial markets contribute to the efficient allocation of resources?

Examine the role of intermediaries such as merchant bankers and brokers
to the issue in the primary market.

A commercial bank isefacing a temporary shortage of funds for three
months. Which segment of the'financial market would be most suitable
and why?

Compare the zole of'the money smarket and capital market in meeting the
financial n€eds of businessess
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Unit @
Securities and Exchange
Board of India

Learning Outcomes

After completing this unit, the learner will be able to;

¢ gain insight into the meaning, objectives, powers, and
functions of SEBI

Prerequisite

Nirupama is a college student. Shéthas recently started
investing a small part of her scholarship money in shares.
She prioritises the safety and transparency of her investments.
Raj, the ownes,0f a grewing company, plans to raise capital
from thegpublic by issuing'shares. While Nirupama requires
protection as an investor, Raj needs a fair and efficient market
to raise capital. Who ensures that investors like Nirupama and
ecompanies)like Rajfcan participate in the securities market
with confidenc@and trust? This vital responsibility is carried
outby the Securities and Exchange Board of India (SEBI), the
regulator and watchdog of the Indian securities market.

SEBI regulates and supervises the Indian securities market.
It protects the interests of investors such as Nirupama by
preventing fraudulent practices and ensuring that companies
provide accurate and timely information. Concurrently, it
facilitates capital formation by creating a fair environment
for companies like Raj's to raise funds. To fulfil these duties,
SEBI is vested with wide-ranging powers. This unit discusses
the meaning, objectives, powers, and functions of SEBI.
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SEBI, Functions, Powers, Objective

Discussion

1.3.1 Meaning

The Securities and Exchange Board of India (SEBI) was established in 1988 by
the Government of India. It is the apex body for the development and regulation of
the Indian Securities Market. Serving as the principal regulator and watchdog of the
Indian securities market, it functions under the Ministry of Finance, Government of
India. Before SEBI's establishment, the securities market in India was regulated by the
Controller of Capital Issues (CCI). SEBI was initially created as a non-statutory body
but was granted statutory status through the SEBI Act, 1992."Owver the years, SEBI has
been empowered with extensive authority to supervise stock exchanges, mutual funds,
merchant bankers, brokers, and other market participants.

SEBI is headquartered in Mumbai. Its prifaryyobjective iséto protect investors'
interests, regulate market intermediariess and promote the orderly growth of the
securities market. SEBI is a quasi-judicial, quasi-executive, and quasi-legislative body.
It acts as a quasi-legislative authority by making rules and regulations for the securities
market. It serves as a quasi-exeeufive authority bydimplementing these regulations,
conducting inspections, and taking actionfagainst violators. Furthermore, it is a quasi-
judicial authority, capable of investigating cases, hearing disputes, issuing orders, and
imposing penalties for violations of securities laws.

1.3.2 Organisation of SEBI

SEBI's headquarters are located at Bandra Kurla Complex, Mumbai, with regional
offices situated in Ahmedabad, Kolkata, Chennai, and New Delhi. Additionally, SEBI
has established local offices in Jaipur, Bengaluru, Guwahati, Bhubaneswar, Patna,
Kochi, and Chandigarh to strengthen its presence and improve access to its services
across the country.

SEBI is governed by a Board consisting of nine members. To carry out its functions
effectively, SEBI has a well-defined organisational structure comprising various
departments, each headed by a senior official. SEBI is governed by a Board consisting

of:
A Chairperson appointed by the Central Government, along with:

¢ Two members from among Central Government officials dealing with finance
and the administration of the Companies Act.

¢ One member nominated by the Reserve Bank of India.

¢ Five other members nominated by the Central Government, of whom at least

three shall be whole-time members.
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1.3.3 Reasons for the Establishment of SEBI

The establishment of SEBI was driven by the following reasons:
1. To Prevent Price Manipulation

SEBI was established to curb the artificial manipulation of security prices by market
participants for unfair gains.

2. To Control Insider Trading

Insider trading occurs when individuals within a company, who have access to
unpublished price-sensitive information, use that information for personal gain in
securities transactions. This gives them an unfair advantage over ordinary investors.
SEBI was established to curb insider trading and ensure fairness and equality among
all investors.

3. To Ensure Fair Disclosure of Information

Investors can make sound investment decisions only when theyhave access to accurate
and timely information. In the absence of proper diselosure standards, companies may
conceal important information or provide misleading statements/ SEBI ensures that
companies disclose all material information tramsparently te protect investors.

4. To Eliminate Delays in Share Allotment and Transfer

Prior to the establishment of SEBI, investors often faced delays in the allotment
of shares, transfer of ownershipg@nd receipt of shafe certificates. Such delays often
caused inconvenience to investors and reduiced their confidence in making investments.
SEBI introduced regulations and systéms to make these processes more efficient and
investor-friendly.

5. To Enforce Stock Exchange Regulations

The smooth functioning of stock exchanges requires strict adherence to rules and
regulations. SEBI was establishéd to oversee stock exchanges, monitor their operations,
and ensure compliance with'prescribed regulations.

6. To Protect the Interests of Investors

Investors are the backbone of the securities market. However, they may become
victims of fraud, misleading information, and unfair trade practices. SEBI was
established to safeguard the interests of investors by ensuring a fair, transparent, and
well-regulated market environment.

7. To Regulate Market Intermediaries

The securities market involves various intermediaries such as stockbrokers, merchant
bankers, mutual funds, depositories, and credit rating agencies. SEBI regulates and
supervises these intermediaries to ensure that they operate professionally, ethically, and
transparently.
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8. To Ensure Transparency and Fairness in the Market

Transparency and fairness are essential for maintaining the integrity of the securities
market. SEBI was established to ensure that all market participants follow ethical
practices, comply with regulations, and conduct transactions transparently and fairly.
This helps create a level playing field for all investors.

1.3.4 Objectives of SEBI

The major objectives of SEBI are as follows:

To protect the interests of investors.

To ensure fair and transparent trading practices.

To prevent fraudulent and unfair trade practices.

To prohibit insider trading and market manipulation.

To regulate substantial acquisition of shares and corperate takeovers.
To promote investor education and awareness.

To regulate and supervise market intermediaries.

S A o

To facilitate the efficient mobilisation and.allocation of capital.

1.3.5 Functions of SEBI

SEBI performs its functions under three broad categories: Protective Functions,
Regulatory Functions, and Developmental Functions,

1. Protective Functions

The protective functions of SEBI are aimed at safeguarding the interests of investors
and ensuring a fair, tr@nsparent, and secure securities market. To achieve this, SEBI
undertakes the following activities:

i. Preventing InsiderTrading

Insider trading refers tosth€ purchase or sale of securities by individuals who possess
access to unpublished price-sensitive information, such as directors, employees, or
promoters. SEBI prohibits insider trading to ensure fairness and equal opportunities for
all investors.

ii. Preventing Price Rigging

Another protective function of SEBI is to prevent price rigging. Price rigging refers
to the practice of manipulating the prices of securities, which can artificially increase
or decrease their value. Such practices can mislead investors and result in unfair gains
or losses.

iii. Promoting Fair Trade Practices

SEBI promotes ethical and fair-trading practices in the securities market. It takes
measures to curb fraudulent activities, market manipulation, and other unfair trade
practices that may harm investors.
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iv. Protecting Investors' Interests through Market Supervision and Regulation

SEBI regulates and supervises various market intermediaries, such as depositories,
depository participants, custodians, foreign portfolio investors, credit rating agencies,
and other market participants, to ensure their proper functioning and to safeguard
investor interests.

v. Undertaking Investor Education and Awareness

SEBI undertakes investor education and awareness through workshops, media
campaigns, and training programmes.

2. Developmental Functions

The developmental functions of SEBI are aimed at providing investors with
knowledge of trading and the functions of the stock market. The following are the
developmental functions of SEBI:

i. Training of Market Intermediaries

SEBI provides training and guidance to market intermediaries such as brokers,
merchant bankers, and other professionals to improve their skills and ensure professional
conduct.

ii. Promoting Electronic Trading

SEBI encourages the adoption of online and electronic trading systems through
registered stockbrokers, makingss@eurities strading® faster, more transparent, and
accessible.

iii. Promoting the Development of the Securities Market

SEBI undertakes yarious measures tofstrengthen and develop the securities market
by introducing reforms, improving market infrastructure, and encouraging innovation.

iv. Encouraging Competition among Intermediaries

SEBI promotes a competitive and professional environment among market
intermediaries, which improves the quality, efficiency, and reliability of services
provided to investors.

v. Reducing Issue Costs

By making underwriting optional, SEBI helps companies reduce the costs associated
with issuing securities.

3. Regulatory Functions

These are measures taken by SEBI to establish and enforce rules, regulations,
and standards that ensure the orderly and efficient functioning of the securities
market. Through these functions, SEBI supervises market participants and maintains
transparency and discipline in the capital market.
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i. Framing Rules and Guidelines

SEBI formulates rules, regulations, codes of conduct, and guidelines that must be
followed by companies and financial intermediaries operating in the securities market.

ii. Regulation of Takeovers and Acquisitions

SEBI monitors and regulates substantial acquisitions of shares and corporate
takeovers to ensure fairness and protect investors' interests.

iii. Inspection and Audit of Stock Exchanges

SEBI conducts inspections, inquiries, and audits of stock exchanges to ensure
compliance with securities laws and maintain market integrity.

iv. Regulation of Market Intermediaries

SEBI registers and regulates intermediaries such as stockbrokers, merchant bankers,
share transfer agents, trustees, underwriters, and other participants connected with the
securities market.

v. Regulation of Mutual Funds

SEBI registers, supervises, and regulatessmutual funds todensure their proper
functioning and to safeguard investors' intefests.

1.3.6 Powers of SEBI

The major powers of SEBI areds follows:
1. Power of Inspection

The power of inspéetion refers to. SEBI's authority to inspect the books of accounts,
records, registers, /and othetgdocuments of listed companies, as well as companies
seeking listing on 'stocke@xchanges. Such inspections are undertaken when SEBI has
reasonable grounds to suspect/insider trading, market manipulation, or other unfair
practices that may adverselysaffect investors or the securities market.

2. Powers Similar to a Civil Court

While conducting investigations or inquiries, SEBI enjoys powers similar to those of
a civil court. It can summon and examine individuals, demand the production of books
of accounts and documents, inspect records and registers, and issue commissions for
the examination of witnesses and documents. These powers enable SEBI to conduct
effective investigations and enforce compliance with securities laws.

3. Power to Protect the Securities Market

SEBI can take various measures to maintain market integrity and protect the interests
of investors. Such measures include suspending trading in securities, restraining
individuals from accessing the securities market, prohibiting persons from buying or
selling securities, suspending office bearers of stock exchanges, impounding proceeds
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of suspicious transactions, attaching bank accounts and assets involved in violations,
and preventing the disposal of assets under investigation.

4. Power to Protect Investors

SEBI has the authority to frame regulations relating to the issue, transfer, and
listing of securities. It can prescribe disclosure requirements for companies, regulate
prospectuses and offer documents, and prohibit misleading advertisements or public
offers that may harm investors. These measures help ensure transparency and fairness
in the securities market.

5. Power to Issue Directions

SEBImay issue directions to companies, intermediaries, and other market participants
whenever it considers necessary under Section 11B of the SEBI Act. These directions
may be aimed at preventing harmful activities, ensuring compliance with regulations,
and securing proper management of market intermediaries.

6. Power of Investigation

SEBI can order an investigation whenever it h@s reasonable grounds to believe
that securities transactions are being conducted in a manner detrimental to investors
or if any intermediary or market participant.h@s vielated securities laws. To this end,
it may appoint an Investigating Authority to examine, the affairs of companies and
intermediaries. During an investigation, SEBI can call for records, seek information,
examine persons under oath, and require the production of relevant documents. Failure
to cooperate may result in penaltie§, ificludingfines afid imprisonment.

7. Power to Conduct Search’'and Seizare

SEBI may obtain authorization from a Judicial Magistrate to conduct searches and
seize documents relevant to an investigation if there is reason to believe that important
records may be destroyed, altéted, concealed, or falsified. This power helps SEBI secure
evidence and effectively enforce securities regulations.

8. Power to Issue Cease . andDesist Orders

Under Section 11D of the SEBI Act, SEBI may issue cease and desist orders directing
any person, company, or intermediary to immediately stop activities that violate or are
likely to violate securities laws. This power is particularly useful in preventing insider
trading, market manipulation, and other unfair trade practices before they cause further
harm.

9. Power of Registration and Regulation of Intermediaries

No intermediary can operate in the securities market without obtaining registration
from SEBI and complying with its regulations. SEBI regulates and registers all
intermediaries operating in the securities market, including stockbrokers, sub-brokers,
merchant bankers, underwriters, registrars to the issue, bankers to the issue, portfolio
managers, investment advisers, depositories, participants, credit rating agencies,
and foreign institutional investors. This ensures professionalism, accountability, and

investor protection in the securities market.
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The Securities and Exchange Board of India (SEBI) is the apex body for
the development and regulation of the Indian Securities Market. It serves
as the principal regulator and watchdog of the Indian securities market.

SEBI aims to protect investors' interests, ensure fair and transparent
trading practices, prevent fraud, insider trading, and market manipulation,
regulate corporate takeovers and market intermediaries, promote investor
education, and facilitate the efficient mobilization and allocation of
capital in the securities market.

The functions of SEBI include Regulatory Functions, Protective
Functions and Developmental Functions.

The protective functions of SEBI are aimed at safeguarding the interests
of investors and ensuring a fair, transparent, and secure securities market.

The developmental functions of SEBI are aimed at providing the investors
with knowledge of the trading and the functions of stock market.

Regulatory functions are measuresgifidestaken by SEBI to establish and
enforce rules, regulations, and' standards that ensure the orderly and
efficient functioning of the securities market.

Through these functions, SEBI supervises market participants and
maintains transpareney and discipline.insthe capital market.

SEBI possesses vatious powets, including the power of inspection, powers
similar to a civil {court, power t0 protect the securities market, power
to protect imvestors, power todissue directions, power of investigation,
power to conduct searchwand seizure, power to issue cease and desist
orders, and power ofregistration and regulation of intermediaries.

Objective Questions
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What does SEBI stand for?

In which year was SEBI established?

Which body regulates the securities market in India?
Where is the headquarters of SEBI located?

How many members are there on the SEBI Board?
What type of function involves investor protection?
What type of function includes regulating stock brokers?
What type of function promotes market development?
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10.
I1.
12.
13.
14.

Which type of trading based on confidential information is banned by
SEBI?

What power allows SEBI to inspect books of accounts?

SEBI regulates which intermediaries?

Which function involves conducting audits of stock exchanges?
Which function includes investor education?

Which function includes training intermediaries?
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Securities and Exchange Board of India
1992

SEBI

Mumbai

Nine

Protective

Regulatory

Developmental

Insider Trading

Inspection

. Intermediaries
. Regulatory
. Protective

Develop
N

Self-Assessment (Questions

1.
2.
3.
4.
3.

What is SEBI?

Explain the powers of SEBI
Discuss the main functions of SEBI
Explain the objectives of SEBI.
Elaborate the organisation of SEBI.
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Assignments

1. "SEBI acts as both a regulator and a facilitator of the securities market."
Discuss with suitable examples.

2. Analyse the role of SEBI in maintaining transparency and fairness in the
securities market.

3. How do SEBI's regulatory powers help prevent fraudulent and unfair trade
practices in the stock market?
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Unit ﬁ
Stock Exchange and
Trading Mechanism

Learning Outcomes

After completing this unit, the learner will be able to;
O explain the concept of stock exchange and the basic
mechanism of trading in securities.
describe the role and functions of stock exchanges,
¢ identify and describe major stock exchanges in India.

¢ get an idea about major stock market indices.

Prerequisite

A young leasner stepped into.the exciting world of the stock
market, where companies‘and investors meet to buy and sell
shares like a busy marketplace of money and ideas. At the
famous Bombay Sto¢k Exchange and the modern National
Stock Exchange ofdndia, trades happen in seconds through
online systems where buyers and sellers are matched instantly.
Thedearner noticed that share prices keep changing quickly
because of demand and supply, just like prices in a busy shop.
Brokersdact as helpful guides who help investors place their
orders safely and correctly. On large screens, the market per-
formance is shown through key indices like Sensex and Nifty
50, which rise and fall every moment and show the overall
mood of the market. The learner finally understood that the
stock exchange is not just about numbers, but a living system
where trust, timing, and trade connect the whole economy of
India.
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Stock Exchange, Trading Mechanism, Listing of Securities, Stock Market Indices,
Online Trading.

Discussion

On 28 April 1992, the Indian stock market witnessed one of the biggest financial
scandals in its history. The securities scam associated with stockbroker Harshad Mehta
exposed weaknesses in the functioning of the capital market and led to a sharp fall in share
prices. Thousands of investors suffered losses, highlighting the importance of organised
and regulated stock exchanges in ensuring transparency, investor protection and fair-
trading practices. The incident also resulted in major reforms in the Indian securities
market and strengthened the regulatory framework governifig, stock exchanges.

Today, stock exchanges play a central role in the financial system by providing a
structured and regulated marketplace for the buyiigyand selling of securities. They
facilitate investment, provide liquidity and contribute to the efficient allocation of
financial resources in the economy.

2.1.1 Meaning of Stock Exchange

A stock exchange is an organiséd market for the btying and selling of second-hand
listed securities. It deals withdvarious types of securities such as government bonds,
municipal bonds, shares, debentures and units of mutual funds. Investors can buy or sell
outstanding securities at prevailing market prices through the stock exchange.

Stock exchanges' are the most impeortant segment of the secondary market where
existing securities are tradéd. They are organised markets in which a formal mechanism
exists to bring buyers and selletrs together. Trading is carried out through authorised
members of the exchange, suc¢h as brokers and dealers, who execute transactions on
behalf of investors.

Traditionally, stock exchanges operated through a physical trading floor where
brokers met to buy and sell securities. The trading floor was often divided into different
sections for government securities, debentures, specified shares and non-specified
shares. Although modern stock exchanges largely function through electronic trading
systems, their basic role remains unchanged.

2.1.2 Definitions of stock exchange

According to the Securities Contracts (Regulation) Act, 1956, a stock exchange
is:"Any body of individuals, whether incorporated or not, constituted for the purpose
of assisting, regulating or controlling the business of buying, selling or dealing in
securities."
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According to Pyle, “Security exchanges are marketplaces where securities that have
been issued are bought and sold for investment or speculation."

According to Hartley Withers, "A Stock Exchange is something like a vast warehouse
where securities are listed and traded."

According to Husband and Dockeray," Securities or stock exchanges are privately
organised markets created to facilitate trading in securities."

2.1.3 Features of Stock Exchange
1. Centralised Marketplace

A stock exchange serves as a centralised marketplace for trading securities. Buyers
and sellers do not directly negotiate with each other; instead, transactions are conducted
through authorised brokers who act as intermediaries. This arrangement ensures
orderliness, efficiency and transparency in the trading process.

2. Fair Open Market Price

A stock exchange enables buyers and sellers to inferact in a competitive environment,
resulting in the determination of fair market prices. Since numerous participants
simultaneously place buy and sell orders, sécurities,are traded at prices that reflect
prevailing market conditions and investor@xpectations.

3. Auction Market

A stock exchange functions a§ an auction markeét where buyers compete to purchase
securities at the lowest possible price, while,sellers seek to obtain the highest possible
price. The interaction of these competing interests leads to efficient price discovery and
fair valuation of securities:

4. Market Rules and Regulations

Every stock exchange operates according to a well-defined set of rules and regulations.
These rules govern trading practices, listing requirements, settlement procedures and
the conduct of members. Such regulations ensure discipline and reduce the possibility
of unfair practices in the market.

5. Price Fluctuations

The prices of securities continuously fluctuate according to the forces of demand and
supply. Changes in company performance, economic conditions, industry prospects and
investor sentiment influence the movement of security prices. Consequently, market
prices may rise or fall throughout the trading day.

6. Open to Small and Large Investors

Stock exchanges provide investment opportunities to both small and large investors.
Individuals with modest savings as well as large institutional investors can participate in
the market. This inclusiveness broadens the investor base and promotes capital market
develppment.

Y 54 SGOU - SLM - BCom - Financial Services and Market 6

R
SREENARAYANAGURU
OPEN UNIVERSITY



7. Element of Risk

Investment in securities involves risk because prices are influenced by numerous
factors, including corporate performance, industry conditions, government policies,
economic developments and investor behaviour. Therefore, investors may earn profits
when prices increase or incur losses when prices decline.

8. Wide Choice of Securities

Stock exchanges offer investors a wide variety of investment alternatives. Investors
can select securities according to their financial objectives, risk tolerance and return
expectations. The availability of different categories of securities enables diversification
and better investment planning.

Astock exchange is an organised and regulated marketplace that facilitates the trading
of securities in the secondary market. By providing a centralised trading platform,
ensuring fair price discovery, maintaining market discipline and offering liquidity
to investors, stock exchanges perform an essential role in‘the functioning of modern
financial systems. Their ability to connect investors with mvestment opportunities
contributes significantly to capital formation, economic growth and\financial stability.

2.1.4 Functions and Role of StockiExchange
1. Ensuring Liquidity of Capital

One of the most important functions of\a stock exchange is to provide liquidity
to investments. Investors can eaSily convert Seeurifics into cash whenever required
because a ready market exists for listed securities. This feature encourages greater
participation in financial markets. During the economic uncertainty caused by the
COVID-19 pandemic in. 2020, many investors were able to liquidate their investments
quickly through stock'exchanges tomeetfinancial needs, demonstrating the importance
of liquidity.

2. Providing a Continuous Market for Securities

A stock exchange provides a continuous and organised market where securities can
be traded regularly. The securities remain tradable even though ownership changes
frequently. This continuous trading facility ensures that investors can buy or sell
securities without waiting for a specific buyer or seller. The introduction of electronic
trading systems by the National Stock Exchange in 1994 significantly improved market
accessibility and trading efficiency in India.

3. Evaluation of Securities

Stock exchanges help determine the market value of securities through the interaction
of demand and supply forces. The prevailing market price reflects investors' assessment
of'a company's financial performance, future prospects and overall economic conditions.
For example, the share prices of several technology companies increased substantially
during the digital transformation period following 2020, reflecting investor confidence
in the sector.
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4. Mobilisation of Savings

Stock exchanges encourage individuals to invest their surplus funds in productive
activities rather than keeping them idle. Small savings from millions of investors
are channelled into business enterprises and development projects. This process
supports industrial growth and economic progress. The rapid increase in retail investor
participation in India after 2020 demonstrates how stock exchanges can mobilise
household savings into capital markets.

5. Facilitating Capital Formation

Stock exchanges play a significant role in capital formation by encouraging
investment and making it easier for companies to raise funds. When investors know that
securities can be traded easily in the future, they are more willing to subscribe to new
issues. A notable example is the initial public offering of Life Insurance Corporation of
India in 2022, which became one of India's largest public issues and highlighted the role
of stock markets in raising substantial capital.

6. Ensuring Safety in Dealings

Transactions on stock exchanges are governed by strict legal and regulatory
frameworks. These regulations reduce the possibility of ftaud, manipulation and unfair
practices. In India, market activities are supervisediby thenSecurities and Exchange
Board of India, which was established /in 1992 to protect investors and regulate
securities markets. The strengthening of regulatory mechanisms after the 1992 securities
transactions transparency significantly improved.

7. Listing of Securities

Stock exchanges provide| listing facilities to companies that satisfy prescribed
requirements. Listing.enhances the credibility of companies and increases investor
confidence becauseflisted companies must comply with disclosure and governance
standards. Companies seekinglisting are required to provide detailed financial
information, enabling investors to0 make informed decisions.

8. Providing a Platformfor Public Debt

Governments frequently require large sums of money to finance infrastructure
projects, social welfare programmes and economic development initiatives. Stock
exchanges provide a platform for the trading of government securities and bonds. In
recent years, the Government of India has increasingly used government securities
markets to finance infrastructure expansion and public investment programmes.

9. Acting as a Clearing House of Business Information

Listed companies regularly publish annual reports, financial statements and
corporate announcements. Stock exchanges disseminate this information to investors,
analysts and the general public. Such disclosures improve market transparency and
assist investors in evaluating investment opportunities. The mandatory disclosure
requirements introduced by SEBI have considerably enhanced corporate transparency
in India.
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10. Smoothening Price Movements

Through continuous trading and the interaction of numerous buyers and sellers,
stock exchanges help moderate excessive price fluctuations. Although prices may rise
or fall due to changing market conditions, organised trading mechanisms contribute
to orderly market behaviour. Circuit breakers introduced in Indian stock exchanges
after periods of market volatility help prevent extreme price movements and maintain
market stability.

11. Investor Protection

Investor protection is a key function of stock exchanges. Mechanisms such as investor
grievance redressal systems, arbitration facilities, investor education programmes and
compensation funds safeguard investor interests. Following several financial scandals
globally and in India, investor protection measures have been continuously strengthened
to improve trust in capital markets.

12. Barometer of Economic Progress

Stock exchanges are often regarded as indicators of a country's economic health.
Rising stock market indices generally reflect busingss expansion, higher corporate
profitability and positive economic expectations, while'declining indices may indicate
economic slowdown or uncertainty. For example, the sharpyde€line in stock markets
during the early stages of the COVID-19 pandemic in 2020 reflected widespread
economic concerns, while the subsequent recovery signalled improving economic
prospects.

2.1.5 Trading Mechanism infa Stock Exchange

Imagine that an investor sitting in Kollam wants to buy shares of a company, while
another investor in Jaipur wants topsell'the same shares at that very moment. They
may never meet each othergyetithe transaction can be completed within seconds. How
does this happen? Theranswer liés in the trading mechanism of a stock exchange. A
stock exchange does not merely provide a marketplace for securities; it also provides
a systematic procedure through which buying and selling transactions are carried out
safely, efficiently and transparently. Over the years, the trading system has evolved from
crowded trading floors filled with brokers shouting buy and sell orders to sophisticated
electronic platforms where transactions are completed with a few clicks.

The trading mechanism refers to the procedure followed for buying and selling
securities through a stock exchange. It includes placing orders, matching buyers and
sellers, executing trades, clearing transactions and settling payments and deliveries.
The objective of the trading mechanism is to ensure that securities are traded in an
organised manner and that every transaction is completed smoothly without disputes.
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~ TRADING MECHANISM IN A STOCK EXCHANGE

A stock exchange provides a platform where buyers and sellers come together to
trade securities in a fair, transparent and efficient manner. The whaole process
of trading from placing an order to settlerment is called the trading mechanism.

METHODS OF TRADING

1. TRADING ON EXCHANGE FLOOR 2. ELECTROMIC TRADING

Brokers meet on the
trading floar and s SELL ORDERS Buy and sell orders
negotiate prices 100 ¥ 12050 00 12055 are entered into |
by shouting buy ' 200 ¥ 12045 200 T 12060 computer system.
and sell orders. 150 212040 | 150 ¥ 1208s The system
Once both parties ' MATCH automatically |
agres, the trade matches orders
s completed. and executes
trades.
PROCEDURE FOR TRADING
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o ACCOUNT SETTLEMENT
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registered broker who account with the braker to buy or sall securities with the opposibe order noteE Lo the investar and seller delivers the
acis as an imermediary. and provides necessary with quantity and price and trade is executed with details of the securities. Ownership is
dacuments. dietails. an the exchamge. transaction. trarsferred to the buyer.
-
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2.1.5.1 Methodsef Trading miStock Exchanges

There are two basiesaethods of trading in stock exchanges:
1. Trading on the Exchange®loor

Traditionally, stock exchanges operated through a physical trading floor. Investors
were not permitted to enter the trading floor directly. They had to conduct transactions
through authorised brokers who were members of the stock exchange. The trading floor
was divided into different sections known as trading posts, where various securities
were bought and sold. Brokers or their authorised representatives met at these trading
posts and negotiated prices on behalf of their clients. Once both parties agreed on the
price and quantity, the transaction was completed. Although this method was widely
used for many decades, it gradually declined with the introduction of computerised
trading systems.

2. Electronic Trading / Online Trading

Today, most stock exchanges operate through electronic trading systems. Instead of
brokers physically meeting on a trading floor, computers automatically match buy and
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sell orders. Electronic trading became popular because it is faster, more transparent
and more convenient. Investors can place orders through online trading platforms, and
transactions are completed within seconds. The introduction of screen-based trading
by the National Stock Exchange in the mid-1990s revolutionised the Indian securities
market by making trading more efficient and accessible.

After understanding the different methods of trading in stock exchanges, it is nec-
essary to learn how an actual trade is executed. Every purchase or sale of securities
follows a specific procedure involving investors, brokers, stock exchanges, and depos-
itories. The following is the procedure for trading in a stock exchange.

2.1.5.2 Procedure for Trading in a Stock Exchange

1. Selection of a Broker

The first step in trading is selecting a stockbroker. Since investors cannot directly
trade on the stock exchange, they must transact through a zegistered broker. A broker
acts as an intermediary between the investor and the stock exehange. The broker also
provides information regarding securities, market trends and investment opportunities.

2. Opening a Trading Account

After selecting a broker, the investor opéns a trading account. The broker verifies
the client's identity and financial details before allowing trading activities. This account
enables the investor to place buy and sell orders through the broker.

3. Placing an Order

Once the account is opened, the investor places an order to buy or sell securities. The
order specifies the company, number of shares and price conditions. The broker records
the order and forwardssitto the'stock exchange trading system for execution. Investors
can place different gypes of orders depending on their requirements. Different types of
Orders in stock trading are as follows:

a. Market Order (At Best Order)

A market order is executed immediately at the best available market price. The
investor does not specify any price and accepts the prevailing market rate.

b. Limit Order

Alimit order is executed only ata price specified by the investor or at a more favourable
price. This helps investors control the price at which they buy or sell securities.

c. Immediate or Cancel Order

This order must be executed immediately at the specified price. If immediate
execution is not possible, the order is automatically cancelled.

d. Discretionary Order
Under this order, the investor gives the broker the freedom to decide the most suitable

price for buying or selling securities.
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e. Limited Discretionary Order

The broker is allowed to exercise discretion, but only within the price range and time
limit fixed by the investor.

f. Open Order
An open order remains valid until it is executed or cancelled by the investor.
g. Stop-Loss Order

A stop-loss order is used to limit losses. It automatically triggers a sale or purchase
when the security reaches a specified price level. This order is commonly used by
investors to protect themselves against sudden market fluctuations.

h. Fixed Price Order

In this order, the investor clearly specifies the exact price at which the securities must
be purchased or sold

4. Executing the Order

The broker enters the order into the trading system. If.a matching order is available,
the transaction is executed immediately. If onefinvestor wishes«£o buy 100 shares at
a particular price and another investor is willing to sell at the 'same price, the system
automatically matches the orders and completes the trade.

5. Contract Note

After the transaction is completed, the‘broker issues a contract note to the investor.
The contract note serves as legal proof of the transaction and contains details such as:
¢ Name of these€curity
¢ Number of shares_tzaded
¢ Price of securities
¢ Brokerage charges
¢ Date and time of transaction

6. Clearing and Settlement
After the trade is executed, the transaction enters the clearing and settlement stage.
During this stage:

¢ The buyer pays the required amount.
¢ The seller delivers the securities.
¢ The clearing house ensures that both obligations are fulfilled.

Once the process is completed, ownership of the securities is transferred to the
buyer. Clearing and settlement form the final stage of a securities transaction. Clearing
involves determining the obligations of buyers and sellers after a trade has taken place.
This function is generally performed through clearing corporations and depositories.
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Settlement refers to the actual transfer of securities and funds between buyers and
sellers. Modern stock markets follow electronic settlement systems, making the process
faster and safer than traditional paper-based methods. To improve market efficiency
and reduce speculation, the rolling settlement system was introduced. Under this
system, each trade is settled after a fixed number of working days from the date of the
transaction.

For example, in a T+2 settlement cycle:

¢ T represents the trading day.
¢ Settlement is completed two working days after the trade.

This system replaced the earlier account-period settlement method and brought
greater transparency and efficiency to the market. The following are the advantages of
rolling settlement:

¢ Reduces excessive speculation.
Enhances market transparency.
Speeds up settlement of transactions.
Minimises settlement risks.

Improves market liquidity.

S OO

Provides faster conversion of securities into eash.

2.1.5.3 Online Trading System

A major transformation in Iadian stock markets occurred with the introduction of
online trading during 1995-96.

Under the online trading,system:

¢ Investorsplace ordess,through computers or mobile applications.
¢ Orders are trafismitted electronically to the stock exchange.
¢ Buy and sell orders afe matched automatically.
¢ Trade confirmations are received instantly.
¢ Investors can monitor market prices in real time.
The system displays the best available buying and selling prices, making trading

more transparent and efficient.

The procedure for executing trades through the online trading system involves the
following steps:

1. Investor Approaches the Broker

The investor approaches a registered stockbroker and views the current market
quotations displayed on the broker's trading terminal. The system continuously displays
the best buy and best sell quotations for each security. The best buy quotation is the
highest price offered by buyers, whereas the best sell quotation is the lowest price
quoted by sellers.
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2. Placement of the Order

After analysing market prices, the investor instructs the broker to buy or sell a
specified quantity of shares at a desired price. The broker enters the order into the
computerised trading system, which immediately transmits it to the central computer
of the stock exchange.

3. Automatic Matching of Orders

The stock exchange's mainframe automatically compares buy and sell orders
available in the system. When matching price quotations are found, the order is
converted into a trade. Quantity matching is not always necessary. For example, if there
is a purchase order for 100 shares at 120 and a sales order for 500 shares at X120, the
system executes the purchase of 100 shares, while the remaining 400 shares continue
to remain in the order book.

4. Communication of Trade Confirmation

Once the trade is executed, the details are immediatelyycommunicated to the
concerned brokers through their trading terminals. The brokers then inform their clients
about the successful execution of the transaction.

5. Netting and Settlement Information

At the end of the trading session, all transactions are consolidated and netted by the
system on a broker-wise and security-wise basis. The met obligations of each broker
are calculated and communicated_electronically, forming the basis for the settlement
process.

To gain a better understanding of online trading, it is necessary to explore the special
features that distinguish it from traditionaldrading methods. The major features of the
online trading systent are as follows:

a. Modification and Cancellation of Orders

The online trading systemdallows investors to modify or cancel their orders at
any time before the ordérs‘are matched and executed. Once a trade is completed, no
modification or cancellation is permitted. This feature provides flexibility and helps
investors respond quickly to changing market conditions.

b.Anonymity of Brokers

The identity of the broker who places an order or participates in a trade is not
disclosed to other market participants. This anonymity ensures fairness, eliminates
bias, and promotes an impartial trading environment.

c.Facility for Special Trading Conditions

Investors can specify special conditions while placing orders, such as price limits
and execution requirements. This enables them to execute transactions according to
their investment objectives and risk preferences.
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d. Faster Execution of Orders

Orders are processed and executed electronically within seconds, reducing delays
and enabling investors to take advantage of market opportunities promptly.

e. Greater Transparency

The system provides real-time information on prices, market movements, and trade
status, ensuring transparency and helping investors make informed decisions.

f. Reduced Paperwork

Online trading eliminates the need for physical documents and manual record-
keeping, making the trading process simpler and more efficient.

g. Lower Transaction Costs

The use of electronic systems reduces operational expenses and brokerage costs,
making trading more economical for investors.

h. Immediate Confirmation of Trades

Investors receive instant confirmation of executed trades through the trading platform,
ensuring accuracy and convenience.

i. Easy Access to Market Information

The system provides investors with up-to-date market data, stock quotations, research
reports, and other relevant information from any.location.

j. Improved Investor Convenience

Online trading enables,investors to buy and sell securities from their homes or offices
at any time during m@rket hours, offering greater flexibility and convenience.

2.1.5.4 Ready Delivery Contracts and Forward Delivery Contracts

As part of the trading meehanism in the stock market, transactions may be classified
according to the time and manner of settlement. Based on this criterion, stock exchange
contracts are broadly classified into Ready Delivery Contracts and Forward Delivery
Contracts. These contracts determine when securities are delivered and when payment
is made between the parties involved in the transaction.
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Figure 2.1.2 Ready delivery contract and forward delivery contract

READY DELIVERY CONTRACTS AND FORWARD DELIVERY CONTRACTS
Types of Stock Exchange Contracts and Methods of Settlement
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1. Ready Delivery Contracts

In the case of ready delivery comtracts, securities are delivered immediately, and
payment is made in cash, Fheseicontracts are also known as cash trading. Such trans-
actions are settled either on the'same day or within a short period. Traditionally, the
settlement period was three days in the Calcutta Stock Exchange and seven days in the
Madras and Bombay Stoek Exchanges.

Ready delivery contracts may be settled in either of the following ways:

¢ By actual delivery of securities bought or sold, with the full price being paid
or received.

¢ Without actual delivery of securities, by adjusting the difference in prices
between the two members involved in the transaction.

Ready delivery contracts may be entered into for dealings in both cleared and
uncleared securities. Suppose an investor purchases 100 shares of a company at X500
per share and takes delivery of the shares immediately by paying the full amount. This
is a ready delivery contract. Similarly, if two parties settle only the price difference
without actual transfer of shares, it is also treated as a ready delivery contract. An
investor agrees to buy shares at I500 per share but later settles the contract when the
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market price becomes X520. Instead of transferring the shares, only the price difference
of 20 per share is paid between the parties. Sometimes traders are interested only in
earning profits from price movements rather than taking actual delivery of shares. To
avoid the formal transfer of securities and large cash payments, they settle only the gain
or loss arising from the change in market price.

2. Forward Delivery Contracts

Forward dealings or forward delivery contracts are settled on fixed settlement
days occurring at monthly intervals. Such contracts may be carried forward to the
next settlement period if both parties agree. In other words, the settlement date of the
contract may be postponed. This postponement is technically known as carry over or
Badla. Forward dealings can be undertaken only in those securities that are included in
the forward list of the stock exchange. These contracts are mainly used for speculative
purposes. The carry over or badla facility is available on payment of a premium
known as the badla charge. When the badla charge is paid by buyers to sellers, it is
called contango. When it is paid by sellers to buyers, it is’known as backwardation.
An investor expects the price of a share to increase in the coming month and enters into
a forward contract today. Instead of settling the transaction immediately, both parties
agree to settle it on a future settlement date. If the investor wishes to postpone settlement
further, the contract may be carried forward by paying théapplicable badla charge.

Forward delivery contracts can be settled ifi any one of the following ways:
1. By Actual Delivery of Securities

The buyer takes delivery of thé securities andimakes payment according to the terms
of the contract. A buyer agrees to purchase 500 shares under a forward contract and, on
the settlement date, receives the shares and pays the agreed price.

2. By Revising the Transaction through'a Neutralising Purchase or Sale

The original transaction’is reversed by entering an opposite transaction before the
settlement date, thereby neutralising the position. An investor who earlier agreed to
buy shares under a forward cofitract sells the same quantity before settlement, thereby
cancelling the original position.

3. By Carrying Over the Transaction to the Next Settlement Day

The settlement is postponed to the next settlement period with the consent of both
parties and payment of the necessary badla charge. A trader is unwilling to settle the
contract in the current settlement period and therefore carries forward the transaction to
the next settlement date by paying the required premium.
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2.1.6 Settlement of stock exchange

The settlement of stock exchange transactions may take place through the following
methods:

a. Spot Delivery Settlement

Under this method, the delivery of securities and payment for them are effected on
the date of the contract itself or on the next day. An investor purchases shares today and
receives delivery either on the same day or the following day.

b. Hand Delivery Settlement

Under this method, the delivery of securities and payment are effected within the
period stipulated in the agreement or within 14 days from the date of the contract,
whichever is earlier. Most transactions are settled on this basis. Shares purchased on 1
June may be delivered and paid for any time before 14 June.

¢. Clearing Settlement

Under this method, transactions are cleared and settled through the clearing house.
Securities that are frequently traded and actively demanded are generally settled through
the clearing house. Shares of a widely traded company aresettledithrough the clearing
house rather than directly between buyers and sellers.

d. Special Delivery Settlement

Under this method, the delivery of securities,. andgpayment may take place after 14
days from the date of the comtract, subjéet to permission from the governing board
of the stock exchange. In ex¢eptionaldeircumstances, the stock exchange may permit
settlement of a transaction afterithe normal/settlement period has expired.

2.1.6.1 Listing ot Secunities

Listing of securities means permission to quote shares and debentures officially on the
trading floor of a stock exchange. Not every security issued by companies can be traded
on a stock exchange. The stock exchanges prescribe certain standards and conditions
which a company must fulfil before its securities can be listed for trading. In short, listing
refers to the formal admission of a company's securities (shares, debentures, bonds)
to trading on a recognised stock exchange after fulfilling the exchange's prescribed
eligibility criteria and entering into a Listing Agreement.

2.1.6.2 Requirements for Listing

Any company intending to get its securities listed on a stock exchange has to fulfil
certain conditions and submit the required information to the exchange.

The following information must be filed with the stock exchange for getting a
security listed:

1. Memorandum and Articles of Association.
ﬁpies of all Prospectuses or Statements in lieu of Prospectus.
o
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3. Copies of Balance Sheets, Audited Accounts, and agreements with promoters,
underwriters, brokers, etc.

Letters of consent from the Controller of Capital Issues, now replaced by SEBI.
Details of shares and debentures issued and shares forfeited.

Details of bonus shares issued and dividends declared.

Brief history of the company.

Agreements with Managing Directors and other managerial personnel.

A P B N A o

An undertaking regarding compliance with the provisions of the Companies Act,
Securities Contracts (Regulation) Act, 1956, and the rules made thereunder.

10. A list of the ten largest holders of each class of securities of the company.

The stock exchanges are empowered to withdraw or suspend the admission granted
for trading if there is any breach of the prescribed conditions.
The securities listed are classified into:

(a) Cleared Securities
(b) Non-Cleared Securities

Cleared securities enjoy forward trading fa€ilities, whereas non-cleared securities
are traded only on a cash basis and are ineluded in“the cash list. If shares are fully
paid-up and enjoy listing privileges for @ specified period, the stock exchange may
grant them the status of cleared securities.'Such securities should be widely distributed
among the public and must attractssufficient public interest.

Figure 2.1.3 Classification of listed securities

CLASSIFICATION OF LISTED SECURITIES
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Shares of Tata Consultancy Services (TCS) and Infosys Ltd. are examples of cleared
securities. These companies are actively traded on stock exchanges, enjoy high investor
demand, and can be easily bought or sold due to their high liquidity and marketability.
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Therefore, they benefit from forward trading facilities and attract a large number of
investors. Another Example Is Shares of a small regional textile company and a little-
known engineering company with very low trading volumes. These shares are traded
infrequently, have limited investor interest, and generally do not enjoy forward trading
facilities. As a result, they have lower liquidity and are usually traded only on a cash
basis.

2.1.6.3 Objectives of Listing
The main objectives of listing of securities are:

To ensure proper supervision and control of dealings in securities.
To protect the interests of shareholders and investors.

To avoid concentration of economic power.

To provide marketing facilities for securities.

To ensure liquidity of securities.

To regulate dealings in securities.

NS R LD -

To ensure that promoters have a reasonable stake in the company.

2.1.6.4 Advantages of Listing
1. Publicity of Securities

Listed securities receive wide publicity, through newspapers, stock exchange
quotations, financial websites, and other, mediaiiThe market prices of securities are
regularly published, enabling/investorsdto become familiar with them. The names of
listed companies also gain recognition‘among investors and the public.

2. Protection of Investors’ Interests

Listed securities are traded according to established rules and regulations. Listed
companies are required to provide complete information regarding their assets,
liabilities, financial position,.and business operations. Such disclosure helps investors
make informed investment decisions after analysing the financial statements of the
companies.

3. Ensures Liquidity

Listed securities enjoy a ready market on the stock exchange. Many buyers and
sellers are available at all times, making it easier for investors to buy or sell securities.
Competitive market prices further enhance the liquidity of listed securities.

4. Better Goodwill

Companies whose securities are listed on stock exchanges enjoy greater goodwill
and reputation in the market. Listed securities are generally considered more reliable
and trustworthy. Banks and financial institutions also readily accept such securities as
collateral for granting loans.
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5. Easy Mobilisation of Capital

Listed companies can raise additional capital more easily from the public because
investors have greater confidence in listed securities. The reputation gained through
listing facilitates future issues of shares and debentures.

6. Fair Price Determination

Regular trading on stock exchanges helps in determining fair market prices for
securities based on demand and supply conditions. This ensures transparency in pricing.

7. Greater Public Confidence

Listing increases public confidence in a company because listed companies are
subject to continuous supervision and disclosure requirements. Investors feel more
secure while investing in listed securities.

Thus, listing of securities is an important mechanism that provides marketability,
liquidity, investor protection, transparency, and credibility to.securities traded on stock
exchanges.

2.1.6.4 Disadvantages of Listing
1. Strict Regulatory Control

Once the shares are listed on a stock exehange, the company comes under the strict
supervision and control of SEBI and the stock exchange. The company must comply
with various rules, regulationsgand disclosurémrequirements, which may reduce its
operational flexibility.

2. Increased Administrative Expenditure

Listing results in’ many shareholders. The company is required to send notices of
Annual General MeetingsgAnnual Reports, dividend notices, and other communications
to all shareholders. This increases administrative and printing expenses.

3. Compulsory Disclosukeof Information

Listed companies are required to submit and disclose important financial and
operational information to the stock exchange regularly. Such disclosures may reveal
strategic information that competitors can access.

4. High Cost of Listing

Companies must incur substantial expenditure in the process of listing securities.
Expenses include listing fees, compliance costs, professional services, documentation,
and ongoing regulatory requirements.

5. Continuous Compliance Burden

A listed company must continuously comply with the provisions of the Companies
Act, SEBI regulations, and stock exchange requirements. Failure to comply may result
in penalties, suspension, or delisting of securities.
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6. Risk of Market Speculation

The market price of listed securities fluctuates continuously due to demand and
supply forces. Excessive speculation may affect the market value and reputation of the
company.

7. Possibility of Loss of Control

When shares are widely distributed among the public, promoters may face the risk of
dilution of control over the company, particularly when a significant portion of shares
is acquired by outside investors.

8. Pressure to Maintain Performance

Listed companies are constantly monitored by investors, analysts, and regulatory
authorities. Poor financial performance may adversely affect the market price of
securities and the company's reputation.

2.1.7 MAJOR STOCK EXCHANGES IN INDIA

Stock exchanges provide an organised market fot'the purchase and sale of securities
such as shares, debentures, bonds, exchange traded funds (ETFEs) and derivatives.
They act as an important link between investors and eompaniessInvestors can buy and
sell securities through stock exchanges, while companies can raise long-term capital
from the public. Stock exchanges provide liquidity, transparency, price discovery and
investor protection. They also contribute t0,economig growth by mobilising savings
into productive investments.

India has a well-developed securitiesimarket regulated by the Securities and Exchange
Board of India (SEBI). Among the recognised stock exchanges in India, the Bombay
Stock Exchange (BSE)and the NationaléStock Exchange of India (NSE) are the two
major exchanges that account.for the majority of securities trading in the country. The
Over-the-Counter Exchange of India (OTCEI) also occupies an important place in the
history of the Indian capital market because it introduced innovative electronic trading
facilities and provided an,altefnative market for smaller companies.

2.1.7.1 Bombay Stock Exchange (BSE)

Bombay Stock Exchange (BSE) was established in 1875 as the Native Share and
Stock Brokers' Association. It is the oldest stock exchange in Asia and one of the
leading stock exchanges in India. Located on Dalal Street, Mumbai, BSE has played a
significant role in the growth and development of the Indian capital market. Over the
years, the exchange has transformed itself from a traditional floor-based trading system
into a modern electronic marketplace.

Today, BSE provides a nationwide trading platform through advanced technology and
electronic trading systems. Investors from different parts of the country can participate
in securities trading through registered brokers and trading members. BSE provides
trading facilities in equity shares, debt securities, mutual funds, exchange-traded funds,

currency derivatives and equity derivatives.
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Management of BSE

The Bombay Stock Exchange functions under the regulatory supervision of the
Securities and Exchange Board of India (SEBI). The overall management of the
exchange is vested in its Board of Directors. The Board formulates policies and ensures
the efficient functioning of the exchange. The Chief Executive Officer is responsible for
the day-to-day administration and management of exchange operations.

Objectives of BSE

The major objectives of BSE are:

To protect the interests of investors.

To promote fair, transparent and ethical trading practices.
To provide an organised and regulated market for securities.
To facilitate capital formation and industrial growth.

To ensure liquidity and marketability of securities.

A T o

To disseminate market information to investors.
7. To strengthen investor confidence in the securities market.
Trading System of BSE

BSE operates through the BSE On-Line Trading (BOLT) System. It is a fully
automated screen-based trading platform that enables investors to buy and sell securities
electronically. Orders entered by trading ‘members arg automatically matched by the
system based on price and time priority. If an‘inyestet in Bengaluru places an order to
purchase shares of Infosys through a broker, the BOLT system automatically matches
the order with a corresponding sell order available in the market. This process ensures
speed, transparency and efficiency in securities trading. The electronic trading system
eliminates geographieal barriersand allows investors throughout India to participate in
the market on equal terms.

Market Segments of BSE
BSE provides trading fagilities through various market segments:
1. Equity Segment

This segment facilitates trading in shares of listed companies. Investors can buy
and sell shares of companies such as Reliance Industries, Infosys, Tata Consultancy
Services and HDFC Bank through this segment.

2. Debt Segment

This segment facilitates trading in bonds, debentures and other fixed-income
securities issued by companies and government institutions.

3. Derivatives Segment
This segment enables trading in derivative instruments such as futures and options

contracts. These instruments are used for hedging risks and investment purposes.
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4. Mutual Fund and ETF Segment

This segment allows investors to trade units of exchange-traded funds and mutual
fund products available on the exchange platform.

BSE Sensex

The benchmark index of BSE is the S&P BSE Sensex. Introduced in 1986, the
Sensex consists of 30 financially strong and actively traded companies representing
major sectors of the Indian economy. It serves as an indicator of market performance
and investor sentiment. When the share prices of major companies such as Reliance
Industries, ICICI Bank and Infosys increase significantly, the Sensex generally moves
upward, indicating positive market conditions. Conversely, a fall in the prices of major
constituent companies results in a decline in the Sensex.

Investor Services

BSE provides several services for investors. These include investor education
programmes, grievance redressal mechanisms, dissemination ef market information,
corporate announcements and awareness initiatives. These services help investors
make informed investment decisions and improve confidence in the securities market.

2.1.7.2 National Stock Exchange of dndia“(NSE)

The National Stock Exchange of India (NSE) was incorporated in 1992 and
commenced trading operations in 1994. It was established to provide a modern, efficient
and transparent securities market#INSE introdueed India's first fully automated screen-
based trading system and revolutionised s€eurities trading in the country.

NSE has emerged as one '‘of the largest stock exchanges in India and provides a
nationwide electronictrading platform. The exchange offers trading facilities in equity
shares, debt instrunients, derivatives, eurrency derivatives, exchange-traded funds and
other financial products,

Objectives of NSE
The important objectives of NSE are:

To establish a nationwide trading facility for securities.
To provide equal access to investors across the country.
To ensure fairness, efficiency and transparency in trading.
To use advanced technology in securities trading.

To provide efficient clearing and settlement systems.

I N

. To maintain high standards of market integrity and investor protection.
NEAT Trading System

The trading system of NSE is known as the National Exchange for Automated
Trading (NEAT). It is a fully automated screen-based trading system that enables
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trading members across India to trade simultaneously. An investor in Chennai placing
an order to buy shares of Tata Motors and an investor in Delhi placing an order to
sell the same shares can complete the transaction through the NEAT system without
physically visiting the exchange. The system automatically matches the orders and
executes the trade.

Market Segments of NSE
NSE operates through different market segments.
1. Capital Market Segment

This segment facilitates trading in equity shares and related securities. Most listed
companies are traded through this segment.

2. Wholesale Debt Market Segment

This segment deals with government securities, corporate bonds and other debt
instruments.

3. Derivatives Market Segment

This segment facilitates trading in futures and optiohs contracts based on stocks,
indices, currencies and other underlying assets.

4. Currency Derivatives Segment

This segment provides trading facilities in currency derivative contracts involving
major currencies.

Features of NSE

Nationwide ele¢tronic trading facility.

Fully automated screen=based trading system.
Equal access tofinvestors throughout India.
Real-time disseminatien of market information.
Efficient risk management framework.

Fast and transparent order execution.

Ao

Efficient clearing and settlement mechanism.
8. High liquidity and market efficiency.
Working of NSE

NSE does not have a traditional trading floor. All trading activities take place
through a computerised network. Trading members enter orders electronically through
their terminals. Orders are automatically matched by the trading system according to
price and time priority. After trades are executed, the clearing and settlement process is
carried out through the clearing corporation associated with the exchange. This process
ensures smooth transfer of securities and funds between buyers and sellers.
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Advantages of NSE

Provides a nationwide trading platform.
Ensures equal access to investors.
Facilitates transparent trading.

Offers high liquidity.

Enables quick execution of trades.
Provides efficient settlement facilities.

Reduces transaction costs.

I = N

Strengthens investor confidence.
2.1.7.3 Over the Counter Exchange of India (OTCEI)

The Over-the-Counter Exchange of India (OTCEI) was incorporated in 1990 and
commenced operations in 1992. It was promoted by leading financial institutions such
as UTI, IDBI, IFCI, LIC, GIC, SBI Capital Markets and Canbank Financial Services.
The primary objective of OTCEI was to provide an alternative trading platform for small
and medium-sized companies that found it difficulfito obtain a listing on traditional
stock exchanges. OTCEI introduced a computer-baseditrading system and promoted
transparency in securities transactions. It providedssmallen,companies with access to
capital markets and helped investors participate in the growth of emerging enterprises.

Companies seeking listing on OTCEI'were required to be sponsored by approved
institutions. These sponsors evaluated.the financial andtechnical viability of companies
before recommending them fordisting. This process enhanced investor confidence and
improved the quality of listed/securitiest

Sponsor Institutions of OTCEL

The Over-the-Counter Exchange of India (OTCEI) was promoted by a group
of leading financial, instifutions in India. These institutions are known as Sponsor
Institutions becausc they played a major role in establishing and developing the
exchange. They provided, financial support, expertise and credibility to the exchange
during its formation.

The major sponsor institutions of OTCEI were:

Unit Trust of India (UTI)

Industrial Development Bank of India (IDBI)
Industrial Finance Corporation of India (IFCI)
Life Insurance Corporation of India (LIC)
General Insurance Corporation of India (GIC)
SBI Capital Markets Limited

Canbank Financial Services Limited

NSV R -
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Although OTCEI played an important role in the development of electronic trading
in India, its importance gradually declined after the rapid growth of NSE and BSE.
At present, trading activity on OTCEI is limited. However, its contribution to the
modernisation of the Indian securities market remains significant.

2.1.8 Major Stock Market Indices in India

A stock market index is a statistical measure that reflects the performance of a
selected group of securities listed on a stock exchange. It indicates the general direction
of the stock market and helps investors, analysts, fund managers and policymakers
assess market trends. Since it is not possible to monitor thousands of listed securities
individually, stock market indices provide a convenient method of measuring overall
market performance.

An index is constructed by selecting representative securities from different sectors
of the economy. While constructing an index, certain principles are followed. The
selected securities should represent various industries, be actively traded, and have
significant market capitalisation. The number of securities in¢luded in an index should
be proportional to the size and importance of the market. Each security is assigned a
weight according to its free-float market capitalisatigh,so that its influence on the index
reflects its relative importance in the market.

The value of an index rises when the pri€es of most constitiient securities increase
and falls when their prices decline. Therefore, stock market indices are widely regarded
as indicators of investor confidence, market sentiment and economic performance.

The major stock market indices in India are:

S&P BSE Sensex

Nifty 50

Nifty 500

BSE 500

BSE 100

BSE 200

BSE Information Technology (BSE IT)

BSE Capital Goods (BSE CG)

BSE Fast Moving Consumer Goods (BSE FMCG)
. Nifty Next 50

11. Nifty Bank

Among these indices, the S&P BSE Sensex and Nifty 50 are the most popular and
widely followed. These two indices are known as benchmark indices because they are
commonly used to measure the overall performance of the Indian stock market.

A A

—_
=]

2.1.8.1 S&P BSE Sensex

The S&P BSE Sensex is the benchmark index of the Bombay Stock Exchange (BSE).
The term "Sensex" is derived from the words "Sensitive Index". Introduced in 1986,
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it is the oldest stock market index in India and is widely regarded as the barometer
of the Indian securities market. The Sensex consists of 30 large, well-established and
financially sound companies representing major sectors of the Indian economy. These
companies are selected based on factors such as market capitalisation, liquidity, trading
frequency and sectoral representation. Companies such as Reliance Industries, Tata
Consultancy Services, Infosys, HDFC Bank, ICICI Bank and Larsen & Toubro have
been among the important constituents of the index.

The Sensex is calculated using the free-float market capitalisation method. Under
this method, only those shares that are available for trading by the public are considered
for index calculation. Shares held by promoters, governments and strategic investors
are excluded. This method provides a more realistic measure of market movements
and reflects the actual investable market capitalisation. The base year of the Sensex is
1978-79 and the base value is 100. During trading hours, the value of the Sensex is
continuously calculated and disseminated to investors, providing real-time information
about market conditions.

The Sensex performs several important functions. It measures overall market
movements and investor sentiment. A rise in the share prices of major constituent
companies such as Reliance Industries, Infosys andyHDFC Bank generally causes
the Sensex to rise, indicating positive market conditions.\Similarly, a decline in these
shares may lead to a fall in the index, reflecting market weakn@ss. The Sensex is also
widely used as a benchmark for evaluating the performance of mutual funds, portfolio
managers and investment schemes. In addition, it serves as the basis for various
derivative products such as index futures and,options,

2.1.8.2 Nifty 50

The Nifty 50 is the benchmark index of the National Stock Exchange of India (NSE).
The name "Nifty" isdderived fromithewords "National" and "Fifty". Since its launch
in 1996, it has become oneof the most widely followed stock market indices in India.
The Nifty 50 consistsysof 50 large and actively traded companies representing different
sectors of the economy. These £ompanies are selected based on market capitalisation,
liquidity and trading activity. The index provides broad representation of the Indian
economy and serves as an important indicator of market performance. Companies such
as Reliance Industries, HDFC Bank, ICICI Bank, Infosys, Tata Consultancy Services,
Bharti Airtel and State Bank of India form part of the Nifty 50. Since these companies
account for a significant portion of the total market capitalisation of listed companies,
changes in their share prices have a substantial impact on the movement of the index.

The Nifty 50 is maintained by NSE Indices Limited and is calculated using the free-
float market capitalisation method. The base date of the index is 3 November 1995,
and the base value is 1000. The Nifty 50 is widely used for benchmarking investment
portfolios, index funds, Exchange Traded Funds (ETFs) and derivative products. If
major constituent companies such as Reliance Industries, Infosys and HDFC Bank
experience an increase in their share prices, the Nifty 50 generally rises, indicating
favourable market conditions. Conversely, a decline in the prices of these companies
may result in a fall in the index.
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2.1.8.3 Nifty 500

The Nifty 500 is a broad-based index maintained by NSE. It consists of 500 companies
listed on the exchange and covers large-cap, mid-cap and small-cap companies. As a
result, it provides comprehensive representation of the Indian equity market. The index
includes companies from various sectors such as banking, information technology,
healthcare, manufacturing, energy, telecommunications and consumer goods. Since it
covers many companies, the Nifty 500 provides a more complete picture of overall
market performance than narrower indices.

2.1.8.4 BSE 500

BSE 500 is maintained by BSE. It consists of 500 companies representing different
sectors of the economy. The index includes large, medium and small companies and
covers a significant portion of the total market capitalisation of companies listed on
BSE. The BSE 500 is widely used by researchers, analysts and institutional investors to
evaluate the performance of the overall stock market.

2.1.8.5 BSE 100

The BSE 100 is a broad-based index consisting of 100 selected companies listed on
BSE. The constituent companies represent various'sectors of the €conomy and provide
wider market coverage than the Sensex.

The index enables investors to analyse broader matket trends and understand the
performance of a larger group of companies than those included in the Sensex.

2.1.8.6 BSE 200

The BSE 200 consists oft 200 companies listed on BSE and provides broader
representation of thefIndian sceurities.aharket. The index includes companies from
different industries and market capitalisation categories, thereby offering a more
diversified view ofimazkét performance.

2.1.8.7 BSE Informatieft Technology (BSE IT)

The BSE Information Technology Index is a sectoral index that measures the
performance of companies operating in the information technology sector. Since leading
IT companies such as Infosys and Tata Consultancy Services form part of this sector,
the index reflects the growth and performance of the Indian information technology
industry. The index helps investors evaluate trends and opportunities in the technology
sector.

2.1.8.8 BSE Capital Goods (BSE CG)

The BSE Capital Goods Index measures the performance of companies engaged in the
manufacture of machinery, industrial equipment and engineering products. Companies
involved in infrastructure development and industrial production significantly influence
this index. The index serves as an indicator of industrial growth and capital investment
activity in the economy.
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2.1.8.9 BSE Fast Moving Consumer Goods (BSE FMCG)

The BSE FMCG Index tracks the performance of companies producing daily-use
consumer products such as food items, beverages, personal care products and household
goods. Companies such as Hindustan Unilever and ITC have been among the prominent
constituents of this sector. Since FMCG products are consumed regularly regardless
of economic conditions, the index is often considered a useful indicator of consumer
demand and spending patterns.

2.1.8.10 Nifty Next 50

The Nifty Next 50 consists of 50 companies that rank immediately after the Nifty
50 in terms of market representation. These companies are generally large and growing
organisations with strong future potential. Many companies included in this index
eventually become constituents of the Nifty 50 as their market capitalisation and trading
activity increase. Therefore, the index is often viewed as a representation of future
market leaders.

2.1.8.11 Nifty Bank

The Nifty Bank, popularly known as Bank Nifty, is a'sectoral index that measures the
performance of major banking companies listed on?NSE: Fhe index includes leading
banks such as HDFC Bank, ICICI Bank,/State Bank of India, Axis Bank and Kotak
Mabhindra Bank. As the banking sector plays a crucial rolg in economic development, the
performance of Bank Nifty is often regarded as an indicator of the health of the financial
system. When major banks report higher profits,and‘improved business performance,
their share prices generally ris€, causingdhe index to increase. Conversely, difficulties
faced by the banking sector may lead 0 a decline in the index.

Table 2.1.1 Major indices in India

SI. Index Steck Number of Nature of What it Represents

No. Exchange Companies Index
1 S&PBSE BSE 30 Benchmark Measures the performance
Sensex Index of 30 large, financially sound
and actively traded companies
representing major sectors
of the Indian economy.
2 Nifty 50 NSE 50 Benchmark Measures the performance
Index of 50 leading companies
listed on NSE and reflects
the overall movement of
the Indian stock market.
3 Nifty Next NSE 50 Broad Consists  of  companies
50 Market that rank  immediately
Index after the Nifty 50 and

are  considered potential
future large-cap leaders.
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4 Nifty 100 NSE 100 Broad Combines Nifty 50 and
Market Nifty Next 50 companies

Index to provide wider coverage

of large-cap  companies.

5 Nifty 500 NSE 500 Broad Represents large-cap,
Market mid-cap and  small-cap

Index companies and provides

a comprehensive view of

the Indian equity market.

6 Nifty Bank NSE Major  Sectoral =~ Measures the performance of
(Bank Nifty) Banking Index leading banking companies
Companies and reflects the health

of the banking sector.

7 BSE 100 BSE 100 Broad Covers 100 selected
Market companies from  various

Index sectorts and provides wider

market representation

than the Sensex.

8 BSE 200 BSE 200 Broad Represents a larger group
Market of' companies across

Index different sectors and market

capitalisation categories.

9 BSE 500 BSE 500 Broad Covers a substantial portion of
Market the total market capitalisation

Index of companies listed on BSE.

10 BSE BSE IT Sector /Sectoral ~ Measures the performance
Information Companiés Index of companies engaged in
Technology, information technology
(BSE IT) and  software services.

11 BSE Capital ~ BSE Capital Sectoral  Tracks the  performance
Goods (BSE Goods Index of companies involved in
CG) Companies engineering, machinery
and industrial equipment.

12 BSE  Fast BSE FMCG SectoralMeasures the performance

Moving
Consumer
Goods (BSE
FMCQG)

Companies

Index

of companies producing
consumer goods such as
food products, personal care
products and household items.

Major Global Indices (for reference)
Dow Jones Industrial Average (DJIA) — USA

S&P 500 - USA

NASDAQ Composite — USA

FTSE 100 — United Kingdom

Nikkei 225 — Japan

Hang Seng Index — Hong Kong
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Stock exchange and trading mechanism is the organized system where
securities are bought and sold through recognized exchanges using
brokers and electronic platforms under regulated procedures.

Role and Functions of Stock Exchanges are to provide liquidity,
facilitate capital formation, enable price discovery, and ensure safe and
transparent trading of securities.

Listing of Securities is the official process of registering a company’s
shares on a stock exchange so that they can be publicly traded.

Stock Exchanges in India are regulated financial marketplaces such as
NSE and BSE where securities are traded under SEBI regulations.

Major Stock Market Indices are statistical measures like Sensex and
Nifty that represent the overall performance of seleéted leading stocks
in the market.

Online Trading is the system of buying andiselling securities through
internet-based platforms using démat andytradingsae€ounts in real time.

Objective Questions

1.
2.
3.
4.
5.
6.
7.
8.

What system organises the buying and selling of securities?

What proyides liquidity in'theé market?

What process. allows eompanies to register shares for public trading?
Which authority regulates stock exchanges in India?

Name a major §toek exchange in India.

Name a major stock market index in India.

What system allows buying and selling through the internet?

What is the process of discovering market prices called?

Stock exchange
Stock exchange

Listing
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SEBI
NSE
Sensex

Online trading

OIS IO I -t

Price discovery

Self-Assessment Questions

1. Explain the meaning of stock exchange and trading mechanism in simple
terms.

Describe the role and functions of stock exchanges in the capital market.
What is the listing of securities? Explain its importance.

Explain stock exchanges in India with examples.

$A 5= &) )

What are major stock market indices? Explain with examples like Sensex
and Nifty

Assignments

1. Analyse how stock exchangés contribute to the economic development of
a country through capital formation and liquidity.

2. Evaluate the importance offlisting of securities for both companies and
investors in modetn capital markets.

3. Analyse the impact of/online trading systems on traditional trading mech-
anisms in stock exchanges.

4. Examine how major stock market indices like Sensex and Nifty reflect
market trends and investor sentiment.
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Unit é

Depositories

Learning Qutcomes

After completing this unit, the learner will be able to;

O Explain the concept of depositories in the securities
market.

¢ Describe the role of depositeries in facilitating safe

and efficient securities transa

¢ Illustrate the process of dematerialisation of securities.

Get an idea about the ept of dematerialisation.

y N

Prerequisite

.
n investors had to keep bundles of
at home, worrying about loss, theft,

ock market transactions increased, manag-
| certificates became difficult and risky. To solve

a process called dematerialisation, physical share certificates
are converted into digital records, making buying, selling,
and transferring securities faster, safer, and more convenient.
Today, depositories have become the backbone of the modern
securities market, ensuring smooth and secure investment
transactions.

Depositories, Dematerialisation, NSDL.CDSL, Rematerialisa-
tion
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Discussion

2.2.1 Depository System (Scripless Trading System)

Until the mid-1990s, investors in India held shares in the form of paper certificates.
Whenever shares were bought, sold or transferred, investors had to complete several
formalities and wait for the certificates to be delivered and verified. There was always
a risk of certificates being lost, damaged or forged. To overcome these difficulties and
make securities transactions faster and safer, the Depository System was introduced in
India in 1996. The Depository System is a system in which shares, debentures, bonds
and other securities are held in electronic form instead of physical certificates. When
an investor purchases shares of Infosys, the shares are credited directly to the investor's
Demat Account rather than being issued as paper certificates. This makes the ownership
and transfer of securities simple, quick and secure.

A Depository is an institution that holds securities electronically and facilitates the
transfer of ownership whenever securities are bought or sold. Tt functions much like a
bank, which keeps money on behalf of customers. When an investor purchases shares
of Tata Consultancy Services, the depository records the ownership in the investor's
Demat Account and transfers the ownership eleetfonically'whenever the shares are sold.

Investors do not deal directly with the'depository. Instead, they access depository
services through Depository Participants (DPs), who fact as intermediaries between
investors and the depository. Just as.a customer uses a bank branch to access banking
services, an investor uses a DP t0 open and operaté’a Demat Account. Since securities
are held and traded electronically without the use of physical certificates, the system is
also known as the Scripless Trading System.

2.2.1.1 Objectives of the Déepasifory System/Role of depository
1. To reduce the timexequired for the transfer of securities

Electronic transfers are eompleted much faster than physical transfers. When
an investor purchases shares through a stock exchange, the securities are credited
electronically to the Demat Account without waiting for physical certificates.

2. To avoid settlement risks

The depository system removes risks such as loss, theft, forgery and damage of
physical certificates. Since securities are maintained electronically, ownership records
remain safe and accurate.

3. To enhance liquidity and efficiency

Electronic trading enables investors to buy and sell securities quickly. Faster
settlement improves the efficiency of the capital market and allows investors to convert
securities into cash more easily.
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4. To reduce paperwork and transaction costs

The system minimises documentation and administrative procedures. Investors no
longer need to handle paper certificates or complete lengthy transfer formalities.

5. To provide safety and convenience

Securities held in electronic form are secure and can be accessed easily through a
Demat Account, making investment management more convenient.

2.2.2 Constituents of the Depository System

The Depository System improves the liquidity of investments in securities by
enabling quick and easy transfer of ownership. There are four main participants in the
Depository System:

a.
b.
c
d

Depository Participant (DP)

Beneficial Owner (Investor)

Issuer

Depository

Each participant performs a specific role tesensure theé,smooth functioning of the
depository system.

Figure 2.2.1 Constituents of the Depository System

DEPOSITORY SYSTEM
RADING SYSTEM)

o

(SCRIPLESS T

The Depository System holds securities in electronic form.
It improves liquidity and enables quick; safe and easy trading without physical certificates.

=
DEPOSITORY PARTICIPANT

(DP)

Agent of the depository.
Opens and maintains,
Demat accounts for
investors and acts as

a link between investors
and the d itory.

with the depository|

~

that issues securities
(shares, debentures,

Company or organisation —_—
[

DP conducts
transactions on
investor's behalf

Issuer issues
securities to the

B

DP provides account access
and services to investor

DEPOSITORY

Helds securities
in electronic form
and facilitates
transfer of ownership
electronically.

FOUR MAIN PARTICIPANTS

Depaository
maintaing and

Investor's securities
are held and managed
by the depository

BENEFICIAL OWNER /
INVESTOR

Individual or institution
who owns the securities
and holds them in
electronic form in

)‘_ a Demat account.

0 DEPOSITORY

Institution registered
with SEBI that holds
securities in electronic

bonds, etc.) to raise depository transfers securities form and ensures
capital from investors. electronically safe transfer of
ownership.
— — g sk i
0 KEY BENEFITS:  Quick Transfer | Safe & Secure | LowerCosts | MoreLiquidity | Paperless& Convenient
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a. Depository Participant (DP)

A Depository Participant (DP) is an agent of the depository and acts as a link between
the depository and investors. An investor who wishes to use depository services must
open a Demat Account with a DP, just as a customer opens a bank account to use
banking services.

If an investor wants to hold shares electronically, the investor opens a Demat
Account with a DP such as a bank or financial institution. The DP maintains records
of the investor's securities and facilitates transactions on behalf of the investor. Both
the depository and the DP must be registered with the Securities and Exchange Board
of India (SEBI). SEBI grants approval only when adequate systems, safeguards and
security measures are in place to protect investors' records and transactions. The
procedure for opening a demat account is as follows:

¢ Select a suitable DP based on cost, convenience and quality of service.
¢ Complete the prescribed account opening form.

¢ Sign an agreement with the DP outlining the rights and tesponsibilities of both
parties.

¢ Submit proof of identity, proof of address and passport-sized photographs.
There is no restriction on the number of Demat A¢eounts ansinvestor may open. An

investor may maintain accounts with one or more DPS.The following institutions may
act as Depository Participants:

¢ Banks
Financial institutiong
Custodians
Clearing copporations
Stockbrokers

S OO

Non-banking financial companies (NBFCs)

¢ Registrars and shareftransfer agents
SEBI Guidelines for Depository Participants

SEBI has issued regulations to ensure that Depository Participants operate efficiently

and protect investors' interests. Procedure for Registration of a Depository Participant
is as follows:

¢ Apply to SEBI through a depository.
Pay the prescribed application fee.
Demonstrate adequate infrastructure, technology and security systems.

Employ trained and qualified staff.

S O O O

Meet the eligibility requirements specified by SEBI.

—oC—~
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To be eligible as a DP, the applicant must belong to one of the following categories:

<

Public financial institutions

Scheduled banks

Foreign banks operating in India

State financial corporations

Financial service institutions

Registered custodians

Clearing corporations and clearing houses
Registered stockbrokers

Eligible NBFCs

¢ Registered registrars and share transfer agents

(SR C R RS RS IR I O

The applicant must also:

O Possess adequate infrastructure and systems.
¢ Have qualified personnel.
¢ Be considered a fit and proper organisation.
¢ Operate in the interest of investorst
If SEBI is satisfied with the application, it grants a Certificate of Registration subject
to compliance with all legal and regulatory requirements. The participant must:
Follow the provisionso6f the DepositoriesiAct and SEBI regulations.

Comply with the rules and byélawsiof the depository.

S O O

Redress investor grievances promptly.
¢ Pay the prescribed registration’and annual fees.

Initially, registration_is® granted for a limited period. After fulfilling the required
conditions, the participant may apply for permanent registration. Before providing
services, the DP must agree with the investor. This agreement defines the rights, duties
and responsibilities of both parties. Responsibilities of a DP are as follows:

i. Separate Accounts

A DP must maintain a separate account for each investor. Securities belonging to
one investor must never be mixed with those of another investor or with the DP's own
holdings.

ii. Transfer of Securities

A DP can transfer securities only after receiving instructions from the investor. Every
transaction must be properly recorded and confirmed.

iii. Statements of Account

The DP must provide regular statements showing the securities held and transactions
carried out in the account.

@ SGOU - SLM - BCom - Financial Services and Market m
—

T
SREENARAYANAGURU



iv. Withdrawal and Transfer

Investors have the right to transfer or withdraw securities from their accounts
according to the prescribed procedures.

v. Electronic Connectivity

The DP must maintain continuous electronic communication with the depository to
ensure smooth and uninterrupted services.

vi. Internal Controls

The DP must regularly review and monitor its systems, records and internal controls
to ensure accuracy and security.

vii. Reconciliation of Records

The DP must reconcile its records with those of the depository daily to prevent
discrepancies.

viii. Submission of Returns

The DP must submit periodic reports and returns to'SEBI and the depository.
ix. Maintenance of Records
The DP must maintain records relating to:

¢ Transactions with investons:

¢ Dematerialisation and rematerialisation requests.
¢ Instructions received from investors.

¢ Statements isstied to mvestors.

¢ Pledges and hypotheeation of securities.

These records mustibe preserved for at least five years.
x. Data Security
Where records are maintained electronically, the DP must ensure that:

¢ Data remains accurate and secure.
¢ Records are protected from loss, destruction or unauthorised alteration.
¢ Adequate backup copies are maintained at a separate location.

xi. Restriction on Delegation

A DP cannot transfer or delegate its responsibilities to another person without prior
approval from the depository.

Code of Conduct for Depository Participants

To protect investors and maintain confidence in the securities market, every DP must
follow the Code of Conduct prescribed by SEBI.
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1. Always protect the interests of investors.

2. Provide prompt, efficient and professional services.

3. Maintain high standards of honesty and integrity.

4. Open accounts and process requests without unnecessary delay.

5. Resolve investor complaints as quickly as possible.

6. Give advance notice before increasing service charges.

7. Avoid unfair competition and unethical practices.

8. Refrain from making false or exaggerated claims about its services.

9. Maintain confidentiality of investor information.

10. Cooperate fully with SEBI whenever required.

11. Ensure that employees possess adequate knowledge and competence.

12. Provide accurate and truthful information to SEBIL.

13. Submit records and documents whenever requested by regulatory authorities.

14. Inform SEBI promptly about any legal proceedings or regulatory actions.

15. Maintain proper systems for handling correspondence and ¢ommunications.

16. Follow the maker-checker principle tosimimiise errors.and’prevent unauthorised
transactions.

17. Maintain proper records and backup systems to gnsure business continuity.

18. Give adequate authority andsindependence to €ompliance officers.

19. Maintain strong internal controls to,prevent fraud, theft and misconduct.

20. Take responsibility for the actions of employees and agents.

21. Ensure that mafagement, has acéess to relevant information for decision-
making.

22. Follow sound _cetporate governance practices and maintain transparency in
operations.

b.. The Beneficial Owner

A Beneficial Owner is the actual owner of securities whose name is recorded in
the records of a depository. The investor holds securities in electronic form through
a Demat Account and enjoys all the rights and responsibilities associated with those
securities. When an investor purchases shares and stores them in a Demat Account,
the investor becomes the beneficial owner of those shares. Although the depository is
shown as the registered owner for record-keeping purposes, the investor remains the
real owner and is entitled to receive dividends, bonus shares, voting rights and other
benefits. The beneficial owner has the right to buy, sell, transfer, pledge or rematerialize
securities and is also responsible for complying with all rules relating to the ownership
of those securities.
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c. The Issuer

The Issuer is the company or organisation that issues securities such as shares,
debentures and bonds to investors. It maintains records relating to the ownership of
securities and works closely with the depository system to facilitate electronic holding
and transfer of securities. For example, when a company issues shares to raise capital,
it acts as the issuer. If investors choose to hold these shares in electronic form, the
issuer coordinates with the depository to update ownership records accordingly. The
following are the Responsibilities of the Issuer:

1. Agreement with the Depository

Every issuer whose securities can be held in dematerialised form must agree with the
depository. This agreement enables the issuer and the depository to work together for
maintaining electronic records of securities.

2. Share Registry Work

The issuer is responsible for maintaining records relatingyto the ownership and
transfer of securities. This work may be carried out either by the company itself or
through a registered Share Transfer Agent.

3. Redressal of Investor Grievances

The issuer must resolve complaints and grievances ofinvestors within 30 days from
the date of receipt of the complaint. The issuer must also keep the depository informed
about the number and nature of complaintstesolved and pending.

4. Dematerialisation of Securities

When an investor wishes t@ convert physical share certificates into electronic form,
the investor submits the certificates through a Depository Participant. The Depository
Participant forwards the details to the depository and the issuer. After verifying the
certificates, the issuer _eancels the physical certificates and updates its records by
replacing the investor's name with the name of the depository as the registered owner.
The investor is then recordedd@s the beneficial owner in the depository's records.

5. Maintenance of Dematerialised Records

The issuer must maintain proper records of all securities that have been converted
into electronic form.

6. Daily Reconciliation of Records

The issuer must reconcile the records of dematerialised securities with the total
securities issued by the company daily. This ensures that all records remain accurate
and up to date.

7. Online Connectivity

The issuer must maintain continuous electronic communication with the depository
to ensure smooth processing of transactions and timely exchange of information.
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8. Providing Information to the Depository
The issuer must regularly provide important information to the depository, including:

¢ Book closure dates

Record dates

Dividend payment dates
Interest payment dates

Annual General Meeting dates

Redemption dates of debentures

S OO

Conversion dates of debentures and warrants
¢ Call money dates

This information helps the depository provide accurate services to investors.
9. Audit and Verification

The issuer must submit quarterly audit reports to the stock eéxchanges. The audit
ensures that the issued capital, listed capital and dematerialised ‘capital are properly
reconciled and recorded. The audit report also cemfirms whether requests for
dematerialisation have been processed within21 days. If thereis@ny delay, the reasons
must be clearly explained.

10. Reporting Differences

If any difference is found between the issued capital, listed capital and dematerialised
capital, the issuer must immediately inform the depository and the stock exchanges.

d. The Depository

A Depository isfan institution that'holds securities in electronic form in the same
way that a bank holds money. It\enables the transfer of securities through electronic
book entries without'the physical movement of share certificates. The depository acts
as a registered owner only fof the purpose of transferring securities, while the actual
ownership remains with the beneficial owner. It functions as a custodian and safeguards
the securities of investors. Before the introduction of the depository system, investors
had to store large numbers of physical share certificates, which involved risks such
as loss, theft and damage. The depository system has eliminated these problems by
providing a secure and convenient electronic platform for holding securities. The
settlement of securities through electronic book entries is known as the Book Entry
Transfer Settlement System. At present, India has two depositories:

1. National Securities Depository Limited (NSDL)

2. Central Depository Services (India) Limited (CDSL)

2.2.3 National Securities Depository Limited (NSDL)

The introduction of the depository system brought a major change to the Indian
securities market by replacing paper-based transactions with electronic transactions.
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To support this transformation, National Securities Depository Limited (NSDL) was
established as India's first depository, promoted by the Industrial Development Bank
of India (IDBI), Unit Trust of India (UTI) and the National Stock Exchange (NSE).
It was established to provide electronic depository facilities for securities traded in
the capital market. The Government of India introduced the Depositories Ordinance
in September 1995. Subsequently, the Securities and Exchange Board of India (SEBI)
issued guidelines for depositories in May 1996. SEBI registered NSDL on 7 June
1996, and it became the first depository in India. NSDL has a minimum net worth of
X100 crore. It holds securities in electronic form and carries out transactions through
Depository Participants (DPs), who act as intermediaries between investors and NSDL.

A Depository Participant may be a bank, financial institution, custodian, registered
stockbroker or non-banking financial company, subject to approval by both NSDL and
SEBI.

To become a DP of NSDL, the participant must satisfy the prescribed eligibility
requirements and pay the necessary fees and security deposits.

2.2.3.1 Functioning of NSDL
NSDL provides its services through various business partners, including:

¢ Depository Participants (DPs)

¢ Issuing Companies

¢ Registrars and Share Transfer Agents (RTAs)

¢ Clearing Corporations' and Clearing Houses of Stock Exchanges

Investors can access NSDL's ser¥ices by opening a Demat Account with any
authorised Depository Participant. When a/company wishes to offer dematerialisation
facilities to its shareholders, it entess, into' an agreement with NSDL and establishes an
electronic connection with thedepository. Clearing members maintain clearing accounts
within the depository.system to receive and deliver securities during the settlement
process. Clearing Corporations‘and Clearing Houses are electronically connected to
NSDL for smooth settlement’of stock exchange transactions.

NSDL is connected electronically with all its business partners through advanced
communication networks. This integrated settlement system is known as the National
Electronic Settlement and Transfer (NEST) System.

2.2.3.2 NSDL Certification Programme

To ensure high-quality depository services, NSDL introduced a Certification
Programme for Depository Participants. The programme helps employees understand
depository procedures, rules and operational requirements. NSDL requires every DP
branch to have at least one employee who has successfully completed this certification
programme.

—oC—~
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2.2.3.3 Safety Measures Adopted by NSDL

NSDL has implemented several safety measures to protect investors and their
securities.

1. SEBI Registration

Every Depository Participant must obtain registration from SEBI before commencing
operations.

2. Transactions Only on Valid Instructions

A DP can debit or credit securities only after receiving valid instructions from the
account holder.

3. Regular Inspections

NSDL regularly inspects the records and activities of Depository Participants and
Registrars and Transfer Agents.

4. Daily Reconciliation

A system-driven reconciliation is carried out every, day between NSDL and its
participants to ensure the accuracy of recordss

5. Periodic Statements

Investors receive regular statements ofiaccount from their Depository Participants
showing their holdings and transactions.

6. Independent Verification

NSDL periodically sends statements difectly to selected investors as an additional
verification measurg!

7. Grievance Redressal

Investor complaints are inifially handled by the concerned business partner. If the
issue remains unresolved, mvestors may approach NSDL's Investor Relationship Cell.

8. Insurance Protection

NSDL maintains a comprehensive insurance policy to safeguard investors against
genuine losses arising from the failure of a DP.

9. Protection in Case of Bankruptcy

If a Depository Participant becomes insolvent or ceases operations, investors can
transfer their securities to another DP without losing ownership.

2.2.3.4 Special Services Offered by NSDL

Apart from electronic custody and settlement services, NSDL offers several additional
facilities. These include:
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Pledge of securities

Hypothecation of securities

Automatic delivery of securities to clearing corporations
Distribution of cash benefits such as dividends
Distribution of non-cash benefits such as bonus shares
Stock lending facilities

Electronic distribution of securities allotted in public issues

(S C IR RS IR R O

Internet-based services for clearing members
SPEED and SPEED-e¢ services

<

2.2.3.5 SPEED-e Facility

SPEED-e (Securities Position Easy Electronic Access) is an internet-based facility
that enables Demat Account holders to submit delivery instructions online.

Through this facility, investors can conveniently manage transactions through the
internet without submitting physical instruction slips:

2.2.4 Central Depository Services’(India) Limited (CDSL)

Central Depository Services (India)f Limited (CDSL) commenced operations
in February 1999.CDSL was promoted by the Bombay Stock Exchange (BSE) in
association with leading banks suechsas State,Bank of India, Bank of India, Bank of
Baroda, HDFC Bank, Standard/Chartered, Bank'and Union Bank of India. CDSL was
established with the objective of providifig seeure, reliable and cost-effective depository
services to all participants in the securities market.

Most major stockéexchanges in India‘relate to CDSL, enabling investors across the
country to hold and transfes$€€urities electronically.

CDSL allows investors to hold a wide range of securities such as:

¢ Equity shares
Bonds

Debentures
Commercial papers

Mutual fund units

S O O O

¢ Certificates of deposit

As a result, investors can maintain almost all their investments through a single
Demat Account.

—oC—~
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2.2.4.1 Features of CDSL
1. Wide Network

CDSL has a large network of Depository Participants across numerous cities and
towns, making its services easily accessible to investors.

2. Online Depository Services

Its centralised database system enables Depository Participants to provide online
services efficiently and accurately.

3. Affordable Charges

CDSL follows a low-cost pricing policy to make depository services affordable for
investors and market participants.

4. Internet Access

Investors can access information relating to their Demat A¢eounts through internet-
based services provided by registered Depository Participants.

5. Contingency Arrangements

CDSL has backup systems and contingency facilities that enable uninterrupted
operations even during technical problems.

6. Investor Helpline

CDSL provides prompt support and guidance through its investor and DP helpline
services.

7. Electronic Record Keeping

CDSL maintaing electroniemecords of ownership of securities, eliminating the need
for physical certificates:

8. Electronic Settlement

CDSL facilitates electronic settlement of securities transactions and supports the
smooth functioning of stock exchanges across India.
2.2.5 Facilities Offered by the Depository System

The Depository System provides several facilities that make investment safer,
quicker and more convenient. The following are the major facilities:

1. Dematerialisation of securities.

2. Rematerialisation of securities.
3. Electronic settlement of trades.
4

Electronic credit of securities allotted through public issues, rights issues and
bonus issues.
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Pledging or hypothecation of dematerialised securities.
Freezing of Demat Accounts.

Safe custody of securities.

Sl A

Nomination facility.

These facilities help investors manage their securities efficiently while reducing
paperwork, delays and risks associated with physical certificates.

2.2.6 DEMATERIALISATION OF SHARES

Dematerialisation is the process of converting physical share certificates into
electronic form and crediting them to an investor's demat account maintained with
a Depository Participant (DP). Instead of keeping paper share certificates safely
at home, the investor can hold all securities electronically in a demat account. This
reduces the risk of loss, theft, damage by fire, delays in transfer, fake certificates, and
bad deliveries. To encourage safe and paperless tradingg®SEBI introduced several
measures to promote dematerialisation. From January 15, 1998, institutional investors
were required to trade specified shares only in dematerialised form. Later, SEBI made
demat trading compulsory for shares of companies listed on stock exchanges. To hold
shares electronically, an investor opens a beneficiary aeceunt with a DP connected to
the depositories NSDL or CDSL. Opening ademat aceountisisimilar to opening a bank
account, where the account safely stores sécurities instead of money.

2.2.6.1 Steps Involved in Dematerialisation

Figure 2.2.2 Dematerialisation‘process of shares
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Once all securities have been transferred or rematerialised, the demat account can be closed successfully.
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1. (a) Opening a Demat Account

An investor who wishes to hold shares electronically first opens a beneficiary
account with a Depository Participant (DP) of his choice. If an investor receives paper
share certificates after purchasing shares, he can open a demat account so that all future
transactions can be carried out without handling physical certificates.

(b) Submission of Demat Request Form and Share Certificates

After opening the account, the investor fills in a Demat Request Form (DRF) and
submits it along with the physical share certificates to the DP. The DP checks whether
the shares are eligible for dematerialisation before processing the request.

(c) Defacing of Share Certificates

To ensure that the same certificates are not used again, the investor surrenders
the certificates for dematerialisation. The DP stamps the certificates with the words
“Surrendered for Dematerialisation”, punches holes through them, and marks them
appropriately before sending them for further verification.

2. Entry of Demat Request by DP

The Depository Participant enters the dematerialisation,request into the depository
system. Once the investor submits the décuments, the DPTrecords all the details
electronically so that the request can be processed quickly and accurately.

3. Dispatch of Documents to RTA or Issuer Company

The DP sends the physical$hare certificates along with the Demat Request Form
to the Registrar and Transfer Agent (RTA) onthe company that issued the shares. This
allows the company to verify the ownership and authenticity of the certificates.

4. Forwarding of Electronic Requést’by Depository

The depository reeecives the electronic request from the DP, records the details in its
system, and forwards the information electronically to the RTA or the issuing company
for verification.

5. Verification by RTA or Issuer Company

The RTA or the company checks both the electronic request and the physical
certificates. If the investor's name and share details match the company's records,
the request is approved. Once everything is found to be correct, confirmation of
dematerialisation is sent electronically to the depository.

6. Credit of Securities to Investor's Demat Account

After receiving confirmation, the depository converts the physical shares into
electronic form and credits them to the investor's demat account. The investor now
becomes the electronic holder of the shares and no longer needs the paper certificates.
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7. Issue of Transaction Statement

Finally, the DP informs the investor about the successful completion of the process
and provides a transaction statement showing that the shares have been credited to
the demat account. Just as a bank sends an account statement after a deposit, the DP
provides proof of the electronic credit of shares.

2.2.6.2 Closure of a Demat Account

An investor can close a demat account by applying in the prescribed form. If
shares are still available in the account, they must be dealt with before closure. The
investor may either convert the electronic shares back into physical certificates through
rematerialisation or transfer the shares to another demat account maintained with the
same DP or a different DP. Once all securities have been transferred or rematerialised,
the demat account can be closed successfully.

2.2.6.3 SECURITIES ELIGIBLE FOR DEMATFERIALISATION

According to the SEBI (Depositories and Participants) Regulations, 1996, every
depository must specify the securities that can “be, held in dematerialised form.
Dematerialisation is not restricted to shares alone; many types of securities can be
converted into electronic form and stored safély in‘a demat aeeotint.

(a) Shares, Scrips and Stocks

Shares, scrips, and stocks issued,by companies ¢an be held in electronic form.
Physical share certificates can beé converted intoe €lectronic records and credited to the
investor's demat account.

(b) Bonds and Debentures

Bonds, debentures, and debenture stock issued by companies are also eligible for
dematerialisation. Investors can hold them electronically without maintaining paper
certificates.

(¢) Units of Mutual Funds

Units of mutual funds can be credited directly to a demat account, making it easier
for investors to manage their investments.

(d) Rights under Collective Investment Schemes and Venture Capital Funds

Rights and units received under collective investment schemes and venture capital
funds can also be held in dematerialised form.

(e) Commercial Paper and Certificates of Deposit

Commercial paper and certificates of deposit can be maintained electronically,
reducing paperwork and simplifying transactions.

Poas mee™
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(f) Securitised Debt and Money Market Instruments

Various debt instruments and money market securities can be converted into
electronic form and stored in a demat account.

(g) Government Securities

Government securities issued by Central and State Governments can be held
electronically, ensuring safety and easy transfer.

(h) Unlisted Securities

Securities that are not listed on stock exchanges may also be held in dematerialised
form, subject to applicable regulations.

2.2.6.4 Benefits of Demat account

A demat account provides several benefits to investors by making the holding and
transfer of securities simple, safe, and efficient.

1. Reduction in Brokerage

Electronic transactions involve less paperwork and precessing; which may help in
reducing brokerage and transaction costs.

2. Clear Ownership of Securities

The demat account clearly records.the ownership of securities, ensuring clarity at all
times.

3. Easy Pledge and Hypotheecation

Securities held in démat form ean be pledged easily as security for loans and other
financial requiremefts.

4. Easy Receipt of Public Issue Allotment

Shares allotted throughyptiblic issues are credited directly to the investor's demat
account without delay.

5. Quick Receipt of Corporate Benefits

Benefits such as bonus shares, rights shares, and other corporate actions are credited
directly to the investor's demat account.

Dematerialisation removes many difficulties associated with physical share
certificates.

(a) Bad Deliveries Caused by Signature Mismatch

Electronic transfers eliminate the possibility of transactions being rejected because
of signature differences.
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(b) Postal Delays and Loss of Certificates in Transit

Since securities are transferred electronically, there is no risk of delays or loss during
postal transit.

(¢) Risks of Forgery, Counterfeiting, Theft and Damage

Dematerialised securities are protected from forgery, counterfeiting, theft, fire, loss,
and physical damage.

(d) Stamp Duty on Transfer of Securities

Transfer of securities in demat form does not require stamp duty, unlike transfers
involving physical share certificates.

(e) Filling up of Transfer Deeds

Investors are no longer required to complete transfer deeds and other paperwork, as
transfers are carried out electronically through the depositotysystem.

2.2.7 REMATERIALISATION OF SHARES

Rematerialisation is the process of converting.securities held in electronic (demat)
form back into physical share certificates. An ivestor who'wishes to convert demat
holdings into physical form must submit/a Rematerialisation Request Form (RRF) to
the Depository Participant (DP). The DP forwards the request to the depository, which
informs the Registrar and Transfer Agent (RTA) or isstier company. After verification,
the registrar prints new physical‘share certificatésiand dispatches them to the investor.
The rematerialisation process is generally completed within 30 days. The following are
the steps involved in the rematerialisation Process:

The investor submiits a Rematerialisation Request Form (RRF) to the Depository
Participant (DP).

The Depository Participant verifies the request and forwards it electronically to the
depository (NSDL/CDSL).

The depository informs the Registrar and Transfer Agent (RTA) or issuer company
about the rematerialisation request.

The Registrar verifies the details, prints new physical share certificates with fresh
certificate numbers, and informs the depository.

The depository updates its records and communicates the details to the Depository
Participant.

The Registrar dispatches the physical share certificates to the investor.

—oC—~
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Figure 2.2.3 Rematerialisation process
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Table 2.2.1 Difference between Dematerﬁiisaﬁon and Rematerialisation

Basis Dematerialisation Rematerialisation
Meaning ConverSton of physical Conversion of  electronic
securities inte’  electronic securities into physical
form. certificates.

Direction of
Conversion

Physical — Electronic

Electronic — Physical

Form of Securities
After Conversion

Held ina Demat account.

Held as physical certificates.

Request Form Used Demat  Request Form Remat Request Form (RRF).
(DRF).

Purpose To facilitate electronic To obtain securities in physical
holding and trading of form.
securities.

Involvement of

Securities are credited to the

Securities are debited from the

Depository investor's Demat account.  investor's Demat account.
Physical Certificates Physical certificates are New physical certificates are
surrendered and cancelled.  issued.
Trading Enables easy and faster Trading becomes less
Convenience trading. convenient  compared  to
electronic form.

Risk of Loss or Eliminates risk of loss, theft, Physical certificates may be
Damage or damage. lost, stolen, or damaged.
Outcome Investor receives securities Investor receives securities in

in electronic form.

physical form.
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A depository is an institution that holds securities such as shares, deben-
tures, and bonds in electronic form and facilitates their transfer.

National Securities Depository Limited (NSDL) is India's first depos-
itory, established to provide safe and efficient electronic holding and
transfer of securities.

Central Depository Services Limited (CDSL) is a depository that offers
electronic storage and transfer of securities, making trading and settle-
ment easier for investors.

Dematerialisation is the process of converting physical share certificates
into electronic form and crediting them to the investor's Demat account.

Rematerialisation is the process of convertingsecurities held in elec-
tronic form back into physical share certificates.

Objective Questions

1.
2.
3
4,
5
6.

10.

3
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Which institution holds securities in electroni¢ form?

Which account is used terhold securities eleetronically?

What is the intermediary between investors and a depository called?
Which regulatory authority superyises the depository system in India?
Who is the aétual owner of securities held in electronic form?

Which form is used,for converting physical securities into electronic
form?

Which form is used for converting electronic securities into physical
form?

Which was the first depository established in India?
Which depository was promoted by the Bombay Stock Exchange?

What is the process of converting physical securities into electronic form
called?
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1.
2.
3.
4.
S.
6.
7.
8.
9.

10. Dematerialisation

Depository

Demat Account

Depository Participant

Securities and Exchange Board of India
Beneficial Owner

Demat Request Form

Rematerialisation Request Form
National Securities Depository Limited

Central Depository Services (India) Limited

Self-Assessment Questions

2 N o s P

What are the main objectives ofiadepository?

What is a depository? Explain bricfly:

Explain the constitueénts of the‘depository system. .

What is a Depository Participant (DP)? State its functions.
Write a sheft note on NSBL.

Write a short notefon €DSL.

Explain the'process of'dematerialisation of shares.

Distinguish betweefr dematerialisation and rematerialisation.

Assignments

Explain the concept, objectives, functions, and significance of the depos-
itory system in India.

Discuss the role of depositories in the securities market and explain the
constituents of the depository system.

Describe the role, functions, and services of Depository Participants
(DPs) in the depository system.

Explain the process of dematerialisation of shares and discuss its advan-
tages to investors and the capital market.
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5. Compare dematerialisation and rematerialisation, and explain the proce-
dure involved in each process.
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Unit @
Speculators and types of
speculative transactions

Learning Outcomes

After completing this unit, the learner will be able to;

O differentiate between investment and speculation.
¢ 1identify the various types of speculators.

¢ comprehend different specdlative transactions and
their impact on stock market opérations.

¢ explain the concept ofiinsider tradingiand identify var-
ious forms of Unpublished Price-Sensitive Informa-
tion (UPSI).

At the beginniing of the 21st century, Enron was regarded as
one.of thesmost sucgessful companies in the world. Its shares
were highly popular, and thousands of investors believed the
companywas growing rapidly. A senior executive secretly
hid huge debts and manipulated financial statements to make
the company appear more profitable than it really was. Some
insidérs sold their shares before the truth became public,
while ordinary investors continued buying the stock. When
the fraud was finally exposed in 2001, Enron collapsed
almost overnight, its share price fell from more than $90 to
nearly zero, and investors lost billions of dollars. The scandal
shocked global financial markets and demonstrated how
misleading information, speculation, and insider trading can
destroy investor confidence. It also led to stricter corporate
governance and financial reporting regulations around the
world. This real-life incident shows why understanding
speculation, market manipulation, and insider trading is
essential for every investor.
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Speculation, Type of speculators, Speculative transactions, Insider trading

Discussion

2.3.1 Speculation

Speculation means buying or selling securities with the expectation of making a profit
from future price changes. A person who engages in speculation is mainly interested in
whether the market price will rise or fall soon. A speculator is a person who trades in
securities anticipating price movements and is willing to take on higher risk in exchange
for the possibility of higher returns. For example, if Dhruvin believes that the share
price of a company may increase soon, he buys the shares andhwaits for the price to rise.
Once the price increases, he sells the shares and earns a profit. Similarly, if he expects
prices to fall, he may sell the securities to avoid losses or benefitffem the fall in price.

It is often difficult to make a clear distinction between investment and speculation
because both involve putting money into sécurities, with theiope of future gains.
Investment requires some degree of speculation about future performance, and
speculation also involves investing money. The main difference lies in the purpose, risk
involved, and the period for which the secutities are held.

Differences Between Investmént and Speculation

1. Risk

Risk means the possibility of lesing money in a financial transaction. An investor
usually studies thefcompany.earefully before investing and aims to keep the capital
reasonably safe while earning a steady return. Although investments are generally
considered safer, no investment is completely free from risk because economic and
market conditions can change‘unexpectedly.

A speculator knowingly accepts a higher level of risk in the hope of earning greater
profits within a short period. Instead of focusing mainly on the company's long-term
strength, the speculator pays closer attention to market movements and price fluctuations.
Therefore, investment involves lower risk, whereas speculation involves higher risk.

2. Capital Gain

The main objective of investment is to earn a stable return over time through
dividends, interest, and gradual growth in value. Before investing, an investor carefully
analyses the company and its prospects.

A speculator, on the other hand, is mainly interested in making quick profits from
changes in market prices. The focus is not on regular income but on buying at a lower
price and selling at a higher price within a short period. Therefore, investment aims at
stable returns, while speculation aims at quick capital gains.
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3. Time

Investment generally involves holding securities for a long period. An investor is
willing to wait patiently for wealth to grow over several years.Speculation is usually
short-term in nature. A speculator frequently buys and sells securities to take advantage
of rapid price changes in the market. Therefore, investment is long-term, whereas
speculation is short-term.

An investor continuously evaluates the actual value and future potential of a security.
A speculator is more concerned with market action and daily price movements. In many

situations, successful investment includes some well-informed speculation.

Detailed differences between speculation and investment are shown in Table 2.3.1

Table 2.3.1 Difference between speculation and Investment

Basis Investment Speculation

Meaning Purchase of securities to earn Purchase or sale of securities
regular income and long-term to earn quiek profits from price
growth. changes.

Objective To earn stable returns and build  Tounake quick profits from
wealth over time. market fluctéations.

Risk Involves relatively low fisk. Involves high risk.

Return Focuses on regular and steady Focuses on high returns in a

returns.

short period.

Time Period

Long-term holding of securities:

Short-term holding of
securities.

Decision Basis

Based on careful analysis and
investigation.

Based mainly on market trends
and price movements.

Concern Concerned with the' company's  Concerned with market action
performance and fundamentals.  and price changes.

Capital Safety Gives importance to the safety  Capital safety is less important
of capitals than profit opportunities.

Trading Securities are bought and sold Securities are bought and sold

Frequency occasionally. frequently.

Nature Conservative approach. Aggressive approach.

2.3.2 Types of speculators

Speculators are people who buy and sell securities to earn profits from changes in
market prices. In the stock market, four main types of speculators are commonly found.
They are Bull, Bear, Stag, and Lame Duck. These names are taken from the animal
world because their behaviour resembles the characteristics of these animals.

m
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Figure 2.3.1 Kinds of speculators

il 5 TYPES OF SPECULATORS [ AN

S e T
LAME DUCK

BULL

(Tejiwala)

@ Expectation:

Expects prices to rise.

! Strategy:
**  Buys shares today and
sells later at a higher price
to earn profit.

@ Holding Period:
Short term.

z Example:

Raju buys shares of a company
expecting strong growth and
plans to sell when the price rises.
-
Key Point:
Bull tries to push prices upward
\\ by placing large purchase orders. Hy

BEAR

(Mandiwala)

@ Expectation:

Expects prices to fall |

Q Strategy:
Sells shares today and |

buys later at a lower price

STAG

(Cautious Speculator
in New Issues)

@ Expectation:
Expects new issue shares to
be listed at a premium.

a Strategy: (1]
Applies for new issues of shares. |

Sells after listing if price is above |

(Bear in Difficulty)

@ Expectation:

Expects prices to fall, but
faces difficulty in delivery.
Situation:

Sells shares but cannot obtain
them when delivery becomes

to eam profit. the iscue price. due (prices rise or shares are
() Holding Period: Holding Period: Wil

Short term. Very short term (8l isting). R Example:

4 Midhun sells shares expecting

& Eample: a Exampie: price fall, b price rises. He

Athena sells shares expecting A stag applies for sharesinan IPO. | cannot deliver ghares and faces

price decline and buys later If allotted and listed at a premium, loss and difficulty,

at a lower price. he sells and eams profit.
— - _
[ Key Point: [ Key Point:

Bear tries to push prices downward
through selling activities.

e

SUMMARY:

Bearish Market:

‘When many Investors expect prices to fall,
Pessimism and negative expectations

are common.

All these speculators try to profit from price movements in the stock market, butthey differ in their expectations,

Key Point: [
Stag Is cautious and waits for profitable ||

‘
opportunities in new share issues.

Trapped in a difficult position and
1| [\ struggies to meet obligations.

. Why “Stag"?
Q Stag (male deer) is lert and cautious.
Similarly, 2 stag speculdirwaits for ‘
the right opportunify.

strategies, time horizon and level of risk.

L0

Wy "bame Duck"?
Like'a lamve duck that struggles

to move, this speculatar strudales

to fulfil his commitments

V| x

WOLF

(Shrewd Speculator)

@ Nature:
Extremely shrewd, cunning and
highly alert to market trends.

, Strategy:

Moves swiftly to capture
opportunities and earn profit.
Very guick decision maker.

@ Holding Period:
Very short term.

‘ Example:

A wolf speculator quickly detects
atrend in the market and takes
immediate action to earn profit.

Key Paint:
Highly alert, cunning and
opportunistic speculator,

Mote:

“Walf” is less commonly used in
Indian textbooks but is included
in some classifications.

1. Bull

A Bull, also known as a Tejiwala, is a_speculator who expects the prices of securities
to rise in the future. Believing that prices will increase, the bull purchases shares and
other securities with the intention of selling them later at a higher price and earning
a profit. For example, suppose Raju. believes that the share price of a company will
increase in the coming weekssbecause of strong business growth. He buys the shares
today and plans to'sell.them when the price rises. His profit comes from the difference
between the purchase price anddthe selling price. A bull usually does not intend to hold
the securities for a longgtime. Instead, he is interested in making profits from price
increases. The term "bull" is used because a bull attacks by lifting its victim upward
with its horns. Similarly, a bull speculator tries to push market prices upward by placing
large purchase orders.

2. Bear

A Bear, also known as a Mandiwala, is a speculator who expects the prices of securi-
ties to fall in the future. Anticipating a fall in prices, the bear sells securities today with
the intention of buying them back later at a lower price. If Athena expects the share
price of a company to decline because of poor financial performance. She sells the
shares now and plans to purchase them later at a lower price. The difference between
the selling price and the lower purchase price becomes her profit. A bear generally does
not own the securities at the time of selling. He relies on future price declines to earn
profits. Just as a bear attacks by pressing its victim downward, a bear speculator tries to
push market prices downward through selling activities. When many investors expect
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prices to fall, the market is called a bearish market. In such a market, pessimism and
negative expectations are common. Sometimes bears may spread negative rumours to
create selling pressure and force prices down. This practice is known as a bear raid.

3. Stag

A Stag is a cautious speculator who mainly deals in new issues of shares. A stag
applies for shares in newly issued companies with the expectation that the shares will
be listed at a premium in the stock market. When a popular company launches an Initial
Public Offering (IPO), a stag applies for a large number of shares. If shares are allotted
and the market price rises above the issue price, the stag quickly sells them and earns a
profit. Unlike bulls and bears, a stag does not actively trade in the stock market every
day. He depends mainly on obtaining allotments in new share issues. Since many IPOs
are heavily oversubscribed, a stag often applies for many shares to increase the chances
of receiving an allotment. The term "Stag" comes from the animal stag (a male deer).
In the stock market, a stag is considered a cautious and alert speculator who waits for
profitable opportunities, just as a stag carefully watches its sticroundings before making
a move.

4. Lame Duck

A Lame Duck is a bear speculator who facessdifficulty in fulfilling his commitment
to deliver securities. This situation arises when the bear has'sold securities expecting
prices to fall but is unable to obtain the/securities when delivery becomes due. For
example, Midhun sells shares expecting ‘the price to decline. But instead of falling,
the price rises sharply, and the shareholdersyare unwilling to sell their shares. As a
result, Midhun cannot obtain the securities required for delivery and faces financial
difficulties. Such a speculator/is called & Lame Duck because he is trapped in a difficult
position and struggles to meet his obligations, just like a lame duck struggling to move.

5. Wolf

An extremely shrewdseunning speculator who is highly alert to market trends and
moves swiftly to capture oppottunities. This term is used less commonly in Indian
textbooks but appears in somé classifications alongside Bulls, Bears, and Stags. It is a
less common type of speculator.

2.3.3 Speculative transactions

Speculative  transactions  are  transactions  undertaken = with  the
objective of earning profits from changes in the prices of securities rather than from
regular income such as dividends. Speculators closely watch market movements and
attempt to take advantage of price fluctuations. Some speculative transactions are
legal, while others are considered unethical or illegal because they manipulate market
conditions.

1. Cornering

Cornering is the process by which an individual or a group acquires almost the entire
supply of a particular security available in the market. By controlling most of the shares,
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the speculator creates an artificial shortage. Suppose a company has 1,00,000 shares
available for trading. A group of speculators purchases and takes delivery of 90,000
shares. At the same time, bear speculators who had earlier sold shares expecting prices
to fall must deliver those shares on the settlement date. Since only a small number of
shares remain available in the market, the bears are unable to obtain them easily. The
speculators controlling the shares can then demand a very high price. As a result, the
bears suffer heavy losses and may become lame ducks. Cornering is illegal because it
creates artificial scarcity and disturbs the normal functioning of the market.

2. Rigging the Market

Rigging the market refers to the creation of artificial demand for a security to increase
its market price. A group of bull speculators may continuously buy shares of a company
trading at 200 per share. Other investors notice the increased demand and assume that
the company has excellent growth prospects. They also start purchasing the shares.
As demand increases, the price rises to X300 per share. The speculators then sell their
holdings and earn substantial profits. The price increase @ecurs because of artificial
demand rather than genuine business performance. Rigging is, considered an unfair
market practice because it misleads investors.

3. Blank Transfers

A blank transfer is a method of transferring securities without mentioning the
name of the transferee in the transfer deed. The transferor signs the document, but the
buyer's name is left blank. Suppose Ravi purchases shares and plans to sell them again
within a short period. Instead of completing @fresh trafisfer deed every time, the shares
are transferred through a blank transfer form. This simplifies repeated transfers but
also encourages excessive speculationd Blank transfers are undesirable because they
encourage unhealthy speculation, help avoid stamp duty, facilitate tax evasion, and
allow individuals to gaifi'€ontrol ever conipanies without revealing their identity.

4. Margin Trading

Margin trading is a popular/speculative technique in which investors trade using
borrowed funds. Suppose;Amiar has only 320,000 but wishes to purchase shares worth
%1,00,000. He deposits 220,000 with his broker as margin. The broker finances the
remaining amount. If the share price rises by 20%, Amar earns a substantial profit on a
much larger investment. If the price falls by 20%, his losses are also magnified. Thus,
margin trading increases both profit opportunities and risk.

5. Matched Orders

Matched orders are transactions arranged to create a false impression that a particular
security is actively traded. A speculator instructs one broker to place a buy order for
5,000 shares at *150 each and another broker to place a sell order for the same quantity
at the same price. Although there is no genuine buying interest, other investors see
the transaction and believe that the stock is highly active. This may attract additional
buyers and influence the share price. Matched orders are misleading because they create
artificial trading activity.
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6. Buying In and Selling Out
Buying in and selling out are remedies available when a party fails to fulfil a contract.
Buying In

Suppose Meera purchases shares at 500 each, but the seller fails to deliver them on
the settlement date. The stock exchange buys the shares from the market on her behalf.
If the current market price has risen to I550, the additional I50 per share loss must be
borne by the defaulting seller.

Selling Out

Suppose Arjun agrees to purchase shares at I500 each but fails to make payment.
The stock exchange sells the shares in the market on behalf of the seller. If the market
price falls to ¥450, the I50 per share loss must be borne by the defaulting buyer.

7. Bucket Shops

Bucket shops are establishments where securities are bought and sold outside
recognised stock exchanges. For example, two traders may privately agree to speculate
on the future price of a share without executing the transaction through a recognised
stock exchange. Since such dealings take place,outsidesthe regulatory framework,
they are considered illegal. Bucket shop transactions are prohibited because they lack
transparency and investor protection.

8. Option Dealing

An option is a contract thatgives the helder the right, but not the obligation, to buy
or sell securities at a specified price within a specified period.

(a) Call Option (Teji Souda)

A call option gives the_helder the right to buy securities. For example, Aswani
purchases a call option.allowing her to buy shares at 500 per share within three months.
If the market price rises to 6005 she can still buy the shares at ¥500 and earn a profit of
%100 per share. Call optiensfare generally used by bull speculators who expect prices
to rise.

(b) Put Option (Mandi Souda)

A put option gives the holder the right to sell securities. If Kiran purchases a put
option allowing him to sell shares at X500 per share. If the market price falls to I400,
he can still sell them at I500, thereby protecting himself from loss. Put options are
generally used by bear speculators who expect prices to fall.

(c) Double Option (Teji Mandi)

A double option combines both call and put options. A speculator expects large
price movements but is uncertain about the direction. By obtaining a double option, he
gains the right either to buy or to sell securities depending on market conditions. This
provides flexibility in uncertain markets.
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9. Hedging

Hedging is a method of protecting against possible losses arising from adverse price
movements. A bull speculator purchases shares at 31,000 each, expecting the price
to rise. But to protect himself against a possible fall in price, he also purchases a put
option. If the market price falls to X900, the loss on the shares can be reduced through
gains from the put option. Thus, hedging acts like insurance against market risk.

10. Carry Over or Badla Transactions

Carry over, also known as Badla, refers to postponing the settlement of a forward
contract to the next settlement period with the consent of both parties. A speculator
purchases shares at 400 expecting the price to rise to I450 before settlement. But the
price falls to ¥350. Rather than settling immediately and suffering a loss, the parties
agree to postpone settlement until the next month. The speculator hopes that prices will
recover before the new settlement date. This postponement of settlement is known as a
carryover or Badla transaction.

11. Wash Sales

Wash sales are transactions in which the same person acts as both the buyer and
the seller, either directly or through associated accounts, without/any real change in
ownership. A speculator sells 10,000 shares«ftom, onc accountfand simultaneously
purchases the same 10,000 shares through another aceount under his control. Although
ownership remains unchanged, the market records a large volume of trading. Other
investors may wrongly assume that the seeurity is highly active and begin purchasing
it. Wash sales are unethical becausesthey create a false¢ impression of market activity.

12. Arbitrage

Arbitrage is the practice of earning profits from differences in the prices of the
same security in differefitymarkets. For example, the shares of a company are trading
at ¥500 on one stock exchange and 510 on another stock exchange at the same time.
An arbitrageur putchasesqthe shares at 500 and immediately sells them at I510. The
%10 difference per share becomes profit without waiting for future price movements.
Arbitrage helps in reducingprice differences between markets and contributes to
efficient price discovery.

While speculative transactions involve taking risks in the stock market with the
expectation of earning profits from future price movements, they are generally based
on publicly available information and market forecasts. But when a person buys or
sells securities using confidential and unpublished price-sensitive information that is
not available to other investors, the activity moves beyond normal speculation and
becomes insider trading. Unlike legitimate speculation, insider trading provides an
unfair advantage to certain individuals and is prohibited by law to ensure fairness,
transparency, and investor confidence in the securities market.

2.3.4 Insider trading

Insider trading is the buying or selling of shares by a person who has access to
unpublished price-sensitive information (UPSI) about a company before that information
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becomes available to the public. It is considered an unfair and illegal trading practice
because insiders can make profits or avoid losses by using confidential information
that ordinary investors do not possess. According to SEBI, an insider is a person
who relates to a company and has access to unpublished price-sensitive information.
Insiders may include directors, managers, officers, employees, auditors, consultants,
or any other person associated with the company. Suppose a company director learns
that the company has earned exceptionally high profits and will soon declare a large
dividend. Before this information is officially announced, the director purchases 1,000
shares at ¥500 each. After the announcement, the share price rises to 650 per share.
The director sells the shares and earns a profit of ¥1,50,000 [(Z650 —500) % 1,000] by
using confidential information. This is an example of insider trading.

2.3.4.1 Unpublished Price-Sensitive Information (UPSI)

The following types of information are considered price-sensitive because they can
significantly affect the market price of a company's shares:

1. Financial Results — Half-yearly, quarterly, or annual ptefits and losses of the
company.
2. Declaration of Dividends — Proposed interim ot final dividends to shareholders.

Issue of Securities — Public issues, rights issues, bonusdssues, or preferential
allotments.

4. Expansion Plans and New Projects — Major business expansion, diversification,
or commencement of new projects.

5. Mergers, Amalgamations, and (lakeovers — Plans relating to business
combinations or acquisitions.

6. Sale of Undertakings =, Disposal 0f the whole or a substantial part of the
company's business.

7. Information Affectiig-Earnings — Any event likely to increase or decrease
company profits significantly.

8. Changes in Policies ot Operations — Important changes in business strategy,
management policies, or operational activities.

2.3.4.2 Provisions in SEBI regulations 2015
1. SEBI (Prohibition of Insider Trading) Regulations, 2015 is the primary
regulation governing insider trading in India. Key provisions include:
2. Prohibition on trading by insiders when in possession of UPSI.
Prohibition on communication of UPSI except for legitimate purposes.

4. Mandatory maintenance of a Structured Digital Database (SDD) by companies
to record persons with whom UPSI is shared.

5. Trading Window Closure — companies must close the trading window for
designated persons during periods when UPSI is likely to exist (e.g., before
results announcements).
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6. Code of Conduct — listed companies and market intermediaries must frame and
enforce an internal code of conduct for prevention of insider trading.

7. Disclosure requirements for trading by promoters, directors, KMPs, and
designated persons beyond specified thresholds.

2.3.4.2.1 Penalties for Insider Trading
Under the SEBI Act, 1992, penalties for insider trading may include:
1.  Monetary penalty (which can extend to crores of rupees or three times the profit
made, whichever is higher).
2. Disgorgement of profits made through insider trading.
Debarment from accessing the securities market.

4. Criminal prosecution, including imprisonment and/or fine under the SEBI Act.

¢ Speculation involves buying or_sellifigysecurities tofearn profits from
future price changes.

¢ Investment focuses on long-term wealth creation, whereas speculation
aims at quick profits.

¢ Bull speculators expect prices, to rise’and buy securities in anticipation
of future gains.

O Bear speculators expect pricesto fall and sell securities to profit from
declining prices.

¢ Stag speculatorsgmainly apply for new share issues, expecting listing
gains.

¢ Lame Duck is a bear speculator who cannot fulfil delivery obligations on
the settlement date.

¢ Cornering and rigging are illegal practices used to manipulate market
prices artificially.

¢ Margin trading allows investors to trade with borrowed funds, increasing
both profit potential and risk.

0 Arbitrage involves earning profits from price differences of the same
security in different markets.

¢ Insider trading is the illegal buying or selling of securities using unpub-
lished price-sensitive information (UPSI).
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Objective Questions

1.
2.
3.
4.
3.

Who is a speculator who expects security prices to rise?
Who is a speculator who expects security prices to fall?
Which type of speculator mainly deals in new issues of shares?
What is a bear speculator who fails to deliver securities called?

What is the process of acquiring control over most of the available shares
called?

6. What is the practice of creating artificial demand to raise share prices
called?

7.  What type of trading involves the use of borrowed funds?
What option gives the holder the right to buy secutities?

9. What is the practice of earning profit from price diffésences in different
markets called?

10. What is trading based on unpublished price-sensitive information called?

Bull

Bear

Stag

Lame Duck
Cornering
Rigging
Margin Trading
Call Option
Arbitrage

1.
2.
3.
4.
3.
6.
7.
8.
9.

10. Insider Trading
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Self-Assessment Questions

1. Explain the meaning of speculation and distinguish between speculation
and investment.

2. Discuss the different types of speculators in the stock market with suitable
examples.

3. Explain the various speculative transactions carried out in the securities
market.

4. Describe the concept of option dealing and explain call option, put option
and double option.

5.  What is insider trading?

1. Select any two listed companies and compare Whether purchasing their
shares would be an investment/decision or @, speculative decision. Give
reasons for your answer.

2. Track the share price of a cempany fer ten trading days and identify whether
the market behaviourgeflects the actions'of a bull or a bear speculator. Pre-
pare a brief report.

3. Study a recent IPO in India and analyse how a stag speculator could earn
profit from theissue. Support your answer with relevant market data.

4. Collect informatien®on any reported insider trading case in India and
explain themature of the unpublished price-sensitive information involved,
and the action taken by SEBI.

5. Using hypothetical data, illustrate how profits or losses can arise from
margin trading, arbitrage, and option dealing. Present the calculations and
conclusions.
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Unit ﬁ
Introduction to
Financial Services

Learning Outcomes

After completing this unit, the learner will be able to;

¢ gain insight into the meaning of financial services.
¢ explain the characteristics of financial services.

¢ analyse the significance and scope of financial
services

explain the objectives of financial services.

understand the functions of financial'services

Prerequisite

Mr Vivek Shafma,a businessman from Indore, owned a
furniture manufacturing unit. As his business expanded, he
realised that,managing finances was as important as managing
production and“sales. To purchase modern machinery, he
obtained a term loan from a commercial bank. He maintained a
current aceount for his business transactions and used internet
bankingdand NEFT services to make payments to suppliers
located in different states. To protect his factory, machinery,
and inventory from unforeseen events, he purchased insurance
policies. He also invested a portion of his surplus profits in
fixed deposits and mutual funds to earn additional returns.
Seeking professional advice from a financial consultant helped
him make better investment and tax planning decisions. Most
of his customers preferred making payments through digital
platforms, making business transactions faster and more
secure. Over time, Mr. Sharma realised that the growth and
sustainability of his business depended not only on production
and marketing but also on the efficient use of various financial
services.
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This example demonstrates that financial services play a crucial role in the
modern economy. They facilitate the mobilisation of savings, provide access to
credit, support investment activities, enable secure payment systems, and help
individuals and businesses manage financial risks. As the financial sector continues
to evolve with technological advancements and innovation, financial services have
become indispensable for economic development and the efficient functioning of
businesses.

This unit discusses the meaning, characteristics, objectives, significance, scope,
and functions of financial services.

Financial Services, Insurance, Liquidity, Risk Management

Discussion

3.1.1 Meaning and Definition of FinancialServices

Meaning

Financial services are all activities that are financialdn nature. Financial services are
the economic services provideddby financial'institutions and financial intermediaries
that facilitate the smooth flow 0f funds in‘the economy by offering a variety of financial
products and services, thereby helpingiindividuals and businesses save, borrow, invest,
insure, transfer funds, and manage financial risks effectively. Financial services constitute
an essential componefit of the financialsystem. They facilitate the mobilization of savings
and the allocation of fundsthfough a variety of financial products, credit instruments,
and investment avenues. These services assist customers in meeting their financial
requirements by providing bortowing, lending, investment, insurance, payment, and
fund transfer facilities. Fifiancial institutions such as commercial banks, non-banking
financial companies (NBFCs), insurance companies, credit card companies, consumer
finance companies, stock brokers, investment companies, and mutual funds offer a wide
range of financial services.

Definition

Financial service is defined as, "the products and services offered by institutions
like banks of various kinds for the facilitation of various financial transactions and
other related activities in the world of finance like loans, insurance, credit cards, money
management as well as providing information on stock markets."
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3.1.2 Characteristics of Financial Services
1. Intangibility

Financial services are intangible in nature, as they cannot be seen, touched, or
physically possessed. They exist in the form of financial advice, expertise, contractual
arrangements, or financial assistance rather than physical products. For example, the
advisory services provided by a tax consultant cannot be physically examined before
they are received. Consequently, customers evaluate financial services based on the
competence, reputation, reliability, and quality of the service provider. Customer
satisfaction and feedback also play an important role in assessing the effectiveness of
financial services.

2. Inseparability

Financial services are inseparable from the service provider because their production
and consumption occur simultaneously. Unlike manufactured goods, financial services
are delivered and consumed at the same time. For instance, loan processing by a bank,
investment advice by a financial consultant, or credit rating by a credit rating agency
can only be provided through the respective instifution or professional. Therefore,
the quality of financial services largely depends on'the knowledge, efficiency, and
professionalism of the service provider.

3. Customer-Specific (Customer-Oriented)

Financial services are customer-specifi¢,.as they are designed to meet the unique
financial needs of individual€ustomers “and.business organizations. Financial
institutions assess factors such as customiers' financial objectives, income, investment
preferences, liquidity requirements, and risk-bearing capacity before recommending
suitable financial products. For example, a stockbroker recommends investments based
on the client's investment goals and. risk tolerance, while banks offer different loan
schemes for studefits, entreprencurs, and housing purposes. Thus, financial services
emphasize customizatiofi rather than standardization.

4. Dynamic Nature

Financial services are dynamic because they continuously evolve in response to
technological advancements, economic developments, government regulations, market
competition, and changing customer expectations. Financial institutions regularly
introduce innovative products and delivery channels such as internet banking, mobile
banking, digital wallets, Unified Payments Interface (UPI) and fintech solutions.
Continuous innovation enables financial institutions to improve customer convenience,
operational efficiency, and competitiveness.

5. Direct Sale

Financial services are generally delivered through direct interaction between the
financial institution and the customer. Banks, insurance companies, mutual funds,
stockbrokers, and other financial institutions provide services directly through their
branches, websites, mobile applications, call centres, and authorized representatives.
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6. Credibility of the Service Provider

The success of financial services largely depends on the credibility, reputation, and
trustworthiness of the service provider. Since customers entrust financial institutions
with their savings, investments, and confidential financial information, they prefer
institutions that are financially sound, transparent, ethically managed, and well regulated.
Factors such as goodwill, financial stability, quality of customer service, regulatory
compliance, and corporate governance significantly influence customer confidence.
Therefore, credibility is one of the most valuable assets of a financial service provider.

7. Information-Based

Financial services are information-intensive, as they rely heavily on the collection,
processing, analysis, and dissemination of financial information. Decisions relating to
lending, investment, insurance, taxation, and risk management depend on accurate,
timely, and reliable information. Efficient information management improves decision-
making, enhances service quality, and reduces financial risks.

8. Dependence on Technology

Modern financial services are increasingly technelogy-driven. The widespread use
of digital technologies such as online banking, mobile banking,/electronic payment
systems, cloud computing, artificial intelligénce, blockchaingzand data analytics has
transformed the financial services sector. Technology enhances speed, accuracy,
accessibility, security, and customer convenience whilereducing operational costs.

3.1.3 Significance of Fifancial Services

Financial services play a vital role‘in the growth and development of an economy.
Their importance can be explained through'the following points:

The scope of financial services refers to the wide range of functions and activities
performed by finaneial institutions to meet the financial needs of individuals, businesses,
and governments. Financial services facilitate the mobilization of savings, efficient
allocation of financial resour€es, risk management, and economic development. The
major areas covered under the scope of financial services are discussed below.

1. Promotion of Savings

One of the primary functions of financial services is to promote savings by
providing individuals and institutions with a variety of safe and attractive investment
opportunities. Financial institutions mobilize surplus funds through instruments such
as bank deposits, insurance policies, mutual funds, pension schemes, and other savings
products. These services encourage a saving habit among the public and ensure that idle
funds are channelled into productive investments.

2. Capital Formation

Financial services play a significant role in capital formation, which refers to the
creation and expansion of capital assets such as machinery, equipment, factories,

m SGOU - SLM - BCom - Financial Services and Market @

—oC—~

R
SREENARAYANAGURU
OPEN UNIVERSITY



infrastructure, and other productive resources. By mobilizing savings from surplus
units and directing them to businesses and industries requiring funds, financial services
facilitate investment in productive activities. This process increases the productive
capacity of the economy and contributes to long-term economic development.

3. Risk Management

Financial services provide various mechanisms for managing and minimizing
financial risks faced by individuals and business organizations. Insurance services offer
protection against unforeseen losses arising from events such as accidents, illness,
fire, or natural disasters. Similarly, credit rating services assess the creditworthiness of
companies and financial instruments, enabling investors to make informed investment
decisions. Portfolio management, financial advisory, and risk assessment services
further assist investors in diversifying investments and reducing financial risk.

4. Provision of Liquidity

Financial services enhance the liquidity of financial asséts,by enabling investors to
convert their investments into cash with ease and minimumloss of value. Financial
institutions offer a wide range of investment avenues,and facilitate the buying, selling,
and transfer of financial assets. This flexibility allowsinyestors to reallocate their funds
according to changing financial needs and market,conditions, théreby improving the
efficient utilization of financial resources.

5. Creation of Employment Opportunities

The financial services sector contfibutes signifieantly to employment generation.
Financial institutions such a$§ banks, dfsurance companies, mutual funds, stock
exchanges, non-banking financial companies)(NBFCs), and fintech firms create direct
employment opportunities for'professionalsin banking, finance, accounting, marketing,
information technole@y, ‘and customersservice. Moreover, by providing financial
assistance to businesses and.entrepreneurs, financial services promote industrial and
commercial growth,ther€by generating indirect employment opportunities throughout
the economy.

6. Improvement in the Standard of Living

Financial services contribute to an improved standard of living by increasing access to
savings, credit, insurance, and investment facilities. They enable individuals to finance
education, housing, healthcare, business activities, and other essential needs. Greater
financial inclusion, improved access to financial resources, and increased investment
opportunities enhance income generation, financial security, and the overall quality of
life.

7. Promotion of Economic Growth

A well-developed financial services sector is a key driver of economic growth
and development. By mobilizing savings, facilitating capital formation, promoting
investment, managing risks, and supporting entrepreneurship, financial services
improve the efficiency of resource allocation within the economy. These activities
increase production, generate employment, raise national income, and contribute to
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sustainable and inclusive economic development.

3.1.4 Scope of Financial Services

The scope of financial services is broad and continuously expanding with the
growth of the financial sector and advancements in technology. Financial institutions
offer a wide range of services that cater to the financial requirements of individuals,
businesses, and governments. These services facilitate savings, investment, borrowing,
risk management, financial planning, and the efficient allocation of financial resources.
The increasing complexity of financial markets and the growing demand for specialised
financial solutions have further widened the scope of financial services. The major areas
covered under the scope of financial services include the following:

1. Asset/Fund-Based Financial Services

Asset-based or fund-based financial services involve the direct deployment of funds
by financial institutions to provide financial assistance togeustomers. These services
are primarily intended to meet the financial requirements of‘individuals and business
organisations for investment, expansion, and working capitaly Major asset-based
financial services include lease financing, housing finance, hire purchase, factoring,
forfaiting, insurance, venture capital, bills discounting, and mutual funds.

2. Fee-Based Financial Services

Fee-based financial services involve the provision of specialised financial expertise,
consultancy, and intermediary serviees,without deploying the financial institution's own
funds. Financial institutions eagi income mainly‘through fees, commissions, brokerage,
and other service charges. Important fee-based financial services include merchant
banking, credit rating, stock broking, corporate advisory services, and custodial services.

3.1.5 Objectiyes of Financial Services

Financial services are designed to facilitate the efficient allocation and utilization
of financial resources in an economy. They cater to the financial needs of individuals,
businesses, and governments while promoting economic stability and growth. The
major objectives of financial services are as follows:

1. Mobilization of Funds

One of the primary objectives of financial services is to mobilize savings from
individuals and institutions possessing surplus funds. Financial institutions collect
these savings through various financial instruments and services such as bank deposits,
insurance policies, mutual funds, and pension schemes. The mobilization of funds helps
convert idle savings into productive capital, thereby contributing to capital formation
and economic development.

2. Productive Employment of Funds

Financial services ensure that mobilized funds are efficiently allocated to productive
sectors of the economy. Through services such as loans, advances, bill discounting,

m SGOU - SLM - BCom - Financial Services and Market @

—oC—~

R
SREENARAYANAGURU
OPEN UNIVERSITY



leasing, hire purchase, securitization, and project financing, financial institutions
provide the required capital to individuals and business enterprises. This enables
investment, expansion of business activities, employment generation, and overall
economic progress.

3. Provision of Financial Advisory Services

An important objective of financial services is to provide expert financial guidance
to individuals and organizations. Professional advisory services assist clients in making
informed financial decisions regarding investments, taxation, financial planning, risk
management, project appraisal, mergers and acquisitions, and wealth management.
Such advisory services enhance financial literacy and promote efficient financial
decision-making.

4. Provision of Need-Based Financial Services

Financial services aim to meet the diverse financial requirements of customers by
offering specialized products and services tailored to theirispecific needs. With the
expansion of the financial sector, customers can access a wide range of services such
as venture capital financing, housing finance, consumer finance, mfrastructure finance,
credit rating services, merchant banking, and asset ‘management. These customized
financial solutions improve customer satisfaetion, and support! different stages of
personal and business development.

5. Promotion of Economic Growth and Development

A well-developed financial servi€essectorplays aefucial role in promoting economic
growth by ensuring the efficight mobilizétion, allocation, and utilization of financial
resources. Financial services encoufage Savings, facilitate investments, support
entrepreneurship, improve industrial productivity, and strengthen the financial system.
Continuous innovatiefi 1 finaneial, produets and services further enhances economic
efficiency, resulting in sustainable and inclusive economic development.

3.1.6 Functions of Financial Services

i.  Facilitating Transactions:Financial services facilitate economic transactions
by enabling the exchange of goods and services. They act as a lubricant for the
monetary and financial system, ensuring the smooth functioning of economic
activities.

ii. Mobilisation of Savings:Financial services play a significant role in mobilising
savings from individuals and institutions and channelising them into productive
investments for the growth of commerce and industry. Thus, they contribute to
capital formation and the overall economic development of a country.

iii. Effective Deployment of Funds:The financial services sector provides an effi-
cient market mechanism for the proper allocation and utilisation of funds for
productive investments. It helps redirect financial resources from unproductive
uses to more productive and profitable avenues.

iv. Provision and Monitoring of Services:Financial services also perform the
important function of providing need-based financial services and monitQring
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the utilisation of funds to ensure that they are used for the intended purposes.

v. Risk Management:Financial service institutions, such as insurance companies
and insurance brokers, help minimise risk by pooling and spreading the risks of
a large number of individuals. They also enable individuals and businesses to
transfer their risks to those who are willing to bear them.

vi. Economic Growth and Development:The institutions operating in the finan-
cial services sector provide both quantitative and qualitative direction to the
flow of funds. They ensure the rational allocation of financial resources, thereby
promoting the economic growth and development of the country.

Recap

¢ Financial services are economic services provided by financial institu-
tions and intermediaries to facilitate financial transactions, mobilise sav-
ings, provide credit, manage investments, and manage financial risks.

¢ Financial services possess distinctive characteristics, including intangi-
bility, inseparability, customer orientation, dynamic nature, direct deliv-
ery, credibility, information-based operationsjand dependence on tech-
nology.

¢ Financial services are significant because they promote savings, facili-
tate capital formation, improve liquidity, manage financial risks, gener-
ate employment opportunities, enhance thé standard of living, and con-
tribute to economigfgrowth and development.

¢ The major objectives of fifiancial services are to mobilise and produc-
tively utilise funds, provide financial advisory services, offer need-based
financial solutions, and,promote economic growth and development.

0 The functions ef financial services include facilitating financial transac-
tions, mobilising sayings, ensuring the effective deployment of funds,
providing need-based financial services, monitoring the utilisation of
funds, and managing financial risks.

Objective Questions

1.  Which characteristic of financial services refers to the fact that they cannot
be seen or physically possessed?

2.  Which characteristic of financial services indicates that their production
and consumption occur simultaneously?

3. Which characteristic of financial services means that they are designed to
meet the specific needs of customers?
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4. Which characteristic of financial services reflects their continuous evolu-
tion in response to technological and economic changes?

5. Which characteristic of financial services involves providing services
directly to customers without intermediaries?

6. Which characteristic of financial services emphasizes the importance of
the reputation and trustworthiness of the service provider?

7. Which objective of financial services focuses on collecting savings from
individuals and institutions?

8.  Which objective of financial services ensures that mobilized funds are
allocated to productive sectors of the economy?

9. Which objective of financial services provides expert guidance on invest-
ments, taxation, and financial planning?

10. Which objective of financial services aims to proyide specialized financial
products tailored to customer requirements?

11. Which objective of financial services ultimately contributes to the overall
development of the economy?

12. Which scope of financial services enablésinvestors to convert their invest-
ments into cash easily?

13. Which scope of financial services helps protect individuals and businesses
against financial risks?

14. Which scope of finan€ial services conffibutes to increasing the stock of
productive capital in the economy?

15. Which scope of financial servicgs promotes employment by supporting
business and'industrial growth?

Intangibility

Inseparability

Customer-Specific (Customer-Oriented)
Dynamic Nature

Direct Sale

Credibility of the Service Provider
Mobilization of Funds

Productive Employment of Funds

1.
2.
3.
4.
5.
6.
7.
8.
9.

Provision of Financial Advisory Services
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10. Provision of Need-Based Financial Services

11. Promotion of Economic Growth and Development
12. Provision of Liquidity

13. Risk Management

14. Capital Formation

15. Creation of Employment Opportunities

Self-Assessment Questions

1. Define financial services. Explain the major characteristics of financial ser-
vices.

Discuss the objectives of financial services.
Explain the scope of financial services.

Describe the major functions of financial setvices.

U

Explain the significance of financials€iViees in the economic development
of a country.

Assignments

1. "Financial sérvices promete savings and capital formation." Examine this
statement in the lightsof the objectives and scope of financial services.

2. Analyse howithe characteristics of financial services distinguish them from
tangible goods.

3. Examine the role of financial services in promoting economic growth
through efficient mobilization and productive employment of funds.

4. Analyse how financial services contribute to risk management, liquidity,
and improvement in the standard of living.

5. Evaluate the contribution of financial services to the development of busi-
nesses and the economy with reference to their functions and significance.
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Unit é
Types of Financial Services

Learning Outcomes

After completing this unit, the learner will be able to;
0 gain insight into the various fund-based financial
services

0 understand the different fee-based financial ser-
vices.

Prerequisite

Sanjay is the oWwner of a rapidly growing engineering
components manufacturing company. As his business
expanded, hegealised that managing finance involved much
more than' arranging fundsfor day-to-day operations.

To moderni§¢ his production unit, Sanjay acquired
advancedymachinery through a lease financing arrangement
mstead of purchasing it outright. He also obtained immediate
workingreapital by discounting trade bills and sold some of
his trade receivables to a factoring company to improve cash
flow. When the company began exporting its products, it used
forfaiting services to receive immediate payment for export
receivables. To safeguard the business against unforeseen
losses, Sanjay insured the factory, machinery, and inventory.
The company invested its surplus funds in mutual funds,
while Sanjay purchased a house with the assistance of housing
finance. To support the development of an innovative product,
the company also received venture capital from an investment
firm.

As the business continued to grow, Sanjay sought the
assistance of financial experts for activities that did not require
direct financing. He appointed a merchant banker to manage
the issue of securities, obtained a credit rating before raising
funds from the market, consulted professionals for corporate
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advisory services during business expansion, executed the purchase and sale
of securities through a stockbroker, and appointed a custodian to safeguard the
company's financial assets.

Sanjay soon realised that the financial sector offered two broad categories of
services. Some services provided finance directly by deploying funds, while others
offered professional expertise, advisory support, and intermediary services, for
which financial institutions earned fees or commissions. Both categories were
equally important in supporting business growth, improving financial efficiency,
and enabling informed decision-making.

In today's dynamic business environment, organisations require a variety
of financial services at different stages of their growth. While some services
provide financial resources for investment and expansion, others offer specialised
expertise in raising capital, managing risks, investing funds, complying with
regulations, and protecting financial assets. Understanding these different types
of financial services helps businesses make informed financial decisions and
achieve sustainable growth. This unit discusses about the“different types of
Financial Services in more detail.

Asset-Based Financial Servieés, Fee-Based Finanicial Services, Leasing, Factoring

Discussion

Financial services€onstitute an integgal part of the financial system and encompass a
wide range of prodiicts and services offered by financial institutions to meet the financial
requirements of individuals, businesses, and governments. These services facilitate the
mobilisation of savings, provide access to finance, promote investment, support risk
management, and ensuresthe’efficient allocation and utilisation of financial resources.
By contributing to capital formation, entrepreneurship, employment generation, and
economic development, financial services play a crucial role in the growth and stability
of the economy. To effectively fulfil these objectives and address diverse customer
needs, financial institutions offer different types of financial services.

3.2.1 Types of Financial Services

Financial services can be broadly classified into two categories, namely Asset/Fund-
Based Services and Fee-Based Services.
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TYPES OF
FINANCIAL SERVICES

ASSET / FUND BASED | FEE BASED
FINANCIAL SERVICES RVICES

Figure 3.2.1 Types of Financial Services

3.2.1.1. Asset / Fund Based Financial Services

Asset/Fund-based financial services inyolve the lending or investment of funds by
financial institutions to meet the financial requirements of individuals and business
organisations. These services generate income primarily through interest, lease rentals,
dividends, or investment returns.

a. Lease Financing

Lease financing is an important asset-based financial service under which the owner
of an asset, known as'the lessor, grantsanother party, known as the lessee, the right to
use the asset for a §pecifiedpetied in return for periodic payments called lease rentals.
Ownership of the assetsfémains with the lessor, while the lessee enjoys the right to use
the asset in accordance with the terms of the lease agreement. The leasing industry
in India began with the éstablishment of the First Leasing Company of India Ltd. in
1973. It later expanded with the entry of financial institutions, commercial banks, and
Non-Banking Financial Companies (NBFCs), making leasing an important source of
medium- and long-term finance.

Lease financing enables businesses to use costly assets such as machinery, equipment,
vehicles, and industrial plants without making a large initial investment. For example,
if a business requires an expensive machine but lacks sufficient funds to purchase it,
it can enter into a lease agreement with the owner of the asset and use the machine by
paying periodic lease rentals. Lease financing is broadly classified into operating lease
and financial lease. An operating lease is generally a short-term lease in which the
lease period is shorter than the economic life of the asset, and the lessor is normally
responsible for repairs and maintenance. At the end of the lease period, the lessee may
renew the agreement or return the asset. A finance lease, on the other hand, is a long-
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term lease covering a major part of the asset's economic life. In this case, the lessee
identifies the asset and its supplier, while the lessor purchases the asset and leases it to
the lessee. The lessee generally bears the cost of maintenance, repairs, and insurance,
and the lease rentals substantially recover the cost of the asset. Depending on the terms
of the agreement, ownership of the asset may be transferred to the lessee at the end of
the lease period. In India, lease financing services are provided by institutions such as
Infrastructure Leasing & Financial Services Ltd. (IL&FS), ICICI, IFCI, LIC, HDFC,
commercial banks, NBFCs, and other financial institutions, making lease financing an
important source of business finance for acquiring productive assets.

b.Housing Finance

Housing finance is a specialised form of financial service that provides long-term
financial assistance for acquiring, constructing, repairing, renovating, or extending
residential properties. It is offered by banks, housing finance companies, and other
financial institutions. Housing is one of the basic necessities of human life and plays
a significant role in the socio-economic development of a ¢ountry. However, the high
cost of land and construction makes it difficult for individuals to'meet housing expenses
solely from their personal savings, thereby creating a growing demand for external
housing finance. Housing finance institutions, commercial banks, and Non-Banking
Financial Companies (NBFCs) provide home loans and other housing finance products
to meet this demand. To attract customers, these institutions offer competitive interest
rates, flexible repayment options, longer 16an tenures, lower margin requirements, and
both fixed-rate and floating-rate housing loans, often allowing borrowers to switch from
one interest rate option to another under specified conditions. In addition, they provide
faster loan processing, quick disbursement, proféssional financial advisory services,
and concessions in processing charges_and other upfront fees. Institutions such as the
National Housing Bank (NHB), Housing Dgvelopment Finance Corporation (HDFC),
commercial banks, housing finance companies, and other financial institutions play a
significant role in providing housingffinance, thereby promoting home ownership and
contributing to the'overall€€onomic and social development of the country.

c. Hire Purchase

Hire purchase is an important asset-based financial service that enables individuals
and businesses to acquire an asset by paying its cost in equal periodic instalments
over an agreed period. According to the International Finance Corporation (IFC), hire
purchase is a hybrid financial instrument that provides an alternative to bank finance
for purchasing assets. Under a hire purchase agreement, the purchaser, known as the
hirer, obtains immediate possession and the right to use the asset. At the same time, the
ownership remains with the owner (vendor) until the payment of the final instalment.
Each instalment consists of both principal and interest, commonly referred to as the
hire purchase charge. After the last instalment is paid, the ownership of the asset is
transferred to the hirer. However, if the hirer defaults in making the agreed payments,
the owner has the legal right to repossess the asset. Hire purchase is widely used for
financing consumer durables such as televisions, refrigerators, washing machines, and
furniture, and has become particularly popular in automobile financing. Along with
leasing, hire purchase has emerged as an important supplementary source of medium-
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and long-term finance, enabling customers to acquire assets without making a large
initial investment. In India, hire purchase services are mainly provided by Non-Banking
Financial Companies (NBFCs), commercial banks, financial institutions, and other
financing organizations.

d. Factoring

Factoring is a financial service in which a business (known as the client) sells its
trade receivables or book debts to a specialised financial institution called a factor. The
factor undertakes the responsibility of collecting the receivables from customers and
provides finance to the business either immediately or on a predetermined payment
date. In addition to financing, factoring also transfers the responsibility for managing
receivables and maintaining related records from the client to the factor. As a result,
businesses can improve cash flow, reduce administrative work, and focus on their core
operations.

The factor generally performs five major functions. First, it maintains the client's
sales ledger by keeping records of receivables. Second, it eollects outstanding debts
from customers. Third, it provides short-term finance by advancing.a substantial portion
of the invoice value before the receivables are collected. Fourth, \depending on the
agreement, it may assume or manage the credit risk associated with customer default.
Finally, the factor offers advisory services relating to'ereditmanagément and receivables
administration. For these services, the factor chargestwo types of fees: a commission
for sales ledger maintenance and debt collection, and an interest or discount charge on
the amount advanced until the receivables‘are realised,

Factoring arrangements arg designed, to meet the diverse financing needs of
businesses. They are commonly classified based on risk assumption, payment method,
disclosure of the factor's identity, extent of services provided, and the geographical
location of the partiesgifivolved. The major types include recourse and non-recourse
factoring, advance/and maturity factoring, full factoring, disclosed and undisclosed
factoring, and domestic and international (export) factoring.

i.  Recourse Factoring: Here, the client bears the credit risk, and the factor has the
right to recover théi@@mount from the client if the customer fails to pay.

ii. Non-Recourse Factoring: Here, the factor assumes the credit risk, and the
client is not liable if the customer defaults.

iii. Advance Factoring: In advance factoring, the factor pays a major portion of
the invoice value to the client in advance, with the balance paid after collection
of the receivables.

iv. Maturity Factoring: In maturity factoring, the factor does not make any
advance payment and pays the client only on the agreed payment date or after
collecting the receivables.

v. Full Factoring: Full factoring is a comprehensive arrangement that provides
financing, sales ledger administration, debt collection, and credit protection.

vi. Disclosed Factoring: In disclosed factoring, the customer is informed that the
receivables have been assigned to the factor and payment is made directly to
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the factor.

vii. Undisclosed Factoring: In undisclosed factoring, the customer is not informed
about the involvement of the factor, although the factor manages the receivables
and may provide finance.

viii. Domestic Factoring: Domestic factoring involves the client, customer, and
factor all being located within the same country.

ix. International (Export/Cross-Border) Factoring: International or export
factoring is a factoring arrangement in which the parties are located in different
countries, facilitating the financing and collection of receivables arising from
international trade transactions.

e. Forfaiting

Forfaiting is a financial service used in international trade to provide immediate
finance to exporters by purchasing their export receivables. Under this arrangement, a
bank or financial institution, known as the forfaiter, purchases the exporter’s trade bills
or promissory notes at a discount without recourse. This meansthat once the receivables
are sold, the exporter is relieved of the risk of non-payment, asithe forfaiter assumes
full responsibility for collecting the amount from thelimporter. Thus, forfaiting enables
exporters to convert future receivables into immediate cash while transferring the risks
associated with credit, collection, and default.tothe forfaiter.

In a typical forfaiting transaction, an exporter and an importer enter into a commercial
agreement under which the importer purchases goods on a deferred payment basis. To
settle the payment, the importer issues a series of promissory notes or accepts bills of
exchange drawn by the exporterfThese instrumenitsiare generally guaranteed by a bank
guarantee assuring payment if the importérfails to meet the obligation. The exporter then
sells these bank-guaranteed bills or promissory notes to a forfaiter at a discounted value
without recourse. The forfaiting agreement specifies various terms such as the discount
rate, commitment charges, risk premiuif, grace period, repayment schedule, and interest
rate. The discount charged by theforfaiter depends on factors such as the maturity period
of the instrument, the €urrency involved, the creditworthiness of the guaranteeing bank,
and the country risk of the importer. After deducting the agreed discount and charges,
the forfaiter pays the exporter the balance amount immediately. The forfaiter may retain
the bills until maturity and collect the payment from the guaranteeing bank or sell them
in the secondary market as negotiable financial instruments.

f. Insurance Services

Insurance is a financial service based on a legal contract between two parties, namely
the insurer (insurance company) and the insured (individual or organisation seeking
insurance coverage). Under this contract, the insurer agrees to compensate the insured
for financial losses arising from specified unforeseen events in return for the payment
of a premium. Insurance operates on the principle of risk pooling, where the losses of
a few policyholders are shared by a larger group through the collection of premiums.
This mechanism helps restore the insured, as far as possible, to the financial position
they were in before the loss occurred, thereby providing financial security and reducing
the financial impact of unexpected events.
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Besides offering financial protection, insurance also supports long-term financial
planning. Many insurance products combine risk coverage with savings or investment
features, helping individuals and businesses achieve financial goals while ensuring
protection against potential risks. Certain insurance policies may also provide tax
benefits in accordance with prevailing tax laws. Therefore, insurance serves as an
important tool for risk management, financial security, and wealth planning.

In India, the insurance sector is regulated by the Insurance Regulatory and
Development Authority of India (IRDAI), which oversees the functioning of insurance
companies, promotes the orderly development of the industry, and safeguards the
interests of policyholders. Today, both public and private insurance companies operate
in the market, offering a wide range of life and non-life insurance products to meet the
diverse needs of individuals and businesses.

g. Venture capital

It is a form of long-term financing provided to new, innovative, and high-growth
businesses that have strong commercial potential but involve a high degree of risk.
It is generally invested in start-ups or early-stage enterprises that,are developing new
products, services, or technologies but may not have,access to traditional sources of
finance due to their limited operating history or uncettain future earnings. Venture
capital investors provide funds with the expectation of earning substantial returns
through the future growth and success of the business:.

Typically, venture capital is invested in businesses that are commercially viable but
are based on untested ideas, innovativesbusiness models, or advanced technologies. Such
ventures require significant findncial support during the early stages of development,
including product development, matket sexpansion, and commercialisation. In
addition to financial assistance, venture capital firms often provide strategic guidance,
managerial expertise,d€chnical'support, and business networks to help the enterprise
grow successfully. /Venture capital“investment may be made at different stages of a
business, from the start-up phase to the expansion stage, depending on the funding
requirements and growth prospects of the enterprise.

Venture capital playst@ wvital role in promoting entrepreneurship, technological
innovation, employment generation, and economic development. By supporting
innovative enterprises that may otherwise find it difficult to obtain conventional
finance, venture capital contributes to the development of new industries and enhances
the competitiveness of the economy

h. Bill discounting

It is a short-term trade financing service through which businesses obtain immediate
funds by selling their trade bills to banks or financial institutions before their maturity
date. It is commonly used to finance working capital and day-to-day business transactions
rather than long-term capital expenditure. Under this arrangement, the financial
institution purchases the trade bill at a discount and pays the bill holder the amount after
deducting the discount charges. On the due date, the financial institution collects the
full amount from the party responsible for payment. Trade bills are negotiable money
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market instruments that facilitate credit transactions in business. By converting trade
receivables into immediate cash, bill discounting improves the liquidity and cash flow
of businesses while ensuring the smooth conduct of commercial activities. Financial
institutions and specialised discount houses play an important role in bill discounting
by providing liquidity to the financial system and supporting the efficient functioning
of the money market.

i. Mutual Fund

A mutual fund is a financial service that pools money from a large number of
investors and invests it in a diversified portfolio of financial securities such as shares,
bonds, government securities, money market instruments, and other eligible assets.

A mutual fund is organised as a trust consisting of four important constituents: (i)
Sponsor, (i1) Trustees, (iii) Asset Management Company (AMC), and (iv) Custodian. The
sponsor acts as the promoter and establishes the trust. The trustees hold the assets of the
trust on behalf of the unitholders and exercise overall supegvision over the functioning
of the AMC. They are responsible for monitoring the AMC's performance and ensuring
compliance with SEBI regulations. The AMC manages the investment portfolio and
day-to-day operations of the mutual fund, while the custodian is responsible for holding
and safeguarding the securities of the fund.

As a financial intermediary, a mutual fund offers several benefits to investors. It
provides convenience in investing, reduces investment risk through diversification,
ensures professional fund management by experienced/experts, and lowers investment
costs by taking advantage of economi€s of scale.

The regulatory framework for mutualfunds in India is governed by SEBI Regulations.
The major elements of this regulatory mechanism include (i) registration of mutual funds,
(i1) constitution and management, of mutual funds, (iii) constitution and management
of Asset Management Companies (AMCs) and custodians, (iv) mutual fund schemes,
(v) investment objectivesqnd valuation policies, (vi) real estate mutual fund schemes,
(vii) inspection and audit, (viii) general obligations, and (ix) action in cases of default.

j. Term Lending / Proje€t:Finance

Long-term funds extended by financial institutions to finance fixed capital
requirements of new projects or expansion of existing ones.

3.2.1.2 . Fee-based financial services

Fee-based financial services refer to specialised financial services provided by
financial institutions, where income is earned primarily through fees, commissions,
brokerage, discounts, and other service charges instead of interest from lending activities.
These services generally involve advisory, intermediary, and support functions for
individuals, businesses, and institutions.

a. Credit Rating

Credit rating is the process of assessing the creditworthiness of an individual,
company, financial institution, or debt instrument. It indicates the ability and willingness
‘o
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of the borrower or issuer to meet financial obligations, such as the repayment of
principal and interest, on time. Since evaluating the repayment capacity of borrowers
requires specialised financial analysis and continuous monitoring, this function is
performed by independent credit rating agencies. These agencies analyse factors such as
financial strength, profitability, cash flow, debt-servicing capacity, business prospects,
management quality, and industry risk before assigning a rating expressed through
standard symbols (such as AAA, AA, A, BBB, etc.). Credit ratings help investors assess
investment risk, assist issuers in raising funds, and promote transparency and confidence
in the financial market. In India, major credit rating agencies include CRISIL Limited,
ICRA Limited, CARE Ratings Limited, India Ratings & Research Pvt. Ltd., and Acuité
Ratings & Research Limited.

b. Merchant Banking

Merchant banking refers to specialised financial services provided mainly to corporate
clients for raising capital and obtaining professional financial advice. Unlike commercial
banks, merchant banks primarily earn income through fe€s, and commissions rather
than accepting public deposits or providing conventional banking services. Merchant
bankers offer a wide range of services, including issue management, underwriting of
securities, project counselling, loan syndication, corporate restructuring, mergers and
acquisitions, portfolio management, investment.advisoty, and cotporate counselling.
They also assist companies in complying with regulatory requiréments, preparing offer
documents, pricing securities, coordinating with various intermediaries, and ensuring
the successful completion of capital market transactions. Owing to the importance of
issue management, merchant banking is often closely associated with managing public
issues of securities.

c. Stock Broking

Stock broking is a finaneial service throtigh which stockbrokers act as intermediaries
between investorsdand recognised stock exchanges for the purchase and sale of
securities. Stockbrokers eXxecute transactions in shares, bonds, derivatives, exchange-
traded funds (ETFs), and other securities on behalf of investors. In India, stockbrokers
must be registered with the Seéurities and Exchange Board of India (SEBI) and comply
with the regulations of recognised stock exchanges. In addition to executing trades, they
provide investment advice, research reports, online trading platforms, portfolio-related
services, and market information. Although investors can now place orders directly
through electronic trading platforms, all transactions are executed through SEBI-
registered stockbrokers, who earn brokerage or commissions for the services rendered.

d. Corporate Advisory Services

Corporate advisory services are specialised consultancy services provided to
business organisations on financial, strategic, and managerial matters. Companies often
require expert guidance in areas such as project financing, capital structure, business
expansion, diversification, mergers and acquisitions, corporate restructuring, valuation,
financial planning, and regulatory compliance. These services are generally offered by
merchant bankers, investment banks, and financial consultants to help businesses make
informed decisions and utilise their financial resources efficiently. Corporate advisory
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services also assist companies in adapting to changes in government policies, economic
conditions, and the business environment, thereby improving operational efficiency,
reducing financial risks, and supporting long-term growth.

e. Custodial Services

Custodial services refer to the safekeeping and administration of financial assets on
behalf of investors. A custodian is a financial institution that holds securities such as
shares, bonds, mutual fund units, government securities, and other financial instruments
in electronic or physical form to protect them from loss, theft, damage, or unauthorised
use. Besides ensuring the safe custody of securities, custodians provide a range of
related services, including settlement of securities transactions, collection of dividends
and interest, maintenance of investment records, processing of corporate actions such as
bonus issues, rights issues and stock splits, tax-related services, and periodic reporting
of investment holdings. In certain cases, custodians may also act on behalf of clients
in accordance with the custodial agreement. These services are provided in return for
a custodial fee, which varies according to the nature and extent of the services offered.

Table 3.2.1 Comparison of fund-based and fee-based finaneial services

Basis Fund-Based Services Fee-Based Services

Nature Involves actual depleyment/, Involves only advice/

lending of funds expertise, no deployment of
own funds

Income Source Interest, rentals, \ discount /Fees, commission, brokerage
margin

Risk Institution  bears », credit/ Institution bears  mainly
financial risk professional/reputational risk

Examples Izeasing, », hire < purchase, Merchant banking, credit

factoring, venture capital

rating, portfolio management

Balance Sheet
Impact

Appears' as assets/liabilities
on the /provider's balance
sheet

Generally  off-balance-sheet

activity
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0 Fund-based services involve financial services where the institution
uses its own funds to provide loans, advances, leasing, or other forms of
finance to customers.

0 Fee-based services involve services where the institution earns fees, com-
missions, or service charges without directly deploying its own funds.

¢ Fund-based services generate income mainly through interest or other
returns on the funds provided, while fee-based services generate income
through charges for services rendered.

¢ The main difference between fund-based and fee-based services is that
fund-based services involve the deployment of funds, whereas fee-based
services mainly involve providing services for 4 fee.

Objective Questions

1. Which type of financial servicg involves the deployment of a financial
institution's own funds to provide finance to customers?

2. Which asset-based fifiancial service enables a business to use an asset
without acquiring it§ ownership byypaying periodic lease rentals?

3. Which financial service provides long-term financial assistance for the
purchase, construction, tepair,.0r renovation of residential properties?

4. Under which assetfbased financial service does the ownership of the asset
remain withsthe seller until the payment of the final instalment?

5. Which financial seryice involves the sale of trade receivables by a business
to a specialised financial institution called a factor?

6. Which financial service enables exporters to obtain immediate finance by
selling export receivables to a forfaiter without recourse?

7.  Which financial service provides financial protection against specified
risks in return for the payment of a premium?

8. Which type of financing is provided to innovative start-ups and high-
growth business ventures with strong commercial potential?

9.  Which fee-based financial service assesses the creditworthiness of a com-
pany or a debt instrument?

10. Which fee-based financial service acts as an intermediary between inves-
tors and recognised stock exchanges for the purchase and sale of securi-
ties?
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Asset-based (Fund-based) Financial Service
Lease Financing

Housing Finance

Hire Purchase

Factoring

Forfaiting

Insurance

Venture Capital

. Credit Rating

10. Stock Broking

1.
2.
3,
4,
5,
6.
7.
8.
9

Self-Assessment Questions

1. Explain the meaning of asset-based (fund-based) financial services.
Describe the various typesiof asset-based financial services.

2. What are fee-based financial sefvieces? Discuss the major types of fee-based
financial services provided By financial institutions.

3. Describe thegeoncept, features,/and advantages of lease financing as an
asset-based financial service:

4. Explain the con€ept and working of factoring and forfaiting. How do these
services help businesses manage their receivables?

5. Discuss the rolegafnd importance of venture capital, housing finance, and
insurance in promoting business development and economic growth.

1. Differentiate between asset-based (fund-based) financial services and fee-
based financial services with suitable examples.

2. Compare lease financing and hire purchase. Under what circumstances
would a business prefer lease financing over hire purchase?

3. A manufacturing company is planning to expand its operations and improve
its cash flow while reducing financial risk. Analyse how lease financing,
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factoring, insurance, and venture capital can support its growth.

An exporter wishes to receive immediate payment for export receivables
while avoiding the risk of non-payment by overseas buyers. Analyse why
forfaiting is more suitable than factoring in this situation.

A company intends to raise capital from the public. Analyse the role of
merchant banking, credit rating, stock broking, corporate advisory ser-
vices, and custodial services in ensuring a successful capital issue.
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Unit é
Merchant Banking

Learning Outcomes

After completing this unit, the learner will be able to;
¢ explain the concept and development of merchant
banking services in India.
discuss the role and functions of merchant bankers.

understand the merchant banking regulations in
India.

Prerequisite

Imagine that a young entrepreneur, Arun, plans to establish
a company_tommanufacture eco4friendly packaging materials.
Although "he has gan innovative business idea, he soon
realises that tumming it into a successful enterprise requires
much meore than techmical knowledge. He needs substantial
financial résourcesgexpert guidance on raising capital, advice
on choosing suttable sources of finance, and assistance in
complying\with various legal and regulatory requirements.
As the business expands, he may also require professional
support'for managing public issues of securities, arranging
loans, undertaking mergers or acquisitions, and attracting
investors.

To meet these diverse financial and advisory needs, Arun
approaches a merchant banker. The merchant banker studies
the business proposal, advises him on the most appropriate
financing options, assists in mobilising funds from the capital
market and financial institutions, coordinates with regulatory
authorities, and provides strategic financial guidance at
different stages of the company's growth. Through these
specialised services, the merchant banker helps transform
Arun's business idea into a successful and financially sound
enterprise.
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This example illustrates the importance of merchant banking in the modern
financial system. Merchant bankers act as financial advisors, issue managers, and
intermediaries between companies and investors. Their services extend beyond
arranging finance to include corporate advisory, project financing, portfolio
management, underwriting, credit syndication, mergers and acquisitions, and
other specialised financial services. As businesses become larger and financial
transactions become more complex, the role of merchant bankers has become
increasingly significant in promoting corporate growth, strengthening capital
markets, and supporting economic development.

In this unit, learners will understand the concept of merchant banking, trace
the development of merchant banking services in India, and examine the role and
functions of merchant bankers in the modern financial system.

Merchant Banking, SEBI, Issue Management, Credit Syndication

Discussion

3.3.1 Introduction to Merchant, Banking Services in India

3.3.1.1 Meaning and Definition of Merchant Banking
Meaning

Merchant banking refers to a spe€ialised financial service that provides a wide range
of financial, investment, and advisory services to businesses, particularly corporate
enterprises. Unlike“€dmmercial banking, merchant banking primarily focuses on
providing professional financi@l expertise rather than accepting public deposits or
extending conventional leans. Merchant banks earn income mainly through fees and
commissions for the specialised services they provide.

In modern financial markets, merchant banks assist businesses in raising capital and
making strategic financial decisions. They offer services such as issue management,
underwriting of securities, portfolio management, project counselling, corporate
advisory services, financial restructuring, mergers and acquisitions, venture capital
assistance, and investment advisory. Merchant banks also help companies prepare
offer documents, comply with regulatory requirements, and manage capital market
transactions. In addition to providing advisory services, some merchant banks make
direct equity investments in promising businesses, particularly start-ups and small or
medium-sized enterprises with strong growth potential.

Merchant banking services are offered by specialised merchant banking firms,
investment banks, financial institutions, mutual fund companies, venture capital firms,
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and other authorised financial intermediaries. Unlike commercial banks, whose primary
activities include accepting deposits and granting loans, merchant banks mainly provide
financial and advisory services for a fee, enabling businesses to raise capital, manage
investments, and achieve their financial objectives more effectively.

Definition of Merchant Banking

SEBI (Merchant Bankers’) Regulation Act, 1992 defines a ‘merchant banker’ as
“any person who is engaged in the business of issue management either by making
arrangements regarding selling, buying or subscribing to securities or acting as manager,
consultant, adviser or rendering corporate advisory service in relation to such issue
management”.

3.3.1.2 History of Merchant Banking Services in India

The concept of merchant banking was introduced in India during the late nineteenth
century by merchants from European countries, particularlyyBritain and France. These
foreign merchants established agency houses that offered financial and advisory services
to Indian traders and business enterprises. However, the servicesywere available only
at relatively high charges. Some of the prominent agency houses operating during this
period included Cropper Benson & Rathbone (1820), Ogilvy Gillanders & Co. (1824),
and Arbuthnot & Co. (1833).

During the nineteenth century, several merchant banking firms became financially
weak and eventually ceased operations because they were unable to withstand increasing
competition from new entrants. Subseéquently, the managing agency system emerged as
a dominant feature of Indian business and gained widespread popularity during the
later decades. This system graduallyeduced the importance of merchant banking
activities. Among the leading British managing agencies were Andrew Yule, Gillanders,
Hendersons, and Dunean Brothers, whilegprominent Indian managing houses included
the Tata, Birla, Dalmia, and Singhania groups. Over time, the managing agency system
attracted considerable crificism for its shortcomings, leading to its abolition by the
Government of India‘m 1970.

A major milestone in the'development of merchant banking in India was achieved in
1967, when National Grindlays Bank introduced organised merchant banking services.
Its merchant banking division undertook activities such as management of new capital
issues, project evaluation, project promotion, project appraisal, and other financial
advisory services. The success of this initiative encouraged Citibank to establish its
merchant banking operations in 1970. These institutions played an important role in
assisting entrepreneurs, evaluating investment projects, and helping companies mobilise
funds through borrowings and equity issues.

The Banking Commission (1972) strongly emphasised the importance of merchant
banking in a developing economy like India. In its report, the Commission recommended
the establishment of specialised merchant banking institutions, independent of
commercial banks and other financial institutions, to provide professional financial
advisory services. The recommendations received a favourable response from the
banking sector.
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Following these developments, the State Bank of India (SBI) became the first Indian
commercial bank to establish a dedicated Merchant Banking Division in 1972. The
division's successful performance led SBI to establish a wholly owned subsidiary, SBI
Capital Markets Ltd. (SBICAP), in 1986, with an authorised share capital of X50 crore
and a paid-up capital of 320 crore. Inspired by SBI's initiative, several other commercial
banks, including Central Bank of India, Syndicate Bank, Bank of Baroda, and Standard
Chartered Bank, also established merchant banking divisions or subsidiaries.

Development financial institutions also entered the field of merchant banking.
Industrial Credit and Investment Corporation of India (ICICI) established its merchant
banking division in 1973. Later, the Industrial Finance Corporation of India (IFCI)
and the Industrial Development Bank of India (IDBI) started their merchant banking
divisions in 1986 and 1991, respectively. In addition, leading financial and brokerage
firms such as ITC Classic Finance, Kotak Mahindra Finance, and Prudential Capital
expanded their operations by offering merchant banking services, thereby contributing
to the growth and development of merchant banking in India.

3.3.1.3 Merchant Banking Regulations in India

Merchant banking is an important component of'the Indian financial system and
plays a significant role in facilitating capital formation and corporate finance. Since
merchant bankers deal with activities suCh as 1ssue management, underwriting,
corporate advisory services, and other capital market transactions, their operations
require effective regulation to ensure transparency, fairness, and investor protection. In
India, merchant banking activities areregulated by the'Securities and Exchange Board
of India (SEBI) under the SEBI (Merchant Bankers) Regulations, 1992, as amended
from time to time.

The primary objective of these regulations is to ensure that only qualified and
financially sound institutions are pesmitted to undertake merchant banking activities.
The regulations prescribe thereligibility conditions, registration requirements, capital
adequacy norms, codeof conduct, and responsibilities of merchant bankers. They also
empower SEBI to supervise the functioning of merchant bankers and take appropriate
action in cases of non-¢empliance or professional misconduct. By establishing a
comprehensive regulatory framework, SEBI promotes transparency, accountability,
and efficiency in the securities market while safeguarding the interests of investors.

Merchant bankers are required to comply with all applicable provisions of the SEBI
regulations while carrying out their professional responsibilities. They are expected to
maintain high standards of integrity, exercise due diligence in all transactions, provide
accurate and timely disclosures, and avoid practices that may adversely affect investors
or the securities market. Through continuous monitoring and regulation, SEBI ensures
that merchant banking services are provided in a fair, ethical, and professional manner,
thereby strengthening public confidence in the capital market.

Classification of Merchant Bankers

The Securities and Exchange Board of India (SEBI) originally classified merchant
bankers into four categories based on the nature and scope of activities they were
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authorised to undertake. This classification was introduced under the SEBI (Merchant
Bankers) Regulations, 1992. Subsequently, SEBI revised the regulatory framework
through the SEBI (Merchant Bankers) (Amendment) Regulations, 2025, replacing the
four-category system with a two-category classification to strengthen regulation and
improve the efficiency of merchant banking services.

A. Historical Classification (Earlier SEBI Framework)
1. Category I Merchant Bankers

Category I merchant bankers were authorised to undertake the widest range of
merchant banking activities. They could act as issue managers, advisers, consultants,
managers, co-managers, underwriters, and portfolio managers. They were also permitted
to manage public issues and perform all major merchant banking functions.

2. Category II Merchant Bankers

Category II merchant bankers were permitted to functien as advisers, consultants,
co-managers, underwriters, and portfolio managers. However, they were not allowed to
act as lead managers for public issues independently,

3. Category III Merchant Bankers

Category III merchant bankers were authdrised to-aet only asunderwriters, advisers,
and consultants. They were not permitted to undertake issue management, act as
co-managers, or provide portfolio management services

4. Category IV Merchant Bankers

Category IV merchant bankers wergfestrieted to advisory and consultancy services.
They were not authorised to undertake underwriting, issue management, or portfolio
management activitiess

B. Present Classification (SEBLAmendment Regulations, 2025)

To strengthen the merchant banking framework and align regulatory requirements
with the complexity of aetivities performed, SEBI introduced a two-category system,
effective from 3 January 2026.

1. Category I Merchant Bankers

Category I merchant bankers are authorised to undertake all permitted merchant
banking activities, including:
¢ Management of Main Board public issues.
¢ Management of Small and Medium Enterprises public issues.

¢ Rights issues, preferential issues, qualified institutions placements (QIPs),
and private placements.

¢ Open offers, buy-backs, delistings, and other capital market transactions
permitted by SEBI.

¢ Corporate advisory and issue management services.
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These merchant bankers are required to maintain higher capital adequacy because
they undertake activities involving greater financial and regulatory responsibility.

2. Category II Merchant Bankers

Category II merchant bankers are permitted to undertake all authorised merchant
banking activities except the management of Main Board public issues of equity shares.
Their activities generally include:

0

S O O O

Management of Small and Medium Enterprises public issues.
Rights issues and private placements.

Open offers, buy-backs, and delistings.

Corporate advisory and financial consultancy services.

Other activities permitted by SEBI, excluding Main Board equity public
issues.

Since their scope of activities is comparatively limifed, the prescribed capital
adequacy requirements are lower than those applicable to Category I merchant bankers.

Registration of Merchant Bankers

Registration with the Securities and ExchangéBeard of\India{ SEBI) is mandatory
for carrying on merchant banking activitig§ in India.“The registration process ensures
that only qualified and financially sound institutions are permitted to provide merchant
banking services.

The important provisions relating to registration'are as follows:

a.

Mandatory Registration: Nofperson or organisation can undertake merchant
banking activities without obtaining a Certificate of Registration from SEBI.

Body Corporate: The applicafit must be incorporated as a body corporate
before applying fora€gistration.

Application to SEBI: An application for registration should be submitted
to SEBI in the prescribed form along with the prescribed application fee and
supporting docurhents.

Verification by SEBI: SEBI examines the application to ensure that the
applicant satisfies the prescribed eligibility conditions, including infrastructure,
professional competence, financial strength, and integrity.

Grant of Registration: If the applicant fulfils all the requirements specified
under the regulations, SEBI grants a Certificate of Registration, authorising the
applicant to carry on merchant banking activities.

Compliance with Regulations: A registered merchant banker is required to
comply with the provisions of the SEBI (Merchant Bankers) Regulations, 1992,
and other applicable guidelines and circulars issued by SEBI from time to time.

Continuous Supervision: SEBI continuously monitors the activities of
registered merchant bankers and may take appropriate action in cases of non-
compliance or violation of the regulations.
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Eligibility for Registration of Merchant Bankers
To obtain registration as a merchant banker, an applicant must satisfy the eligibility
conditions prescribed by SEBI. The major requirements are as follows:

i. Body Corporate: The applicant should be incorporated as a body corporate
under the applicable laws.

ii. Adequate Infrastructure: The organisation should have sufficient office
space, equipment, communication facilities, and qualified workforce to conduct
merchant banking activities efficiently.

iii. Experienced Personnel: It should employ at least two experienced professionals
with adequate knowledge of merchant banking or related financial services.

iv. Capital Adequacy: The applicant must satisfy the minimum net worth or
capital adequacy requirements prescribed by SEBI.

v. Professional Competence: The principal officers should possess appropriate
qualifications and experience in areas such as finance, law, business management,
accountancy, or related fields.

vi. Good Reputation and Integrity: The applicant, its directors, partners, and
principal officers should have a good proféssional reputation and should not
have been convicted of offences involving fraud,ymoral turpitude, or economic
misconduct.

vii. Fit and Proper Person: The applicant must fulfil the 'fit and proper person'
criteria specified by SEBI, demonstrating honesty, financial soundness,
competence, and ethical conduct.

viii. Regulatory Compliancé: The applicant should comply with all the conditions
and requirements spe¢ified undér the SEBI (Merchant Bankers) Regulations,
1992, as amended from time to time.

Procedure for Registration of'a Merchant Banker
The registration procesS prescribed by SEBI ensures that only eligible and

professionally competent institutions are permitted to undertake merchant banking
activities. The procedure is as follows:

a. Submission of Application

The applicant should submit an application to SEBI in the prescribed form along
with the prescribed application fee and the required supporting documents.

b. Submission of Additional Information

SEBI may require the applicant to furnish additional information, documents, or
clarifications regarding its financial position, infrastructure, management, or proposed
activities. If necessary, the principal officers of the applicant may also be required to
appear before SEBI.

c. Examination of the Application

SEBI scrutinises the application to verify whether the applicant satisfies all the
prescribed eligibility conditions relating to infrastructure, professional competence,
financial soundness, integrity, and regulatory compliance.
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d. Grant of Registration

If SEBI is satisfied that the applicant fulfils all the requirements under the regulations,
it grants a Certificate of Registration, authorising the applicant to carry on merchant
banking activities.

e. Compliance after Registration

After obtaining registration, the merchant banker must comply with the provisions
of the SEBI regulations, maintain the prescribed capital requirements, follow the Code
of Conduct, and submit periodic reports and disclosures as required by SEBI.

Capital Adequacy Requirements

Capital adequacy refers to the minimum level of financial resources that a merchant
banker is required to maintain to carry out merchant banking activities effectively. It
reflects the financial strength and stability of the merchant banker and ensures that
sufficient funds are available to discharge professional obligations, absorb business
risks, and protect the interests of investors. Under the revised SEBI framework,
merchant bankers are also required to maintain a prescribed levelof liquid net worth,
enabling them to meet financial commitments promptly, and support underwriting and
issue management activities.

Net Worth Requirements

The SEBI (Merchant Bankers) (Amendment) Regulations, 2025 introduced a revised
capital adequacy framework with phased implementation. The minimum net worth and
liquid net worth requirements ate as follows:

Category of Merchant
Banker By 2 January 2027 By 2 January 2028

Category I Net Worth — 25 crore Net Worth — 50 crore
Liquid Net Worth — 26.25 Liquid Net Worth — 312.50
crore crore

Category 11 Net Worth — 7.5 crore Net Worth — 10 crore
Liquid Net Worth — X1.875 Liquid Net Worth — 2.50
crore crore

SEBI has also prescribed that every merchant banker must maintain liquid net worth
equal to at least 25% of the prescribed minimum net worth. Liquid net worth consists
of cash and other highly liquid assets that can be readily converted into cash to meet
immediate financial obligations. Merchant bankers who fail to comply with these capital
adequacy requirements may face regulatory action by SEBI.

Note: Earlier SEBI regulations prescribed a uniform minimum net worth of %5 crore
for merchant bankers. The 2025 amendments replaced this with a category-wise, phased
capital adequacy framework.

—oC—~
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Code of Conduct of Merchant Bankers

SEBI has prescribed a Code of Conduct to ensure that merchant bankers perform
their duties with honesty, fairness, professionalism, and accountability. Compliance
with the Code of Conduct promotes investor confidence and contributes to the orderly
development of the securities market.

1. Investor Protection

Merchant bankers should always safeguard the interests of investors and ensure
that their actions are fair, transparent, and in accordance with the applicable laws and
regulations.

2. Due Diligence

Merchant bankers must exercise due care, skill, and independent professional
judgement while carrying out issue management, advisory, underwriting, and other
merchant banking assignments. They should verify all material information before
making disclosures or recommendations.

3. Fair Disclosures

Merchant bankers should ensure that all offes.documents, prospectuses, and other
communications contain complete, accufate, and timelyWinformation. Adequate
disclosure enables investors to make informed investment decisions.

4. Professional Ethics

Merchant bankers should maintain highystandards of integrity, honesty, fairness, and
professionalism in all their dealings. Fhey must perform their duties responsibly and
comply with the ethical standards prescribed by SEBI.

5. Conflict of Interest

Merchant bankers,should aveid situations that may create a conflict between their
own interests and those of theit clients or investors. Where such conflicts cannot be
avoided, they should be diselosed promptly, and appropriate measures should be taken
to ensure fair treatment of all parties.

6. Confidentiality

Merchant bankers should maintain the confidentiality of all information received from
clients during the course of their professional engagement. Confidential information
should not be disclosed or used for personal benefit unless required by law or authorised
by the client.

7. Prevention of Market Manipulation

Merchant bankers should not engage in or assist any activity that may distort the fair
functioning of the securities market. They should refrain from practices such as creating
artificial markets, price manipulation, insider trading, dissemination of misleading
information, or any other unfair trade practices prohibited under SEBI regulations.
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3.3.2 Role of Merchant Banking

i. Mobilises Savings into Productive Investments

Merchant bankers help channel the savings of individuals and institutions into
productive business ventures by facilitating the issue of securities. This promotes
capital formation and contributes to economic development.

ii. Facilitates Capital Formation

Merchant bankers assist companies in raising long-term finance through equity shares,
preference shares, debentures, bonds, and other financial instruments. The availability
of adequate capital enables businesses to undertake expansion, diversification, and
modernisation programmes.

iii. Promotes Industrial Growth

By arranging project finance, credit syndication, and inyestment advisory services,
merchant bankers support the establishment of new industries and the expansion of
existing enterprises. This contributes to increased industrial production and national
income.

iv. Supports Entrepreneurship Development

Merchant bankers encourage entrepréneurship by \providing financial advisory
services, venture capital assistance, and guidance| in project formulation and
implementation. These services help new\entrepreneurs establish viable business
enterprises.

v. Encourages Corporate Growth and Restructuring

Merchant bankersefprovides, professional advice on mergers, acquisitions,
amalgamations, takeovers, and corporate restructuring. These services improve
operational efficiency, stréngthen competitive advantage, and facilitate sustainable
business growth.

vi. Promotes Foreign Investment

Merchant bankers act as intermediaries between foreign investors and domestic
companies. They assist in investment planning, regulatory compliance, and project

evaluation, thereby attracting foreign capital and technology into the country.

vii. Strengthens the Capital Market

Merchant bankers enhance the efficiency of the capital market by managing public
issues, underwriting securities, ensuring regulatory compliance, and improving investor
confidence. Their services contribute to the orderly development of the securities

market.
viii. Facilitates Efficient Allocation of Financial Resources

Merchant bankers identify financially viable projects and guide investors towards
profitable investment opportunities. This ensures the effective utilisation of scarce

finangjal resources and promotes balanced economic development.
o

Y 54 SGOU - SLM - BCom - Financial Services and Market @

R
SREENARAYANAGURU
OPEN UNIVERSITY



ix. Generates Employment Opportunities

The establishment and expansion of business enterprises financed through merchant
banking services create both direct and indirect employment opportunities, thereby
improving income levels and living standards.

X. Supports the Growth of Emerging Sectors

Merchant bankers facilitate investment in emerging industries such as information
technology, renewable energy, biotechnology, healthcare, and infrastructure. By
supporting innovation and technological advancement, they contribute to sustainable
economic development.

xi. Provides Professional Financial Expertise

Merchant bankers offer specialised knowledge in financial planning, project appraisal,
business valuation, risk assessment, and investment management. Their expertise helps
businesses make informed financial decisions and improvestcorporate governance.

xii. Contributes to Overall Economic Development

Through capital mobilisation, industrial financingy, entrepreneurship promotion,
capital market development, and investment facilitation, merchant bankers play a
significant role in accelerating economic gfowth andyimproving the overall financial
system.

3.3.3 Functions of Merchant Banking
1. Issue Management

Issue management is one of the most significant and traditional functions performed
by merchant bankers: Tt involves planning, managing, and coordinating the process
of raising capital/by issuingmsecurities such as equity shares, preference shares,
debentures, and bondsqifi the primary market. Merchant bankers assist both new and
existing companies in mobilising funds through public issues, rights issues, preferential
allotments, and other metheds of capital issuance.

The issue management process begins with advising the company on the most suitable
method of raising capital and determining the size, timing, pricing, and structure of the
issue. Merchant bankers prepare the necessary documents, including the offer document
or prospectus, ensuring compliance with the regulations prescribed by the Securities
and Exchange Board of India (SEBI) and other statutory authorities. They also obtain
the required approvals from regulatory bodies before the issue is launched.

A successful public issue requires the coordinated efforts of several intermediaries
such as underwriters, bankers to the issue, brokers, registrars, legal advisers, auditors,
advertising agencies, and printers. The merchant banker acts as the lead manager,
coordinating the activities of these agencies and ensuring that every stage of the issue is
completed efficiently. By planning, supervising, and controlling the entire issue process,
merchant bankers play a crucial role in the successful marketing of corporate securities
and help companies raise capital smoothly from the investing public.
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2. Credit Syndication

Credit syndication, also known as loan syndication, refers to the service of arranging
loans from multiple financial institutions, banks, and other lending agencies to meet the
financial requirements of a company. Merchant bankers assist clients in obtaining both
rupee-denominated loans and foreign currency loans from institutions within India as
well as overseas.

The need for syndicated credit generally arises when the amount required is too large
for a single lender or when the borrower wishes to diversify its borrowing sources.
Merchant bankers identify appropriate lending institutions based on the nature of the
project, the borrower's financial position, and the loan requirements. They prepare
project reports, financial statements, loan applications, and other supporting documents
required by lenders.

In addition to arranging long-term loans, merchant bankers also facilitate bridge
finance to meet temporary funding needs until long-term finance becomes available.
They may also arrange additional financial resources to meet cost escalations and
project cost overruns during project implementation. Merchant bankers coordinate with
lending institutions throughout the appraisal, sanction, documentation, disbursement,
and follow-up stages, thereby simplifying the borrowing process for their clients.

3. Portfolio Management

Portfolio management is an important investment-telated function performed by
merchant bankers. It involves managing ‘clients' inyeéstment portfolios by selecting
an appropriate combination ofdSecurities, to maximise returns while maintaining an
acceptable level of risk.

Under a contractual arrangement, merc¢hant bankers analyse the financial goals,
investment horizon,sand risk tolérancefof investors before recommending suitable
investment avenue$. Based emthese factors, they invest in marketable securities such
as equity shares, preferefice shares, debentures, bonds, government securities, and other
financial instruments.

Merchant bankers continuously monitor market conditions and review the
performance of the investment portfolio. They make necessary adjustments by
purchasing or selling securities whenever required to improve portfolio performance
or reduce investment risk. Besides portfolio management, merchant bankers may
also provide advisory services relating to investment decisions, purchase and sale
of securities, and management of fixed deposits and other financial assets. Through
professional investment management, they help investors achieve an optimal balance
between risk and return.

4. Corporate Restructuring

Corporate restructuring refers to the process of reorganising the financial, operational,
or ownership structure of a business to improve its performance, competitiveness, or
long-term growth prospects. Merchant bankers provide specialised advisory services
to companies undergoing restructuring through mergers, acquisitions, amalgamations,
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takeovers, demergers, or business reorganisations.

Their role begins with evaluating the financial and strategic feasibility of the proposed
restructuring. Merchant bankers conduct company valuations, perform due diligence,
assess financial risks, and advise clients on the most suitable restructuring strategy. They
also assist in negotiating the terms and conditions of mergers or acquisitions, structuring
the transaction, and preparing the required legal and financial documentation.

In addition, merchant bankers help clients obtain statutory and regulatory approvals,
resolve taxation issues, and ensure compliance with applicable corporate laws and
SEBI regulations. Their professional expertise helps protect the interests of clients
throughout the restructuring process. Merchant bankers also provide strategic guidance
for future expansion, diversification, joint ventures, and international collaborations,
thereby contributing to the long-term growth of corporate enterprises.

5. Underwriting

Underwriting is an important merchant banking function, that assures companies
issuing securities in the capital market. Under this arrangement,, the merchant banker
enters into a contractual agreement with the issuing company to subscribe to the
securities that remain unsubscribed by the public.

The primary objective of underwriting isfto ensute the sueeéssful completion of a
public issue by reducing the risk of underssubscription, If investors fail to subscribe to
the entire issue, the underwriter is legally bound to purchase the unsubscribed portion up
to the extent of the commitment made under the underwriting agreement. This provides
confidence to the issuing company regarding theravailability of the required capital.

Before accepting underwriting commitments, merchant bankers carefully evaluate
the financial position, management quality, business prospects, and marketability of the
securities issued by thé'eompany. Effective underwriting enhances investor confidence,
improves the credibility of public 1ssues, and contributes to the orderly functioning of
the capital market.'Sincetinderwriting involves financial risk, merchant bankers charge
an underwriting commission for providing this service.

6. Bill Discounting

Bill discounting is another financial service that may be provided by merchant
bankers, particularly in well-developed money markets. It enables businesses to obtain
immediate funds by converting trade bills or bills of exchange into cash before their
maturity date. Instead of waiting until the due date for payment, the holder of the bill
receives funds after deducting a discount or commission.

Merchant bankers arrange finance against eligible bills by discounting them or by
facilitating their discounting through financial institutions. In markets where the bill
market is not well developed, this function is generally performed by commercial
banks. Depending on their financial strength and credibility, merchant bankers may also
undertake bill acceptance, thereby enhancing the acceptability of the bill in the market.

Merchant bankers may discount both domestic and foreign bills, subject to their
internal policies and regulatory requirements. They assess the creditworthiness_gf the

@ SGOU - SLM - BCom - Financial Services and Market =

T
SREENARAYANAGURU



parties involved before accepting or discounting bills to minimise the risk of default.
For providing this service, merchant bankers charge a commission or discounting fee.
Bill discounting improves liquidity for businesses and helps maintain a smooth flow of
working capital.

7. Venture Capital Financing

Venture capital financing is a specialised function of merchant banking that involves
providing financial assistance to innovative business ventures with high growth potential
but relatively high levels of risk. These investments are generally made in start-ups,
technology-oriented enterprises, and businesses introducing new products, services, or
production methods.

Merchant bankers evaluate the technical, commercial, financial, and managerial
feasibility of such projects before making investment decisions. Since venture capital
investments are made primarily through equity or equity-related instruments, the
investors share both the risks and the potential rewards ofithe business. This form of
financing is often referred to as risk capital or seed capital, especially during the early
stages of a business.

Besides providing financial support, merchant bankers often offer managerial
guidance, strategic advice, and professional eXpertise to help the enterprise achieve
sustainable growth. Once the business becomes financially stable or reaches a suitable
stage of development, the venture capitalist exits the inyestment through methods such
as an Initial Public Offering (IPO), strategic sale, or sale of shares to other investors. This
enables the funds to be reinvesteddfifiew enttepreneurial ventures, thereby supporting
innovation and economic development.

8. Bought-out Deals

A bought-out dealfis a method ef rai§ing capital in which a merchant banker or a
financial institution purchaseswa, substantial portion of a company's securities before
they are offered to thesgpublic. This arrangement is particularly useful for companies
that may find it difficult to raise funds directly through a public issue due to uncertain
market conditions or limitedfinvestor response.

Under this system, the merchant banker purchases the securities from the promoter
or the issuing company at a mutually agreed price and holds them for a specified period.
At an appropriate time, when market conditions become favourable, these securities
are offered for sale to the investing public or other institutional investors. The merchant
banker earns a return from the difference between the purchase price and the eventual
selling price.

Bought-out deals provide immediate funds to the issuing company and reduce
the uncertainty associated with public issues. At the same time, the merchant banker
assumes the market risk associated with holding and subsequently selling the securities.
This method is widely used in the capital market as an alternative means of financing
corporate growth.
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9. Lease Financing and Hire Purchase

Merchant bankers may also provide advisory and financing services relating to lease
financing and hire purchase arrangements, depending on the availability of financial
resources and the requirements of their clients.

In lease financing, the merchant banker or leasing company (lessor) purchases an asset.
It grants the client (lessee) the right to use it for an agreed period in return for periodic
lease rentals. Ownership of the asset generally remains with the lessor throughout the
lease period unless otherwise specified in the agreement. Leasing enables businesses
to use expensive assets without making large initial investments, thereby improving
liquidity and financial flexibility.

Under a hire purchase arrangement, the customer acquires possession of the asset
immediately after agreeing and pays the purchase price in periodic instalments.
Although the asset remains legally owned by the financier until all instalments are paid,
the hirer is generally given the option to become the owner.of the asset upon payment
of the final instalment and fulfilment of the contractual terms.

Merchant bankers advise clients on selecting the most suitablefinancing alternative
by considering factors such as cost, tax implications, cash.flow, ownership requirements,
and the nature of the asset. They may also arrangedease orhire purehase finance through
specialised financial institutions whenever géquired.

3.3.4 Qualities/SKkills required for a Merchant Banker

Strong knowledge of capital markets, seeurities laws, and regulatory framework.
Analytical and financial evaluation skills.
Negotiation and relationship management skills.

Ethical conduct and adherence to a strict code of conduct.

A

Ability to coordinate multiple stakeholders (issuer, regulator, investors, other
intermediaries).

3.3.5 Challenges Faced by Merchant Bankers in India

1. Lack of Innovative Instruments : limited financial product innovation
compared to developed markets.

2. Intense Competition: increasing number of merchant bankers has intensified
competition and reduced margins.

3. Volatile Capital Markets: market fluctuations affect the viability and timing
of new issues.

4. Regulatory Constraints: extensive compliance requirements can restrict
flexibility.

5. Lack of Trained Personnel: shortage of specialized, experienced professionals
in the field.

6. Over-Dependence on Brokers: reliance on brokers for distribution can create

conflicts of interest.
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Merchant banking refers to a specialised financial service that provides a
wide range of financial, investment, and advisory services to businesses,
particularly corporate enterprises.

Unlike commercial banking, merchant banking primarily focuses on
providing professional financial expertise rather than accepting public
deposits or extending conventional loans.

Merchant banks earn income mainly through fees and commissions for
the specialised services they provide.

In India, merchant banking activities are regulated by the Securities and
Exchange Board of India (SEBI).

Merchant bankers are classified into Category I"and Category II under
the present SEBI framework.

Registration of merchant bankers is mandatory with SEBI to carry on
merchant banking activities.

The major functions of merchant bankers, includé issue management,
credit syndication, portfoliof management; underwriting, corporate
restructuring, and venture capital financing.

Merchant banking coatfibuites to . €économic development by facilitating
capital formation, industrial growth, entrepreneurship, investment, and
efficient allocation of finan¢ial resources.

Objective Questions

Which financial institution provides specialised financial, investment, and
advisory services to corporate enterprises?

Which type of banking primarily focuses on providing professional
financial expertise rather than accepting public deposits?

Which regulatory authority governs merchant banking activities in India?

Which regulation prescribes the registration requirements, capital adequacy
norms, and code of conduct for merchant bankers?

Which regulatory framework replaced the four-category classification of
merchant bankers with a two-category classification?

Which requirement makes it compulsory for every merchant banker to
obtain a Certificate of Registration before commencing business?

Which category of merchant bankers, under the present SEBI framework,
is authorised to undertake all permitted merchant banking activities?
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Which category of merchant bankers is not permitted to manage Main
Board public issues of equity shares under the revised SEBI framework?

Which function of merchant banking involves planning, managing, and
coordinating the issue of securities in the primary market?

Which function of merchant banking refers to arranging loans from multiple
financial institutions to meet the financial requirements of a company?

Which function of merchant banking involves managing clients'

investments to maximise returns while maintaining an acceptable level of
risk?

Which function of merchant banking provides professional advice
on mergers, acquisitions, amalgamations, takeovers, and business
reorganisations?

Which function of merchant banking assures the issuing company against
the risk of under-subscription of securities?

Which function of merchant banking provides financial assistance to
innovative business ventures with high @rowth potential and relatively
high risk?

Which function of merchant banking enables a business to use an asset for
a specified period by paying periodic lease rentals?

MerchantdBank

Merchant Bankifig

Securities and Exchange Board of India (SEBI)

SEBI (Merchant,Bankers) Regulations, 1992

SEBI (Merchant Bankers) (Amendment) Regulations, 2025
Mandatory registration with SEBI

Category I Merchant Banker

Category II Merchant Banker

Issue Management

. Credit Syndication (Loan Syndication)
. Portfolio Management

. Corporate Restructuring

. Underwriting

. Venture Capital Financing

. Lease Financing
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Self-Assessment Questions

1. Explainthe concept of merchant banking and distinguish it from commercial
banking.

2. Discuss the major roles played by merchant bankers in promoting business
growth and economic development.

Explain any five functions of merchant bankers with suitable examples.

4. Describe the regulatory framework governing merchant banking in India,
highlighting the role of SEBI.

5. Explain the procedure for registration of merchant bankers and discuss the
Code of Conduct prescribed by SEBI.

1. Trace the evolution of merchant banKing mIndia and.explain its significance
in the development of the Indianffinancial system.

2. "Merchant bankers play a vital role in the capital market." Discuss this
statement with reference to.their role and fun€tions.

3. Explain the classification of merchantbankers under the earlier and the
revised SEBI regulatory framiework. Compare the features of Category |
and Category II merchant bankers.

4. Discuss the eligibility. eenditions, capital adequacy requirements, and
registration procedure,prescribed by SEBI for merchant bankers.

5. Analyse théfimportance of the Code of Conduct for merchant bankers
in ensuring investor’ protection, market integrity, and ethical business
practices.
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Unit ﬁ
Introduction
to Mutual Funds

Learning Outcomes

After completing this unit, the learner will be able to;

¢ gain insight into the meaning of Mutual Funds
explain the objectives of Mutual Funds

understand the concept of Mutual Funds

S O O

understand the classificationdof Mutual Fund

Prerequisite

Rajesh, a salaried employee, had been setting aside a portion
of his monthlygincomefor several years. Although he wanted
to grow his savings,,he wasuncertain about investing directly
in the stock markét. "He often heard stories of people earning
high returns from shares, but he also knew of others who had
suffered significant dosses due to poor investment decisions.
With a busy“work schedule and limited knowledge of the
securitics market, Rajesh found it difficult to identify suitable
mvestment opportunities.

During a financial planning seminar, an investment advisor
suggested that instead of investing directly in individual shares
or bonds, Rajesh could consider mutual funds. The advisor
explained that a mutual fund pools money from many investors
and invests it in a diversified portfolio of financial securities.
The investments are managed by professional fund managers
who analyse the market, select appropriate securities, and
monitor the portfolio on behalf of investors.

As Rajesh learned more, he realised that different mutual
fund schemes are designed to meet different financial goals.
Some aim to create long-term wealth, while others focus on
generating regular income or preserving capital. He also
discovered that mutual funds offer several advantages, including
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diversification, professional management, liquidity, affordability, and transparency.
Further, he came across different categories of mutual funds. He learned about
Exchange Traded Funds (ETFs), which combine the diversification of mutual funds
with the flexibility of trading on a stock exchange.

After carefully assessing his financial goals, investment horizon, and risk
tolerance, Rajesh chose a mutual fund scheme that suited his needs. Over time, he
realised that disciplined investing through professionally managed funds could help
him build wealth without requiring constant monitoring of the stock market.

This story highlights a common situation faced by many investors today.
Understanding the meaning, objectives, advantages, and classification of mutual
funds, along with Exchange Traded Funds (ETFs), enables individuals to make
informed investment decisions and achieve their financial goals with greater
confidence.

Investment, Diversification, Net Asset Value,,Wealth Creation

Discussion

4.1.1 Mutual Funds

A mutual fund is an investment vehicle/and a mechanism for pooling the savings
of a large number of inv@stors and investing the pooled funds in a diversified portfolio
of securities in accOrdance with the'investment objectives of a scheme. The pooled
investments are manageddy professional fund managers who possess the expertise to
make informed investment decisions on behalf of investors.

Mutual funds act as fifiafictal intermediaries by bridging the gap between investors
and the capital market. They provide individuals and institutions with an opportunity
to invest in a wide range of financial instruments, such as equity shares, bonds,
debentures, money market instruments, and other eligible securities, without requiring
extensive knowledge of the securities market. Through diversification and professional
management, mutual funds help reduce investment risk while aiming to generate
reasonable returns. Mutual funds are ideal for investors who do not have the expertise,
ability, or experience to invest directly in the stock market, who want to increase their
wealth but lack the time or interest to investigate the stock market, and who wish to
invest only a small amount of money.

According to A. John Halin, "A mutual fund is almost like a cooperative society of
investors. It collects money from investors by issuing mutual fund units, invests the
money in securities, and distributes the income earned from these investments among
the unit holders in proportion to their holdings."
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According to the Securities and Exchange Board of India (SEBI), "A mutual fund
is a fund established in the form of a trust to raise money through the sale of units to
the public under one or more schemes for investing in securities in accordance with the
regulations."

Although the concept is similar across countries, the terminology differs. In the
United States, mutual funds are generally referred to as investment companies, whereas
in the United Kingdom, they are commonly known as investment trusts. In India,
these investment vehicles are popularly called mutual funds. They are regulated by
the Securities and Exchange Board of India (SEBI) to ensure transparency, investor
protection, and efficient functioning of the mutual fund industry.

4.1.2 History of Mutual Funds in India

A developed economy requires a strong financial market with capital flowing from
regular investors. The Unit Trust of India (UTI) established the first mutual fund in
1963 at the initiative of the Government of India and the Reserve Bank of India (RBI)
to promote savings and investments among the public. It enabled retail investors to
participate in the income and capital appreciation arising from investments in securities
through professionally managed schemes.

First Phase

In 1978, UTI was delinked from the RBI, and the Industrial Development Bank of
India (IDBI) assumed the regulatory and ‘administrative control of UTI. Unit Scheme
1964 (US-64), launched in 1964, was the firstmutual find scheme in India and remained
one of UTT's most successful schemes forseveral decades.

Second Phase

SBI Mutual Fundébecame thefirst;non-UTI mutual fund to be established in June
1987, followed by CanbankiMutual Fund in December 1987, Punjab National Bank
Mutual Fund in August 1989, Indian Bank Mutual Fund in November 1989, Bank of
India Mutual Fund in June 1990, and Bank of Baroda Mutual Fund in October 1992.

Third Phase

In 1993, Kothari Pioneer Mutual Fund became the first private sector mutual fund to
be registered. The introduction of the SEBI (Mutual Funds) Regulations, 1993, marked
the beginning of a new era in the Indian mutual fund industry, encouraging the entry of
private sector mutual funds and offering investors a wider range of investment schemes.

Fourth Phase

The Unit Trust of India Act, 1963 was repealed in February 2003, and UTI was
bifurcated into two separate entities, namely the Specified Undertaking of the Unit Trust
of India (SUUTI) and UTI Mutual Fund. UTI Mutual Fund has since been operating
under the SEBI (Mutual Funds) Regulations, 1996.
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Fifth Phase

In September 2012, SEBI introduced several initiatives to revive the mutual fund
industry and improve its penetration, particularly in Tier II and Tier III cities, while
safeguarding the interests of investors. In the subsequent years, the industry witnessed
significant growth owing to regulatory reforms, increased investor awareness, digital
investment platforms, and the rapid expansion of Systematic Investment Plans (SIPs).

4.1.3 Objectives of Mutual Funds

Mutual funds are designed to achieve a variety of investment objectives that help
investors meet their financial goals. The major objectives are as follows:

1. Diversification

One of the primary objectives of mutual funds is to reduce investment risk through
diversification. Instead of investing in a single security or asset, mutual funds spread
investments across different securities, industries, asset classes, and, in some cases,
geographical regions. This helps minimise the impact of poor performance of any one
investment on the overall portfolio.

2. Capital Protection

Certain mutual fund schemes, particularly liquid funds and money market funds,
aim to preserve the investor's capital while providing relatively stable returns. Although
these schemes generally offer lower returns, than equity-oriented funds, they involve
comparatively lower investmentdfisk and are suitable for conservative investors.

3. Capital Appreciation

Another important objective of mutual funds is to achieve long-term capital growth.
Equity-oriented mutual funds investimainly in the shares of companies with strong
growth potential, [énabling mvestors to build wealth over time and protect their
investments againstthe effects of inflation. However, these funds are subject to higher
market risk.

4. Tax Saving

Some mutual fund schemes, particularly Equity Linked Savings Schemes (ELSS),
provide tax benefits to investors under the applicable provisions of the Income Tax Act.
In addition to offering the potential for long-term capital appreciation, these schemes
help investors reduce their taxable income, subject to the prevailing tax regulations.

5. Mobilization of Small Savings

To collect and mobilize the savings of small investors who may lack the resources or
expertise to invest directly in the securities market.

6. Investor Protection and Transparency

To operate under strict regulatory oversight (SEBI), ensuring transparency, fair
valuation (NAV disclosure), and protection of investor interests.
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7. Ensuring Reasonable Returns

To provide investors with a reasonable and steady return on their investment
consistent with the fund's stated objective and risk profile.

4.1.4 Classification of Mutual Funds
Types of Mutual Funds

Mutual funds can be classified on different bases, such as asset class, structure,
investment objective, and risk profile.

A. Types of Mutual Funds Based on Asset Class
1. Equity Funds

Equity funds invest predominantly in the shares of listed companies. Their primary
objective is to achieve long-term capital appreciation. Since these funds are linked to
stock market performance, they carry relatively higher risk but,also offer the potential
for higher returns over the long term. They are suitable for investors with a high-risk
appetite and a longer investment horizon.

2. Debt Funds

Debt funds invest mainly in fixed-incofe securities such as government securities,
treasury bills, corporate bonds, debentures, and money market instruments. These
funds aim to provide relatively stable returns, with lower risk than equity funds. They
are generally preferred by congérvative investofsisecking regular income and capital
preservation.

3. Money Market Funds

Money market funds invest in short-term money market instruments such as treasury
bills, commercial papersg€ertificates of deposit, and call money. These funds offer high
liquidity and relatively low risk; making them suitable for investors who wish to park
surplus funds for short duratiens while earning modest returns.

4. Hybrid (Balanced) Funds

Hybrid or balanced funds invest in a combination of equity and debt securities in
varying proportions. By combining growth-oriented and income-generating assets,
these funds seek to balance risk and return. They are suitable for investors looking for
moderate risk with the potential for stable long-term returns.

B. Types of Mutual Funds Based on Structure
1. Open-ended Mutual Funds

Open-ended mutual funds allow investors to purchase and redeem units at any time
at the prevailing Net Asset Value (NAV). These schemes do not have a fixed maturity
period and provide high liquidity, enabling investors to enter or exit the scheme
according to their financial needs.
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2. Close-ended Mutual Funds

Close-ended mutual funds have a fixed corpus and a predetermined maturity period.
Investors can subscribe to these schemes only during the New Fund Offer (NFO) period.
After the NFO closes, fresh subscriptions are generally not permitted, and the units are
usually listed on recognised stock exchanges for trading until maturity.

3. Interval Funds

Interval funds combine the features of open-ended and close-ended schemes.
Investors can purchase or redeem units only during specified intervals announced by
the Asset Management Company (AMC). During the intervening period, the scheme
remains closed for subscriptions and redemptions.

C. Types of Mutual Funds Based on Investment Objective

1. Growth Funds

Growth funds invest primarily in equity shares of companies with strong growth
potential. Their objective is to maximise capital appreciationyover the long term.
Although these funds involve relatively higher market risk, they offer the possibility
of higher long-term returns. The primary objective of grewth funds is to achieve long-
term capital appreciation by investing predomifiantly,in the:equity shares of companies
with strong growth prospects. These funds focus on inereasing the value of investors'
capital over time rather than providing regular income.

2. Income Funds

Income funds invest mainly'in debt instruments and other fixed-income securities to
generate a regular stream of income. They are generally preferred by investors seeking
relatively stable returns_with lower risk. The primary objective of income funds is to
generate a regular and stable stream.offincome by investing mainly in fixed-income
securities such as governmentisecurities, corporate bonds, debentures, and other debt
instruments. They alsesdim to preserve capital while offering relatively stable returns.

3. Liquid Funds

Liquid funds invest in short-term money market and debt instruments having a
maturity of up to 91 days. They provide high liquidity with relatively low risk and
are suitable for managing short-term surplus funds. These funds are designed to earn
reasonable returns on surplus funds while maintaining a low level of risk, making them
suitable for short-term investment needs.

4. Tax-saving Funds (ELSS)

Equity Linked Savings Schemes (ELSS) primarily invest in equity and equity-related
instruments. These schemes provide tax benefits under the applicable provisions of the
Income Tax Act and have a mandatory lock-in period of three years. They are suitable
for investors seeking both tax savings and long-term wealth creation.
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5. Index Funds

Index funds are passively managed mutual fund schemes designed to mirror the
performance of a specific stock market index, such as the Nifty 50 or the BSE Sensex.
Instead of selecting securities based on the fund manager's judgement, these funds
invest in the same securities that form part of the chosen index and maintain nearly the
same proportion as the index.

The objective of an index fund is to generate returns that closely correspond to the
performance of the underlying benchmark index. Since the portfolio remains aligned
with the index and requires minimal active management, index funds generally have
lower operating costs than actively managed mutual funds.

6. Pension Funds

Pension funds are designed to help individuals accumulate savings for retirement.
They invest in a diversified portfolio of securities and aim to provide financial security
and a regular source of income after retirement.

7. Fixed Maturity Plans (FMPs)

Fixed Maturity Plans (FMPs) are close-ended debt-oriented mutual fund schemes
that invest in debt instruments with maturitiesaligned to theitenure of the scheme. Their
investment period generally ranges from affew monthsito several years, depending on
the scheme.

D. Types of Mutual Funds Based.en, Risk Profile
1. High-risk Funds

High-risk funds primarily‘invest in equity and other growth-oriented securities.
Although they are mere sensitive,to market fluctuations, they offer the potential for
higher long-term returns and are suitable for aggressive investors.

2. Medium-risk Funds

Medium-risk funds ingest'in a balanced mix of equity and debt instruments. They
aim to provide moderate returns while maintaining a balanced level of risk, making
them suitable for investors with a moderate risk appetite.

3. Low-risk Funds

Low-risk funds invest mainly in debt securities, liquid funds, and other low-risk
financial instruments. Their primary objective is capital preservation while generating
relatively stable returns.

4. Very Low-risk Funds

Very low-risk funds mainly invest in highly liquid, short-term money market
instruments and government securities. They seek to preserve capital while providing
modest returns and are appropriate for investors with a very low risk tolerance or a
short investment horizon.
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4.1.5 Exchange Traded Fund

An Exchange Traded Fund (ETF) is a type of investment fund that is traded on a
recognised stock exchange in the same manner as ordinary shares. Like mutual funds,
an ETF pools investors' money and invests it in a diversified portfolio of financial
assets such as equity shares, bonds, commodities, or other securities. However, unlike
conventional mutual funds, ETF units can be bought and sold throughout the trading
day at prevailing market prices.

Most ETFs are designed to track the performance of a specific market index, such
as the Nifty 50 or the BSE Sensex, although some may invest in bonds, commodities,
or specific sectors. By combining the diversification of mutual funds with the trading
flexibility of stocks, ETFs offer investors an efficient and cost-effective investment
option with high liquidity.

Working of Exchange Traded Funds (ETFs)

An Exchange Traded Fund (ETF) functions by investing in'a basket of securities that
represents a particular benchmark index, asset class, sector, oriinyestment theme. The
Asset Management Company (AMC) creates the ELF by purchasing the underlying
securities and issuing ETF units to investors.

These units are listed on recognised stocké@xchanges, whereinvestors can buy or sell
them throughout the trading day at market-determined prices. Although investors own
units of the ETF, they do not directly own the individual securities held by the fund.
Instead, they hold a proportionate interest in the overall portfolio.

The market price of an ETF changesfcentinuously during trading hours based on
demand and supply, while its Net Asset Value (NAV) reflects the value of the underlying
assets. ETFs that track stock market indices generally aim to replicate the performance
of the underlying indéx and may-alse.distribute dividends received from the securities
held in the portfolio, dependingyon the scheme.

Types of Exchange Traded Funds (ETFs)
1. Equity ETFs

Equity ETFs invest primarily in equity shares and are designed to replicate the
performance of a stock market index or a basket of stocks. These passively managed
funds combine the features of equity mutual funds and shares, allowing investors to trade
units on stock exchanges such as the National Stock Exchange (NSE) and the Bombay
Stock Exchange (BSE) throughout the trading day. Equity ETFs are considered cost-
effective, transparent, and suitable for investors seeking diversified equity exposure.

2. Bond ETFs

Bond ETFs invest mainly in fixed-income securities such as government bonds,
corporate bonds, debentures, and other debt instruments. These funds provide investors
with diversified exposure to the debt market while offering the flexibility of stock
exchange trading. Bond ETFs are suitable for investors seeking relatively stable returns

with !ower risk than equity investments.
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3. Commodity ETFs

Commodity ETFs invest in commodities, with gold and silver ETFs being the
most common examples available in India. These funds generally track the market
price of the underlying commodity, and their value fluctuates according to changes in
market demand and supply. Commodity ETFs provide investors with an opportunity
to participate in commodity markets without physically purchasing or storing the
commodity.

4. Sectoral or Thematic ETFs

Sectoral or Thematic ETFs focus on a specific industry or investment theme. Sectoral
ETFs invest in companies belonging to a particular sector, such as banking, information
technology, pharmaceuticals, or real estate. Thematic ETFs invest across different
sectors based on a common investment theme, such as infrastructure, consumption, or
Environmental, Social and Governance (ESG). Their performance depends largely on
the selected sector or theme.

5. International ETFs

International ETFs are designed to track the performance of foreign stock market
indices or global markets. These funds enable investors t@ gain exposure to international
companies and diversify their investments across different countrics and regions. They
help reduce geographical concentration risk while providing opportunities to participate
in global market growth.

6. Index ETFs

Index ETFs are passive inyestment fandsithat aim to replicate the performance of a
particular market index, suchas the Nifty 50 or the BSE Sensex. Instead of selecting
individual securities, these funds, invest ifi the same securities and in approximately
the same proportioh as the underlying index. Index ETFs provide broad market
diversification, lower investmenticosts, and are suitable for long-term investors seeking
market-linked returns.

¢ Mutual funds act as financial intermediaries by bridging the gap between
investors and the capital market.

¢ Mutual funds are designed to achieve investors' financial goals by
providing diversification, preserving capital, generating long-term
capital appreciation, and offering tax-saving benefits through suitable
investment schemes.

0 Mutual funds can be classified based on asset class, structure, invest-
ment objective, and risk profile.

¢ Based on asset class, mutual funds are classified into Equity Funds, Debt
Funds, Money Market Funds, and Hybrid (Balanced) Funds.

@ SGOU - SLM - BCom - Financial Services and Market @

o g™
SREENARAYANAGURU
OPEN UNIVERSITY



¢ Equity Funds invest predominantly in the shares of listed companies to
achieve long-term capital appreciation.

¢ Debt Funds invest mainly in fixed-income securities to provide rela-
tively stable returns with lower risk.

¢ Money Market Funds invest in short-term money market instruments
and offer high liquidity with relatively low risk.

¢ Hybrid (Balanced) Funds invest in a combination of equity and debt
securities to balance risk and return.

¢ Based on structure, mutual funds are classified into Open-ended Mutual
Funds, Close-ended Mutual Funds, and Interval Funds.

¢ Open-ended Mutual Funds allow investors to purchase and redeem units
at any time at the prevailing Net Asset Value (NAV).

¢ Close-ended Mutual Funds have a fixed corpus and a predetermined
maturity period, and subscriptions are generallypermitted only during
the New Fund Offer (NFO) period.

¢ Interval Funds combine the features ofyopen-ended and close-ended
schemes by allowing transactions only during specified intervals.

¢ Based on investment objective, mutual funds aréelassified into Growth
Funds, Income Funds, Liquid/Funds, Tax-saving Funds (ELSS), Index
Funds, Pension Funds, and Fixed Maturity Plans (FMPs).

¢ Growth Funds aim to maximise long-term gapital appreciation by invest-
ing primarily in equity shares,

¢ Income Funds aim to generate a regular and stable stream of income by
investing mainly in fixed-income securities.

¢ Liquid Ednds invest mishertsterm money market and debt instruments
with a maturity.efiup,to 91 days.

¢ Tax-saving Funds (ELSS) provide tax benefits and have a mandatory
lock-in period of thiee years.

¢ Index Funds are passively managed schemes that seek to replicate the
performance of a specified stock market index.

¢ Pension Funds are designed to help individuals accumulate savings for
retirement and provide financial security after retirement.

0 Fixed Maturity Plans (FMPs) are close-ended debt-oriented mutual fund
schemes that invest in debt instruments with maturities aligned to the
tenure of the scheme.

¢ Based on risk profile, mutual funds are classified into High-risk Funds,
Medium-risk Funds, Low-risk Funds, and Very Low-risk Funds.

¢ High-risk Funds invest primarily in equity and growth-oriented securi-
ties and offer the potential for higher long-term returns.
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Medium-risk Funds invest in a balanced mix of equity and debt instru-
ments to provide moderate returns with balanced risk.

Low-risk Funds invest mainly in debt securities and other low-risk
financial instruments to achieve capital preservation and relatively stable
returns.

Very Low-risk Funds invest mainly in highly liquid, short-term money
market instruments and government securities to preserve capital while
providing modest returns.

Objective Questions

10.

188

Which investment vehicle pools the savings of many investors and invests
them in a diversified portfolio of securities?

Which financial intermediary bridges the gap betweeniinvestors and the
capital market by investing pooled funds in warious finaneial instruments?

Which objective of mutual funds reduees investment fisk by spreading
investments across different securities and asset classes?

Which objective of mutual funds focuses on'preserving investors' capital
while providing relatively stable returns?

Which basis of classifi€ation categorisessmutual funds into Equity Funds,
Debt Funds, Money/Market Funds, and Hybrid (Balanced) Funds?

Which type of mutual fund invests predominantly in the shares of listed
companies tesachieve long-termdcapital appreciation?

Which type of mutual fund allows investors to purchase and redeem units
at any time atthe prevailing Net Asset Value (NAV)?

Which type of mutualfund combines the features of open-ended and close-
ended schemestby'permitting transactions only during specified intervals?

Which type of mutual fund provides tax benefits under the Income Tax Act
and has a mandatory lock-in period of three years?

Which category of mutual funds invests mainly in highly liquid, short-
term money market instruments and government securities to preserve
capital while providing modest returns?
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1.
2.
3.
4.
3.
6.
7.
8.
°

Mutual Fund

Mutual Fund
Diversification

Capital Protection

Asset Class

Equity Fund

Open-ended Mutual Fund
Interval Fund

Tax-saving Fund (Equity Linked Savings Scheme — ELSS)

10. Very Low-risk Fund

Self-Assessment Questions

Explain the objectives of mutual funds.
Describe the classification of mutuabfundsdbased on asset class.

Distinguish between Open-endedyMutual Funds and Close-ended Mutual
Funds.

Explain the different types of mutual funds based on investment objective.

Describefthe classifieation of mutual funds based on risk profile.

Analyse how the different classifications of mutual funds help investors
choose suitable investment schemes.

Compare Equity Funds, Debt Funds, Money Market Funds, and Hybrid
(Balanced) Funds based on their investment pattern and objectives.

Analyse the differences between Open-ended Mutual Funds, Close-ended
Mutual Funds, and Interval Funds based on their structural features.

Compare the various types of mutual funds based on investment objective
and explain how each type serves a different investment purpose.

Analyse the different categories of mutual funds based on risk profile and
explain how they differ in terms of investment risk and return.
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Unit @
Constitution and Management of
Mutual Funds in India

Learning Outcomes

After completing this unit, the learner will be able to;

¢ understand the structure of a mutual fund

¢ explain the concept of AMFI

¢ understand the concept of Net Asset Value

¢ discuss the advantages and disadvantages of Mutual

Funds

Prerequisite

Anjali, a newly employed graduate, wanted to invest her
savings tofbuild wealth forthe future. Since she had limited
knowledge of thefsteck market, she was hesitant to invest
directly in shares. A friend suggested investing in a mutual
fund, explaining that'it pools money from many investors and
1s managed bysprofessional experts.

Before investing, Anjali wanted to understand how her
money would be protected and managed. She learned that
everysmutual fund in India is regulated by the Securities
and Exchange Board of India (SEBI) and operates through
a well-defined structure involving the Sponsor, Trustees,
Asset Management Company (AMC), and Custodian. She
also discovered that the Association of Mutual Funds in India
(AMFI) promotes ethical practices and investor awareness. At
the same time, only distributors holding a valid AMFI Reg-
istration Number (ARN) are authorised to sell mutual fund
schemes.

Finally, Anjali noticed that every mutual fund scheme dis-
played its Net Asset Value (NAV), which indicated the value
of each unit of the scheme and helped investors buy or redeem
units at the prevailing price.
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By understanding these concepts, Anjali gained confidence that mutual funds
operate within a transparent regulatory framework designed to safeguard inves-
tors' interests. She realised that before investing, it is important to understand
how mutual funds are structured, how they are regulated, and how the value of
investments is determined.

This unit discusses more about the structure and working of mutual funds, the
role of AMFI and ARN, and the concept of Net Asset Value (NAV).

AMEFI, Net Asset Value, SEBI, AMC

Discussion

4.2.1 Structure of a Mutual Fund

The establishment and functioning of mutual fundsiin India are governed by the
Securities and Exchange Board of India (MutualiEunds)sRegulations, 1996, which
replaced the earlier SEBI (Mutual Funds) Regulations, 1993. A mutual fund comprises
four principal entities, namely the Sponsor, Trustees, Asset Management Company
(AMC), and Custodian. In addition, several independent entities such as banks,
registrars and transfer agents (RTAS), auditors,, andddistributors assist in the smooth
functioning of mutual funds.

1. Sponsor

A mutual fund isfestablished ‘byrasSponsor and registered with the Securities and
Exchange Board of India (SEBIL). A sponsor may be an individual, a company, or a
group of entities actingitogether, The sponsor plays a vital role in setting up the mutual
fund and appointing the Asset Management Company (AMC) and Trustees, subject to
SEBI approval.

To act as a sponsor, the following requirements should be fulfilled:

¢ Should possess a soundtrack record and a good reputation in financial services.

¢ Should have been engaged in the financial services business for a minimum
period of five years.

Should have maintained a positive net worth during the preceding five years.

Should have earned profits, after providing for depreciation, interest, and
taxes, in at least three of the immediately preceding five years, including the
fifth year.

¢ Should contribute at least 40% of the net worth of the Asset Management
Company.

¢ Should not have been convicted of fraud or any offence involving moral or

financial misconduct.
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2. Trustees

Mutual funds in India are constituted in the form of a trust, and the trustees act as the
custodians of investors' interests. Trustees should possess integrity, competence, and a
sound professional reputation. As prescribed by SEBI, at least two-thirds of the trustees
should be independent and should not be associated with the sponsor or its subsidiaries.
Their appointment requires the prior approval of SEBI.

The Board of Trustees should meet regularly to review the functioning of the mutual
fund and ensure compliance with SEBI regulations. Employees or officers of an Asset
Management Company (AMC) are not permitted to act as trustees of the same mutual
fund.

The trustees are responsible for safeguarding the interests of investors by supervis-
ing and monitoring the activities of the Asset Management Company. They ensure that
the mutual fund is managed in accordance with SEBI regulations and the trust deed.
In cases of non-compliance or misconduct, the trustees may, take appropriate remedial
measures, including recommending the removal of the Asset Management Company,
subject to SEBI approval.

3. Asset Management Company (AMC)

The Asset Management Company (AMC)ds appointed by thesSponsor or the trustees
with the approval of SEBI. The AMC is responsible for managing the investment port-
folio and administering the various schemes of the mutual fund. The appointment of an
AMC may be terminated by most of the trustees or by 75% of the unit holders of the
concerned scheme, in accordanceé with SEBI regulations.

An AMC should possess a/soundtra¢k record, professional competence, and a repu-
tation for fairness in its operations. Its dire¢tors are expected to have adequate knowl-
edge and experienceqn finance and finaficial services. The AMC is also required to
maintain the minimum net westh prescribed by SEBI.

The AMC manages mutual fund schemes with the assistance of qualified invest-
ment professionals. It undertakes market research, formulates investment strategies,
constructs and manages investment portfolios, and ensures that investments are made
in accordance with the investment objectives of each scheme, the trust deed, and SEBI
regulations. The AMC is expected to exercise due diligence and maintain transparency
in all its activities.

4. Custodian

Every mutual fund appoints a Custodian to safeguard the securities and other assets
of the mutual fund. The custodian provides custodial services such as the safekeeping
of securities, settlement of transactions, collection of dividends and interest, and main-
tenance of records relating to the fund's investments.

To ensure independence, the custodian, its directors, or partners should not be
directly or indirectly associated with the Asset Management Company. Further, a cus-
todian cannot be appointed if the sponsor or its associates hold 50% or more of the
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voting rights in the custodian company or if 50% or more of the directors of the custo-
dian represent the interests of the sponsor or its associates. This separation helps ensure
transparency and protects the interests of investors.
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Figure 4.2.1: Structute of Mutual Fund

4.2.2 Working of a Mutual Fund

The working of a mutual fund involves the coofdinated efforts of several entities,
including the Sponsor, Trustées, Assetd Management Company (AMC), Custodian,
Registrar and Transfer Agent (RTA),"and Investors. Each entity performs a specific
function to ensure thatsthe mutual fund/operates efficiently, transparently, and in
accordance with SEBI regulations. Thesworking of a mutual fund can be explained as
follows:

1. Formation of the Mutual Fund

The process begins with'the Sponsor, who establishes the mutual fund by creating a
trust in accordance with the provisions of the SEBI (Mutual Funds) Regulations, 1996.
The Sponsor appoints the Trustees and establishes the Asset Management Company
(AMC) with the approval of SEBI.

2. Supervision by the Trustees

The Trustees act as the guardians of the mutual fund and safeguard the interests of
the unit holders. They supervise the functioning of the Asset Management Company
(AMC) and ensure that the schemes are managed in compliance with SEBI regulations
and the trust deed.

3. Collection of Funds from Investors

The Asset Management Company (AMC) launches various mutual fund schemes
and invites investments from the public. Investors purchase units of the scheme by
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investing their money. The funds collected from numerous investors are pooled into a
common investment corpus.

4. Management of the Investment Portfolio

The pooled funds are managed by professional Fund Managers appointed by the
AMC. Based on the investment objective of the scheme, the fund manager invests the
corpus in a diversified portfolio comprising equity shares, debt securities, government
securities, money market instruments, or other approved financial assets.

5. Safe Custody of Investments

The securities purchased by the mutual fund are held by an independent Custodian. The
custodian is responsible for the safekeeping of the securities, settlement of investment
transactions, collection of dividends and interest, and maintenance of records relating
to the fund's investments.

6. Maintenance of Investor Records

The Registrar and Transfer Agent (RTA) maintains records of investors, processes
applications for purchase and redemption of unitsgupdates investor accounts, issues
account statements, and provides other administrative'sexvices on behalf of the mutual
fund.

7. Calculation of Net Asset Value (NAV)

At the end of each business day, the AME calculates the Net Asset Value (NAV) of
each scheme by deducting the liabilities and €xpenses from the total market value of
the scheme's assets and dividing the net assets by the total number of outstanding units.

8. Distribution of Returns

The investmentsdgenerate returnsyifl the form of dividends, interest income, and
capital appreciation. Dependingion the nature of the scheme, these returns are either
distributed to investofs as dividends or reflected through an increase in the Net Asset
Value (NAV).

9. Redemption of Units

In the case of open-ended mutual funds, investors may redeem their units at the
prevailing NAV. The AMC processes the redemption request, while the Registrar and
Transfer Agent updates the investor records and facilitates the payment to the investor.

4.2.3 Association of Mutual Funds in India (AMFI)

The Association of Mutual Funds in India (AMFI) is the apex industry association
representing all SEBI-registered Asset Management Companies (AMCs) in India. It
is a non-profit organization established on 22 August 1995 to promote the healthy and
ethical development of the mutual fund industry. AMFI works closely with SEBI to
improve transparency, protect investors' interests, encourage ethical business practices,
and create awareness about mutual fund investments.
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To achieve its objectives effectively, the Association of Mutual Funds in India (AMFTI)
has constituted several committees that focus on different aspects of the mutual fund
industry. These committees assist in formulating policies, improving industry practices,
and promoting investor confidence. Some of the important committees are:

¢ Operations and Compliance Committee: Reviews operational procedures
and promotes compliance with SEBI regulations and industry standards.

¢ Valuation Committee: Develops and recommends uniform valuation policies
for securities and mutual fund portfolios.

¢ Financial Literacy Committee: Organises investor awareness programmes
and financial education initiatives to improve financial literacy among the
public.

¢ Registration and Certification Committee: Oversees matters relating
to the registration, certification, and professional standards of mutual fund
distributors and intermediaries.

AMFI Registration Number (ARN)
The AMFI Registration Number (ARN) is a unique identification number issued to
eligible mutual fund distributors, agents, brokers, and ether intermediaries registered

with AMFI. It certifies that the holder is authonised.to distribute and advise on mutual
fund products in accordance with the prescribed regulatory framework.

To obtain an ARN, an applicant is generally required to:

¢ Successfully qualify thefprescribed NISM«(National Institute of Securities
Markets) certification examination or satisfy other eligibility requirements
specified by AMFI and SEBK

Complete the registration formalities prescribed by AMFI.

Comply with the Code“of Conduct and other regulatory requirements
applicable to muttial fund distributors.

The ARN helps investors identify authorised distributors and promotes
professionalism, accountability, and transparency in the mutual fund distribution system.
Only intermediaries holding a valid ARN are permitted to distribute or recommend
mutual fund schemes to investors.

Objectives of AMFI
The main objectives of AMFI are:

¢ To promote the orderly and sustainable growth of the mutual fund industry in
India.

¢ To establish and maintain high standards of professional ethics and business
conduct among member Asset Management Companies.

¢ To encourage transparency, fairness, and accountability in the functioning of
mutual funds.

¢ To assist SEBI in implementing and complying with mutual fund regulations
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and industry best practices.

¢ To educate investors about mutual fund products, investment risks, and
informed investment decisions.

¢ To promote investor confidence by encouraging responsible and ethical
practices within the industry.

¢ To facilitate cooperation among Asset Management Companies, distributors,
advisors, and other market participants.

¢ To strengthen investor protection by providing mechanisms for grievance
redressal and dispute resolution.

¢ To conduct training programmes, seminars, workshops, and awareness
campaigns for investors and intermediaries.

¢ To represent the mutual fund industry before regulatory authorities and
government agencies on matters affecting the industry.

Functions / Role of AMFI

AMEFTI performs several important functions to support the ‘efficient functioning of
the mutual fund industry.

0

—oC—~

Poas mee™

Frames and promotes a Code of Ethiespand Code of Conduct for member
Asset Management Companies and intermediaries:

Works in coordination with SEBI to ensure compliance with regulatory
guidelines.

Protects the interests of investors by premioting transparency, fair practices,
and responsible fund'management:

Conducts investor awareness programmes to improve financial literacy and
encourage informed imvestment decisions.

Organiseg’ training, eertification programmes, seminars, and workshops for
distributors, advisors, and other market participants.

Facilitates registration and certification of mutual fund distributors through
the prescribed cértification process.

Provides a platform for investors to raise grievances and seek redressal
regarding mutual fund-related issues.

Represents the mutual fund industry before SEBI, the Government of India,
RBI, and other regulatory bodies on policy matters.

Encourages standardisation and adoption of best practices across the mutual
fund industry.

Disseminates industry information, including educational materials, statistics,
and mutual fund-related developments to investors and stakeholders.
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Significance of AMFI

AMFI plays a vital role in strengthening the Indian mutual fund industry by ensuring
ethical standards, promoting investor education, improving transparency, and supporting
regulatory compliance. Through its initiatives, AMFI enhances investor confidence,
facilitates the growth of the mutual fund market, and contributes to the development of
a well-regulated and efficient capital market.

4.2.4 Net Asset Value

Net Asset Value (NAV) represents the per-unit value of a mutual fund scheme. It
is similar to the book value of a company, as it indicates the value of each unit after
considering the total assets and liabilities of the fund. NAV reflects the market value of
all the assets held by the mutual fund on the valuation date and is calculated for every
outstanding unit.

The net assets of a mutual fund are determined by subtracting the fund's liabilities
and accrued expenses from its total assets. The repurchase priee of mutual fund units
is generally based on the NAV. Since NAV provides a single, standardized value per
unit, it serves as a convenient and widely accepted measure for evaluating the worth of
a mutual fund scheme.

Formula for Calculating NAV

The NAV of a mutual fund is calculated by dividing the net assets of the scheme by
the total number of outstanding unitss

Total Agsets — Total Liabilities

NAV = - -
Total Number of Outstanding Units

or

NAV Market Value of Investments + Other Assets — Liabilities
N Total Number of Units

Illustration 4.2.1

A mutual fund has the following investments:

Particulars Details

X Ltd. 500 shares of 10 each (Current Market Price = %40 per
share)

Y Ltd. 1,000 shares of 10 each (Current Market Price = X110
per share)

Other Assets 10,000

Accrued Expenses X15,000

Total Units Issued 10,000 units
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Step 1: Calculate the Market Value of Investments

¢ X Ltd. =500 x 340 =320,000
¢ Y Ltd.=1,000 x %110 =1%1,10,000
Total Market Value of Investments = %1,30,000

Step 2: Calculate Total Assets

= Market Value of Investments + Other Assets
=31,30,000 + 10,000

=31,40,000

Step 3: Calculate Net Assets

= Total Assets — Liabilities

=31,40,000 — 15,000

=31,25,000

Step 4: Calculate NAV

B %1,25,000

NAV = 10,000 = ¥12.50 per unit

Therefore, the NAV of the mutual fund 1§12.50 pet unit.

4.2.5 Significance/Importance of NAV
Basis for Purchase/Sale of Units

Investors buy of redeem.mutual fund units at the prevailing NAV (subject to
applicable exit loads, if any).

Performance Indicator

The movement of NAV over time reflects the performance of the scheme (growth in
NAV indicates appreciation in the value of the underlying portfolio).

Transparency

Daily disclosure of NAV (mandated by SEBI) ensures transparency and enables
investors to track the value of their investment.

Basis for Regulatory Reporting

Used for computing scheme-wise Assets Under Management (AUM) and other
regulatory disclosures.
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4.2.6 Advantages of Mutual Funds
1. Diversification of Investment

Mutual funds invest the pooled money of investors in a wide range of securities
such as equity shares, bonds, money market instruments, and other financial assets.
This diversification helps reduce investment risk because the poor performance of one
security may be offset by the better performance of others.

2. Professional Fund Management

Mutual funds are managed by qualified and experienced fund managers who
continuously analyse market conditions, select suitable securities, and monitor the
investment portfolio. Their professional expertise enables investors to benefit from
informed investment decisions.

3. Affordability and Small Investment

Mutual funds enable individuals to participate in the capital market with relatively
small amounts of money. Investors can begin investing through Systematic Investment
Plans (SIPs) or lump-sum investments, making mutdalfunds suitable for investors with
different income levels.

4. High Liquidity

Most open-ended mutual fund schemes allow investors to redeem their units on any
business day at the prevailing Net Asset Value (NAV). This provides easy access to
invested funds whenever required, subject to theéiterims and conditions of the scheme.

5. Transparency

Mutual funds maintaifiva high, level of transparency by regularly disclosing their
portfolio holdings, Net Asset Value (NAV), investment objectives, risk factors, and fund
performance. Investors cafi easily monitor the progress of their investments through
periodic reports and oenline platforms.

6. Variety of Investment Schemes

Mutual funds offer a wide range of investment options designed to meet different
financial objectives, investment horizons, and risk appetites. Investors can choose from
equity funds, debt funds, hybrid funds, index funds, sectoral funds, exchange-traded
funds (ETFs), and solution-oriented schemes according to their financial goals.

7. Cost Efficiency

Since mutual funds pool funds from many investors, they benefit from economies
of scale. This reduces the cost of investment management and transaction expenses for
individual investors. Professional management is available at a comparatively lower
cost than direct portfolio management.
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8. Tax Benefits

Certain mutual fund schemes provide tax advantages under the provisions of the
Income Tax Act, subject to the prevailing tax laws. In addition, the taxation of mutual
fund investments varies according to the type of scheme and the period for which the
investment is held.

9. Potential for Long-Term Wealth Creation

Equity-oriented mutual funds have the potential to generate attractive long-term
returns by investing in diversified portfolios of quality companies. Although returns
are not guaranteed, disciplined investing over a long period may help investors achieve
financial goals such as retirement planning, children's education, or wealth accumulation.

10. Regulatory Protection and Investor Safety

Mutual funds in India operate under the regulatory framework prescribed by the
Securities and Exchange Board of India (SEBI). Strict regulations relating to disclosure,
investment limits, valuation, governance, and investor protection help ensure fair
practices and enhance investor confidence.

4.2.7 Disadvantages / Limitations of Investing in Mutual
Funds

Although mutual funds offer several advantages \such as diversification and
professional management, they also have gertain limitations. Investors should carefully
evaluate these drawbacks before making investment déeisions.

1. Market Risk

Mutual funds invest in market-linked /securities whose values fluctuate due to
changes in economics€onditions,interestrates, inflation, corporate performance, and
other market factor§. Consequently, the value of mutual fund investments may rise or
fall, and investors may in€ur losses.

2. Uncertain Returns

Mutual funds do not guarantee returns. The value of an investment depends on the
performance of the underlying securities and is reflected in the Net Asset Value (NAV)
of the scheme. Therefore, investors may receive returns that are higher or lower than
expected.

3. Possibility of Underperformance

A mutual fund may not always outperform its benchmark index or achieve its
investment objective. Factors such as adverse market conditions, poor investment
decisions, or changes in economic circumstances may result in lower-than-expected
returns.

4. Limited Control over Investment Decisions
Investors have no direct control over the selection or management of securities in
a mutual fund. All investment decisions are made by professional fund managers in

aﬁe with the objectives of the scheme.
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5. Fund Manager Risk

The success of a mutual fund depends largely on the competence and experience
of its fund manager. Poor investment decisions, changes in investment strategy, or the
replacement of a fund manager may adversely affect the performance of the scheme.

6. Fees and Expenses

Mutual funds charge various expenses, including management fees, administrative
expenses, and, in some cases, exit loads. These charges are deducted from the fund's
assets and may reduce the overall returns earned by investors.

7. Tax Implications

Returns from mutual funds may be subject to taxation under the applicable provi-
sions of the Income Tax Act. Depending on the type of scheme and the holding period,
investors may have to pay capital gains tax. Income received under the Income Distri-
bution cum Capital Withdrawal (IDCW) option is also taxable according to the prevail-
ing tax laws.

8. Lock-in Period and Limited Liquidity

Certain mutual fund schemes, particularly Equity Linked Savings Schemes (ELSS),
have a mandatory lock-in period during which investors canfiot redeem their invest-
ments. Some schemes may also impose /exit loads ifiunits are redeemed before the
prescribed holding period.

9. Complexity in Scheme Selection

The large number of mutual fund schemesy differing investment objectives, risk pro-
files, expense ratios, and portfolio compositions can make it difficult for investors to
select the most suitablé scheme without adequate financial knowledge.

10. Over-diversification

While diversification helps #educe investment risk, excessive diversification may
limit the potential for higherfeturns. Holding too many securities can dilute the impact
of well-performing investments and may increase portfolio management costs.

11. Past Performance Does Not Guarantee Future Returns

The historical performance of a mutual fund should not be considered a reliable
indicator of its future performance. Investors should evaluate a scheme based on its
investment objective, portfolio quality, risk profile, expense ratio, and consistency of
performance rather than relying solely on past returns.
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Mutual funds in India are regulated by SEBI under the SEBI (Mutual
Funds) Regulations, 1996, and mainly consist of the Sponsor, Trustees,
AMC and Custodian.

Sponsor establishes the mutual fund and appoints the Trustees and Asset
Management Company (AMC) with the required SEBI approval.

Trustees protect the interests of investors and supervise the working of
the mutual fund and its AMC.

Asset Management Company (AMC) manages the investments of the
mutual fund and operates its different schemes, while the Custodian
safely keeps the securities and other assets.

AMFT is the industry association of SEBI-registéred AMCs that promotes
healthy and ethical development of the mutual fundindustry, while ARN
is the identification number given to eligible mutual fund distributors
and intermediaries.

Net Asset Value (NAV) representssthe value of one unit of a mutual fund
scheme and is calculated based‘on the value of the fund's assets and lia-
bilities.

Which regulatory authority. geverns the establishment and functioning of
mutual finds in India?

Which SEBIregulations currently govern the establishment and operation
of mutual funds in India?

Which entity establishes a mutual fund and obtains its registration from
SEBI?

Which entity is responsible for protecting the interests of unit holders in a
mutual fund?

Which entity manages the investment portfolio and administers the
schemes of a mutual fund?

Which entity is responsible for the safe custody of securities and other
assets of a mutual fund?

Which apex industry association represents all SEBI-registered Asset
Management Companies (AMCs) in India?

Which organisation works closely with SEBI to promote transparency,
ethical practices, and investor awareness in the mutual fund industry?
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10.

1.
2.
3.
4.
3.
6.
7.
8.
9.

10.

Which unique identification number authorises mutual fund distributors
and intermediaries to distribute and advise on mutual fund products?

Which measure represents the per-unit value of a mutual fund scheme after
considering its total assets and liabilities?

Securities and Exchange Board of India (SEBI)
SEBI (Mutual Funds) Regulations, 1996
Sponsor

Trustees (Board of Trustees)

Asset Management Company (AMC)
Custodian

Association of Mutual Funds in India (AMFTI)
Association of Mutual Funds in lfadia (AMEI)
AMFI Registration Number (ARN)

Net Asset Value (NAV)

Explain the'structure of a mutual fund in India. Describe the role of the
Sponsor, Trustees, A§set Management Company (AMC), and Custodian in
the functioning of'a mutual fund.

Describe the Association of Mutual Funds in India (AMFI). Explain its
objectives and major functions in the development and regulation of the
mutual fund industry.

What is the AMFI Registration Number (ARN)? Explain its purpose and
significance in the mutual fund distribution system.

Define Net Asset Value (NAV). Explain the method of calculating NAV
with the help of a suitable illustration.

Discuss the importance of Net Asset Value (NAV) in mutual fund invest-
ment. Explain why investors should not rely solely on NAV while evaluat-
ing the performance of a mutual fund scheme. These questions are directly
answerable from the content you have prepared.
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Assignments

1. Analyse how the coordinated efforts of the Sponsor, Trustees, Asset Man-
agement Company (AMC), and Custodian contribute to the efficient man-
agement and investor protection of a mutual fund.

2. Evaluate the role of the Association of Mutual Funds in India (AMFI) in
promoting transparency, investor awareness, and ethical standards in the
Indian mutual fund industry.

3. "The AMFI Registration Number (ARN) enhances the credibility and
accountability of mutual fund distributors." Analyse this statement with
suitable reasons.

4. Critically examine the significance of Net Asset Value (NAV) in mutual
fund investments. Why should investors consider other factors in addition
to NAV while selecting a mutual fund scheme?

5. Analyse the importance of the regulatory frameworkigoverning mutual
funds in India. How do SEBI regulations and AMFI together ensure the
orderly growth and effective functioning of thesmutual fund industry.
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Learning Outcomes

After completing this unit, the learner will be able to;

¢ gain insight into the meaning of Leasing
get an idea on the different types of leasing

be award the advantages and limitations of leasing

S O O

differentiate between Leasing@iand Hire Purchase

Prerequisite

Ravi is a progressive farmer who cultivates vegetables on
leased farmland., As“demand fer his produce increased, he
wanted tofeultivate, a largeéffarea. However, this required a
modern ftractor and other farm equipment. Purchasing a new
tractor would cost several lakhs of rupees, forcing him to spend
meost, of his_savings{ Without sufficient working capital, he
would struggletobuy seeds, fertilisers, and pay labourers.

One day, Ravi attended a meeting organised by a local agri-
cultural fihance centre. There, he learned about leasing. The
finaneefofficer explained that a leasing company could purchase
the tractor and allow Ravi to use it for an agreed period. Instead
of paying the entire purchase price, Ravi would only pay fixed
lease rentals at regular intervals. The leasing company would
remain the legal owner of the tractor, while Ravi would enjoy
the right to use it for his farming activities.

Ravi decided to lease the tractor. With the money he
saved, he expanded cultivation, purchased quality inputs, and
improved irrigation facilities. The tractor helped him complete
farming operations on time, resulting in higher productivity
and increased income. At the end of the lease period, he had
the option to renew the lease, return the tractor, or purchase it if
the agreement permitted.
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Ravi soon realised that successful businesses and individuals do not always
need to own expensive assets. In many situations, having the right to use an asset
is sufficient to achieve growth and improve productivity.

This situation introduces the concept of leasing, a financing arrangement in
which the owner of an asset (the lessor) grants another party (the lessee) the right
to use the asset for a specified period in return for periodic lease rentals, while
legal ownership of the asset remains with the lessor.

In this unit, you will study more about the concept and essential elements of
leasing, the different types of leasing, and the characteristics of operating and
financial leases. The unit also explains special forms of leasing such as sale and
lease back and other important classifications of leases. Further, it examines the
advantages and limitations of leasing from the perspectives of both the lessor and
the lessee. Finally, the unit presents a comparison between leasing and hire pur-
chase to help learners understand their differences and identify the most suitable
financing option in different business situations.

Leasing, Operating Lease, Financial Lease, Hire Purchase

Discussion

5.1.1 Meaning and Definition of Leasing

Meaning

Leasing is an arrangement that enables a business to obtain the right to use and
control an asset without purchasing or acquiring ownership of it. In essence, it is a
method of hiring or renting«dn asset for a specified period. A lease is a contractual
agreement between the lessor, who is the legal owner of the asset, and the lessee, who
is granted the right to use the asset. Under this agreement, the lessor allows the lessee
to use the asset for an agreed period in exchange for a payment known as lease rental.

The lease agreement is governed by the terms and conditions mutually accepted by
both parties. The lessee is required to pay lease rentals to the lessor at regular intervals
as fixed periodic payments. These payments may be scheduled at the beginning or the
end of a month, quarter, half-year, or year. The amount and timing of lease rentals may
also be structured according to the lessee's profitability and cash flow requirements,
subject to the agreement between the parties.

Definition

A lease may be defined as a contractual arrangement/transaction in which a party
owning an asset/equipment (lessor) provides the asset for use to another/transfer the
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right to use the equipment to the user (lessee) over a certain/for an agreed period of time
for consideration in form of/in return for periodic payment (rentals) with or without a
further payment (premium).

According to Miller, M.H. and C.W. Upton. "Leasing separates ownership and use as
two economic activities, and facilitates asset use without ownership".

5.1.2 Essential Elements of Leasing

The effectiveness of a lease agreement depends on certain essential elements that
define the rights, responsibilities, and obligations of the parties involved. The key
elements are discussed below:

1. Parties to the Lease Agreement
Every lease agreement involves two principal parties:

¢ Lessor: The owner of the asset who purchases and leases the asset to another
party while retaining legal ownership throughout the'lease period.

O Lessee: The user of the asset who acquirgs, the right to use it in return for
periodic lease payments.

The lessor and lessee may be individuals, partnership firmsyeempanies, corporations,
or financial institutions. In large-value tfansactions, there may be multiple lessors
or lessees. Lease transactions may also|involve lease brokers, who facilitate lease
arrangements for a commission, and lease financiers, who provide financial assistance
to the lessor through loans, equity participationjpesréfinancing schemes.

2. Lease Asset

The asset is the subjeet matter of the lease agreement and forms the basis of the
leasing transaction.dt may include'miovable or immovable property such as machinery,
equipment, vehicles, aircraft, buildings, factories, land, or even an ongoing business.
The asset selected forleasing should suit the operational requirements of the lessee.

3. Separation of Ownership and Right to Use

A distinctive feature of leasing is the separation between ownership and possession.
The legal ownership of the asset always remains with the lessor during the lease period,
whereas the lessee enjoys the right to use the asset for business or commercial purposes.
Unless otherwise agreed, the asset normally returns to the lessor after the expiry of the
lease.

4. Lease Period (Lease Term)

The lease term refers to the duration for which the lease agreement remains valid.
Every lease must specify a definite period; otherwise, it may not be legally enforceable.
The duration may:

¢  Extend over the entire economic life of the asset in the case of a financial
lease.
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¢ Cover only a portion of the asset's useful life in the case of an operating lease.
¢ Include an option for renewal upon expiry, if mutually agreed by both parties.
5. Lease Rentals
Lease rental is the consideration paid by the lessee to the lessor for the right to use
the leased asset. These periodic payments are structured to enable the lessor to recover:
¢ The cost of the asset through depreciation,
O Interest on the investment made,
¢ Expenses relating to repairs and maintenance (where applicable), and
¢ Other administrative or servicing charges incurred during the lease period.
6. Termination of the Lease
A lease agreement comes to an end upon the expiry of the agreed lease term.
Depending on the terms of the contract, one of the following alternatives may take
place:
¢ Renewal of the lease for a further fixed period or continuingly.
¢ Return of the asset to the lessor at the end of'the lease.
¢ Return of the asset followed by its sale by the lessor tod@ third party.
¢ Sale of the asset to the lessee, if such an optioniis provided in the agreement.
The method of termination is generally'decided by mutual agreement at the time the
lease contract is executed.

7. Risk

The risks associated with ownership include the possibility of losses arising from idle
capacity, technologieal obsolescenee, and changes in returns due to varying economic
conditions.

8. Rewards

The rewards of ownership include the expected profits from using the asset during
its economic life, as well as gains arising from an increase in the asset's value or the
realisation of its residual value.

5.1.3 Types of Leasing
1. Finance Lease

According to International Accounting Standard (IAS) 17, a finance lease is a long-
term leasing arrangement in which the lessor transfers substantially all the risks and
rewards associated with the ownership of an asset to the lessee. The lease may or
may not result in the transfer of legal title at the end of the lease term. In a finance
lease, the lessor primarily acts as a financier, whereas the lessee assumes most of the
responsibilities and economic benefits arising from the use of the asset.
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The lease is generally non-cancellable during the primary lease period, and the lease
rentals are structured to enable the lessor to recover the entire investment made in
acquiring the asset along with a reasonable return. For this reason, finance leases are
also known as full payout leases, as the lessor recovers both the cost of the asset and the
expected profit through lease payments.

Finance leases are commonly used for high-value assets such as aircraft, ships,
railway wagons, land, buildings, heavy machinery, industrial equipment, and diesel
generating sets. Normally, the lease term extends over most or all the economic life
of the asset, and the total lease payments are generally higher than the lessor's original
investment in the asset.

Key Characteristics of a Finance Lease

¢ Itis generally a long-term and non-cancellable lease arrangement.

O The lessee assumes substantially all risks and rewards associated with
ownership.

The lessor retains legal ownership, but primarily funetiens as a financier.

Lease rentals are designed to recover the full cost of the asset and provide a
return on investment.

The lease term usually covers mostior all'of'the asset's'economic life.

The lessee may have the option/to purchase the asset at the end of the lease
period.

¢ Finance leases are widely'uséd for expensive capital assets such as industrial
machinery, commercial building8y ships, and aircratft.

Types of Financial Lease
Financial Lease may be classified intodhe following types
(i) Sale and Lease Back and Direct Lease

Sale and Lease Back

A Sale and Lease Back'is an indirect form of leasing. Under this arrangement, the
owner of an asset sells it to a leasing company and immediately takes it back on lease.
Thus, the seller becomes the lessee, while the leasing company becomes the lessor. This
arrangement enables the owner to receive immediate funds while continuing to use the
asset.

A common example is the sale and lease back of safe deposit lockers by banks. The
bank sells the lockers to a leasing company at a market price, and the leasing company
leases them back to the bank on a long-term basis. The bank then provides these lockers
to its customers. A sale and lease back arrangement may take the form of either a finance
lease or an operating lease.

Direct Lease

A Direct Lease is a lease arrangement in which the owner of the asset and the lessee
are different persons. The lessor purchases the asset from the supplier and leases it

dw the lessee.
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A direct lease may be of two types:
(a) Bipartite Lease
(b) Tripartite Lease
(a) Bipartite Lease
A Bipartite Lease involves two parties:

¢ Equipment supplier-cum-lessor
O Lessee

In this arrangement, the equipment supplier also acts as the lessor and leases the
asset directly to the lessee. Such leases are generally operating leases and may provide
additional facilities such as upgrading the equipment, adding new features, or replacing
the equipment when required (swap lease). The lessor is also responsible for maintaining
the asset.

(b) Tripartite Lease

A Tripartite Lease involves three parties, namely the Equipment supplier, the Lessor
and the Lessee

A common form of tripartite lease is the sales-aidilease, 1 which the equipment
supplier helps the leasing company arrange lease finance, The supplier may:

¢ Recommend customers to.the leasing company.

¢ Negotiate the lease tefms and completethe required formalities on behalf of
the leasing company.

¢ Execute the lease in its own name and later assign or discount the lease
receivablesdo the leasingicompany.

In this arrangement, thel€asing company becomes the owner of the asset and receives
the lease rentals fromithe lessee.

If the lessee fails to makesthe lease payments, the supplier may support the leasing
company by repurchasing the equipment or providing a guarantee on behalf of the
lessee.

(ii) Single Investor Lease and Leveraged Lease
Single Investor Lease

A Single Investor Lease is a lease arrangement involving two parties—the lessor and
the lessee. In this type of lease, the lessor finances the entire cost of the leased asset
by using a suitable combination of equity and borrowed funds. Although the lessor
may borrow money from lenders to purchase the asset, such borrowings are without
recourse to the lessee. This means that if the lessor fails to repay the loan, the lender
cannot recover the amount from the lessee. The lessee's responsibility is limited to
paying the agreed lease rentals to the lessor.
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Leveraged Lease
A Leveraged Lease is a lease arrangement involving three parties:

¢ Lessor (equity investor)
¢ Lender (loan participant)
O Lessee

In this type of lease, the lessor contributes only a part of the total cost of the asset
as equity, while the remaining amount is financed through borrowings from the lender.
The lender obtains the right to receive the lease rentals from the lessee and holds the
first charge or mortgage on the leased asset as security.

Generally, the transaction is managed through a trustee, who safeguards the interests
of both the lessor and the lender. The trustee collects the lease rentals from the lessee,
pays the amount required for servicing the loan to the lender, and transfers the remaining
balance to the lessor.

Thus, in a leveraged lease, the lessor provides only a small pottion of the investment,
whereas the major share of the asset's cost is financed by the lender

(iii) Straight Lease and Modified Lease
Straight Lease

A Straight Lease is a lease arrangement in which the lessee pays the agreed lease
rentals throughout the expected service life or lease térm of the asset. The terms and
conditions of the lease remain un€hanged during thé'entire lease period, and no provision
is made for modifying the original leasefagreement.

Modified Lease

A Modified Leage is a lease arrangement that offers flexibility to the lessee during
the lease period. Unlike afstraight lease, it allows certain changes to the original lease
agreement. For example, the lessee may be given the option to terminate the lease before
its expiry by either purchasing the leased asset or returning it to the lessor, depending
on the terms of the agreement.

(iv) Primary and Secondary Lease (Front-ended and Back-ended Lease)

A Primary and Secondary Lease is a lease arrangement in which the lease rentals
are structured differently for two stages of the lease period. During the primary lease
period, the lease rentals are comparatively high so that the lessor can recover the cost
of the asset along with a reasonable profit. After the lessor has substantially recovered
the investment, the lease may continue for a secondary lease period at nominal or
significantly lower rentals.

In simple terms, the rentals payable during the primary lease period are much higher
than those charged during the secondary lease period. Since the lease rentals are higher
in the beginning and lower in the later stage, this arrangement is also known as a Front-
ended and Back-ended Lease.
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(v) Domestic Lease and International Lease
Domestic Lease

A lease transaction is called a Domestic Lease when all the parties involved in the
lease agreement, namely the equipment supplier, lessor, and lessee, are domiciled in the
same country. Since the entire transaction takes place within one country, it is governed
by the domestic laws, regulations, and taxation policies of that country.

International Lease

A lease transaction is known as an International Lease when the parties involved in
the lease agreement are in different countries. International leases are broadly classified
into:

1. Import Lease
2. Cross-Border Lease

Import Lease

An Import Lease is an international lease in which the lessomand the lessee are
domiciled in the same country, while the equipmentisupplier is located in another
country. In such cases, the lessor imports the asset.from the foreign supplier and leases
it to the lessee.

Cross-Border Lease

A Cross-Border Lease is an intefhational lease infwhich the lessor and the lessee
are domiciled in different countries. In this,type of lease, the location of the equipment
supplier is not important for determining the mature of the lease.

From an operationalgpeint of wiew, domestic and international leases mainly differ
in terms of risk. Intérnational leasesiinivolve two additional risks, namely country risk
and currency risk.

¢ Country Risk: This risk arises because the lease transaction is influenced by
the political, econemic, legal, tax, and regulatory environment of the countries
involved.

¢ Currency Risk: This risk arises when payments to the equipment supplier
or lease rentals are made in different currencies. Any fluctuation in exchange
rates may affect the cost of the lease transaction.

2. Operating Lease

According to International Accounting Standard (IAS) 17, an operating lease is a
lease that is not classified as a finance lease. In an operating lease, the lessor does
not transfer all the risks and rewards associated with the ownership of the asset to the
lessee. Also, the cost of the asset is not fully recovered during the primary lease period.

Apart from providing the asset, the lessor also offers services such as maintenance,
repairs, insurance, and technical support. Therefore, an operating lease is also known
as a service lease. The lease rentals include charges for both the use of the asset and the
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services provided by the lessor. Since the lessor expects to lease the asset to more than
one user, the recovery of the investment does not depend on a single lessee.

Operating leases are commonly used for computers, office equipment, automobiles,
trucks, telecommunication equipment, and similar assets.

Examples of operating leases include

0

0
0
0

Hiring a mobile crane along with an operator.
Chartering an aircraft or ship together with crew, fuel, and support services.
Leasing computers with operators or technical support.

Hiring a taxi, where the rental includes the driver's service, fuel, maintenance,
and repairs.

Features of an Operating Lease

The main features of an operating lease are:

i.

ii.

iii.

iv.

Short Lease Period: The lease period is generally muchishorter than the useful
life of the asset. Depending on the nature ofithe asset, theilease may be on an
hourly, daily, weekly, monthly, or yearly basis: Normally, either the lessor or the
lessee can cancel the lease according to the terms of the agteement.

Incomplete Recovery of Cost: Since the lease period 1s short, the lease rentals
collected during this period are not sufficient'to recover the full cost of the
asset.

Residual Value Remainsswith the Lessor:<The lessor does not depend on a
single lessee to recoverthe investmient. Instead, the lessor expects to recover the
remaining cost by leasing the asset torother users or by selling it after the lease
period. Therefore, the lessor bears the risk of obsolescence.

Maintenance by the Lessor: Thé lessor usually undertakes the maintenance of
the asset and may alseiprovide services such as insurance, technical assistance,
operators, fuelgand repairs.

Table 5.1.1 Comparison between Financial lease and Operating lease

Item Financial lease Operating lease
1. Duration Long-term Short-term
2. Cancelability Non-cancellable Cancellable at lessee's
option

3. Maintenance & Insurance Borne entirely by the Borne by the Lessor
Lessee

4. Payout Type Full-payout (covers asset Non-payout (depends on
cost + interest) re-leasing/residual value)

5. Risk of Obsolescence Borne by the Lessee Borne by the Lessor

6. Purchase Option Frequently offered at Rarely offered; asset
nominal value returns to lessor
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5.1.4 Advantages and Limitations of Leasing

5.1.4.1 Advantages of Leasing to the Lessor
1. Higher Profits

A lessor can earn attractive profits by leasing assets when the leasing business is
managed efficiently. The lease rentals generally cover the cost of capital invested as
well as the risks associated with the leasing transaction.

2. Tax Benefits

Since the lessor is the legal owner of the leased asset, various tax benefits such
as depreciation and investment allowance can be claimed. Leasing has therefore been
widely used as an effective means of reducing the lessor's tax liability.

3. Quick Returns

Compared to many long-term investment projects, leasing provides quicker returns.
The lessor receives regular lease rentals, enabling a faster recovery. of the investment.

4. Increase in Sales

Lease financing provided through leasing companies helpsimanufacturers increase
the sale of their products. At the same time, the lessor may also be able to negotiate
favourable terms or concessions from the manufacturers while purchasing the assets.

5.1.4.2 Disadvantages of ldeasing to thelliéssor
1. Risk of Obsolescence

The lessor bears the'risk thatthe leased asset may become technologically outdated
before recovering the full inyestment. This risk is particularly high in industries where
technology changes rapidly.

2. Intense Competition

The growth of leasing companies has increased competition in the leasing market.
As a result, the lessor may find it difficult to charge lease rentals that are sufficient to
recover the cost of the asset, earn the expected profit, and compensate for the risks
involved.

3. Effect of Price-Level Changes

Although the market price of assets may increase due to inflation, the lessor generally
receives fixed lease rentals that are based on the original cost of the asset. This may
reduce the real return on investment.

4. Difficulty in Managing Cash Flows

Efficient cash flow management is essential for the success of a leasing business.
However, fluctuations in market conditions and unexpected changes in cash inflows

and outflows can make cash flow management difficult.
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5. Higher Cost Due to Loss of User Benefits

The lessor cannot enjoy certain benefits available to the actual users of the asset,
such as concessions in sales tax, customs duty, or other taxes. This increases the overall
cost of acquiring the asset and may require the lessor to charge higher lease rentals.

6. Long Recovery Period

Recovering the investment made in leased assets generally takes a considerable period
through lease rentals. Therefore, the lease rentals received may not always represent
actual realised profits, as they are subject to various business risks. If dividends are
distributed from current earnings without considering these risks, it may eventually
result in payment out of capital.

5.1.4.3 Advantages of Leasing to the Lessee
1. Avoids Large Initial Investment

Leasing enables a business to use an asset without making a'substantial initial capital
investment. In many cases, lease financing provides up to 100% finance, eliminating
the need for margin money, although some leasing €empanies may require the first
lease rental to be paid in advance.

2. Easy and Quick Source of Finance

Leasing is a convenient source of medium- and long-term finance. Lease proposals
are generally processed faster thanterm loansjenabling the lessee to acquire and use the
asset without unnecessary delay. Since ownership remains with the lessor, the lessee is
not required to provide additional security ofymortgage assets.

3. Preserves Borrowing Capagity

Lease financing/allows a business to acquire the use of assets without significantly
affecting its borrowing«€apacity. This enables the firm to retain its ability to obtain
additional finance for future buginess needs.

4. Improves Liquidity

A sale and lease back arrangement helps a business convert fixed assets into cash
while continuing to use them. This improves liquidity and assists in meeting working
capital requirements.

5. Tax Benefits and Tax Planning

Lease rentals are treated as revenue expenditure and are deductible while computing
taxable income. This reduces the lessee's tax liability. In addition, tax benefits available
to the lessor may be reflected in the form of lower lease rentals, making leasing an
effective tax planning tool.

6. Higher Return on Capital Employed

Since the lessee acquires only the right to use the asset and not its ownership, the
leased asset generally does not appear as an owned asset in the balance sheet. This

rma comparatively higher return on capital employed.
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7. Transfer of Obsolescence Risk

By leasing instead of purchasing an asset, the lessee can transfer a major part of
the risk of technological obsolescence to the lessor, particularly in industries where
technology changes rapidly.

8. Convenience and Flexibility

Operating or service leases are generally cancellable, allowing the lessee to
discontinue the lease when the asset is no longer required. This makes leasing a flexible
method of financing.

9. Certainty of Finance

A lease is generally a medium-term financing arrangement that cannot be withdrawn
merely because of changes in economic conditions. Unless the lessee defaults, the lessor
cannot demand accelerated payment of lease rentals during the primary lease period.

10. No Flotation Costs

Leasing eliminates the need to raise funds through the issue of'shares or debentures.
Consequently, the expenses associated with issuing securities, known as flotation costs,
are avoided.

11. No Disposal Responsibility

At the end of the lease period, the lesse€ is not responsible for disposing of the asset.
The responsibility for taking backefidisposing,of the@sset rests with the lessor.

12. Lower Administrative and Maintenance Costs

Under a gross lease or an operating leasg, the lessor may undertake the maintenance
and servicing of the léased asset. Although these costs are included in the lease rentals,
the lessee benefits from professional maintenance services and reduced administrative
responsibility.

5.1.4.4 Disadvantagesgef1.easing to the Lessee
1. Higher Cost of Finance

Lease financing is generally more expensive than other sources of finance because
the lease rentals include the lessor's profit margin as well as compensation for the risk
of obsolescence.

2. No Moratorium Period

Unlike term loans, lease agreements generally do not provide a moratorium period.
Lease rentals become payable according to the agreement even before the asset starts
generating sufficient income.

3. No Ownership Benefits

Since the lessee does not become the owner of the asset, ownership-related benefits
such as depreciation, investment allowance, and other tax incentives cannot be ﬁ.
!
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4. Restrictions on Alteration of the Asset

The lessee cannot make major modifications or structural changes to the leased asset
without the lessor's consent. In contrast, an owner has complete freedom to alter the
asset according to business requirements.

5. Loss of Salvage Value

The lessee cannot realise the asset's salvage value at the end of its useful life because
ownership remains with the lessor. The asset must be returned after the lease period.

6. Penalty for Early Termination

If the lessee terminates the lease agreement before the expiry of the agreed lease
period, penalties or compensation may have to be paid as specified in the lease contract.

7. Risk of Losing the Asset

The lessee may lose the right to use the leased asset if thed€ssor experiences financial
difficulties or if the leasing company is wound up.

5.1.5 Leasing Vs Hire Purchase

Hire Purchase and Leasing are two widelysused, methods of@cquiring the use of
business assets without making a substantial upfront investment. Both arrangements
enable businesses to obtain machinery, equipment, vehicles, and other assets by making
periodic payments rather than paying the entire purchase price at once. However, they
differ significantly in terms of legaltownership, payment structure, transfer of risks
and rewards, maintenance responsibilities, and the user's rights over the asset. In a
hire purchase agreement, the hirer acquires ownership of the asset after paying all the
agreed instalments. In contrast, under a leasg agreement, the lessor retains ownership of
the asset while granting the lesseéthe rightto use it for a specified period in return for
periodic lease rentals. Understanding these differences helps businesses select the most
appropriate financing option based on their operational and financial requirements.

Differences between Hire Purchase and Leasing

Table 5.1.2 Differences between Hire Purchase and Leasing

Basis

Hire Purchase

Leasing

1. Meaning

Hire purchase is a method
of acquiring an asset by
paying the purchase price in
instalments over an agreed
period.

Leasing is an arrangement
in which an asset is rented
from its owner (lessor) for
a specified period against
regular lease payments.

2. Duration

Hire purchase agreements
generally extend over a
relatively longer period,
ranging from several months
to years.

Lease agreements are
usually for a shorter
duration and can be
tailored to the needs of
the parties.
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3. Ownership Transfer

Ownership of the asset
passes to the hirer after all
the agreed instalments have
been paid.

Ownership remains with
the lessor throughout the
lease period.

4 Payment Structure

The hirer pays periodic
instalments until the
ownership of the asset is
transferred.

The lessee makes regular
lease payments only for
the right to use the asset
during the agreed period.

5.Maintenance and
Insurance

The hirer 1is generally
responsible for the
maintenance and insurance
of the asset.

The lessor generally
takes responsibility for
maintenance and upkeep,
depending on the lease
agreement.

6.Flexibility

Hire purchase agreements
usually have fixed terms and
offer limited flexibility after
execution.

Leasing provides greater
flexibility, allowing
changes in terms or asset
upgrades in many cases.

7. Tax Treatment

The interest componefit, of
hire purchase instalments
may qualify as_asdeduetible
business expénse for “tax
purposes.

Lease rentals are
generally  treated as
operafing expenses and
may be deducted while
computing taxable
income.

8. End of Term Options

At the'end of the agreemient,
ownership «is transferred
to the hirer, and no further
payments are required.

At the end of the lease
period, the lessee may
have the option to
purchase, renew, or return
the asset, depending on
the agreement.

9. Risk Exposure

The hirer bears the risk
associated with depreciation
or damage to the asset.

Since ownership remains
with the lessor, the lessor
generally  bears  the
ownership-related risks.

10. Contract Termination

A hire purchase agreement
may be terminated before
ownership is transferred,
subject to the terms and
applicable charges.

Early termination of a
lease may result in legal
or financial consequences
as specified in the lease
contract.
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¢ Leasing is a contractual arrangement in which the owner of an asset
(lessor) grants another party (lessee) the right to use the asset for a spec-
ified period in return for lease rentals.

¢ The essential elements of leasing include the lessor, lessee, lease asset,
lease period, lease rentals, separation of ownership and use, and termi-
nation of the lease.

¢ Based on the transfer of risks and rewards, leasing is broadly classified
into Finance Lease and Operating Lease.

¢ A Finance Lease transfers all the risks and rewards of ownership sub-
stantially to the lessee, whereas an Operating Lease retains most of the
risks and rewards with the lessor.

¢ Finance leases include Sale and Lease Back, Direct ease, Single Inves-
tor Lease, Leveraged Lease, Straight Lease, Modified,Lease, Primary
and Secondary Lease, and Domestic and International Lease.

¢ Operating leases are generally short=termy cancellablesand include main-
tenance and other support services provided by the lessor.

¢ Leasing offers several advantages to the lessor, such as higher profits,
tax benefits, quick recovery of'investment,/and increased sales opportu-
nities.

0 Leasing also bengfits the lesseezby avoiding heavy initial investment,
improving liquidity, preserving borrowing capacity, providing tax bene-
fits, and redu€ing thexisk of obsolescence.

Objective Questions

Which party to a lease agreement is the legal owner of the leased asset?
2. What is the consideration paid by the lessee to the lessor known as?

Which type of lease transfers substantially all the risks and rewards of
ownership to the lessee?

4. Which type of lease is also known as a full payout lease?
Which type of lease is commonly referred to as a service lease?

6. In which type of lease does the lessor generally provide maintenance and
technical services?

7.  Which lease arrangement involves the owner selling an asset and immedi-
ately leasing it back?
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Which type of direct lease involves only the lessor and the lessee?
9. Which type of lease involves the equipment supplier, lessor, and lessee?
10. In which type of lease does the lessor finance the entire cost of the asset?
11. Which type of lease involves three parties—the lessor, lender, and lessee?

12. Which lease provides flexibility by allowing modification of the lease
terms?

13. Which lease consists of a primary period followed by a secondary period
with nominal rentals?

14. A lease in which all the parties are located in the same country is called

15. Which type of international lease involves a foreign equipment supplier
but a domestic lessor and lessee?

16. Which type of lease exists when the lessor and leSsee are located in differ-
ent countries?

17. Which risk arises due to fluctuations in foféign exchange rates in an inter-
national lease?

18. Which benefit allows the lessor to€laim depreciationson the leased asset?

19. Which advantage of leasing enables the lessee to use an asset without
making a large initial investment?

20. Which disadvantage ofd€asing prevents theflessee from claiming depreci-
ation and investment‘allowance?

Lessor

Lease rental
Finance lease
Finance lease
Operating lease
Operating lease
Sale and lease back

Bipartite lease

OB UNC NN - R

Tripartite lease

[a—
S

Single investor lease

—_
—_

. Leveraged lease
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12. Modified lease

13. Primary and secondary lease (Front-ended and Back-ended lease)
14. Domestic lease

15. Import lease

16. Cross-border lease

17. Currency risk

18. Tax benefits

19. Avoidance of initial capital outlay

20. Loss of ownership benefits

Self-Assessment Questions

1.
2.
3.
4.

Explain the essential elements of a lease agreement.
Differentiate between a finance lease’and an operatingdéase.
Describe the different types of finance leases with suitable examples.

Discuss the advantages and disadvantages of leasing from the perspective
of the lessee.

5. Explain the advantages and disddvantages of leasing from the perspective
of the lessor.

6. Differentiate between Hire Purchase and Leasing.

1. Compare finance lease and operating lease and explain the situations in
which each type of lease is most appropriate.

2. Analyse the various forms of finance lease, such as sale and lease back,
direct lease, leveraged lease, and single investor lease, with suitable exam-
ples.

3. Critically examine the advantages and limitations of leasing for both the
lessor and the lessee.

4. "Leasing is an effective alternative to purchasing business assets." Discuss
this statement by analysing its benefits and drawbacks.

5. Explain the different classifications of leasing and discuss how the choice
of lease depends on the financing and operational requirements of a busi-
ness.

m SGOU - SLM - BCom - Financial Services and Market @




Reference

1. Gupta, R. K., Aggarwal, N., & Gupta, N. (2018). Financial institutions
and markets. Kalyani Publishers.

2. Sharma, F. C. (2021). Financial markets, institutions and services. SBPD
Publications

3. Pandian, P. (2018). Financial services and markets. Vikas Publishing
House Pvt. Ltd.

1. Balachandran, V. (2024). Securities market & regulations. Sultan Chand
& Sons.

2. Gupta, S. K. (2011). Financial markets, institutions & services. Ane Books
Pvt. Ltd.

3. Kumar, S., & Kandekar, P. G.A2023). Financial markets and banking
operations. Thakur Publication Private Limited

@ SGOU - SLM - BCom - Financial Services and Market m

ERSITY




Unit é

Factoring

Learning Outcomes

After completing this unit, the learner will be able to;

¢ explain the concept of Factoring

¢ know process of factoring

¢ explain the functions of a factor

¢ describe the various types ofifactoring

¢ differentiate between factoring and bill discounting

Prerequisite

Priya owns.a smallybusiness(unit that manufactures eco-
friendly paper bags.Herproducts are in high demand, and she
supplies them togupermarkets, restaurants, and retail stores.
Most of her customers purchase on 60-day credit, promising
toypay after receiving the goods.

Although Priya's sales continue to increase, she often
sttuggles to buy raw materials and pay her workers because
a large portion of her money remains locked up in unpaid
invoiees. She spends considerable time maintaining customer
accounts, sending reminders, and following up for payments.
Occasionally, some customers delay payment, while a few
even fail to pay on time.

One day, Priya meets a financial consultant who suggests
using factoring. The consultant explains that instead of
waiting for customers to pay, Priya can sell her receivables
to a factor, a specialised financial institution. The factor
immediately provides most of the invoice value as advance
finance, manages the sales ledger, collects payments from

customers, and, under certain agreements, even bears the risk
of bad debts.
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Initially, Priya chooses advance factoring to improve her cash flow. As her
business expands to overseas markets, she switches to export factoring, which
helps her collect payments from foreign buyers and protects her against the
risk of non-payment. Later, she also learns about recourse and non-recourse
factoring, maturity factoring, limited factoring, and other types of factoring,
each designed to meet different business needs.

With the support of factoring, Priya no longer worries about delayed
collections. She can focus on production, customer service, and business
expansion, while the factor efficiently manages her receivables.

This story highlights how factoring is not merely a source of finance but a
comprehensive receivables management service. In this unit, you will learn the
concept, functions, various types of factoring, and how it differs from bill dis-
counting.

Factoring, Bills Discounting, Factor, Client

Discussion

5.2.1 Meaning and Definition of Factoring

Meaning

Factoring is a financialdrrangement created through an agreement between a business
organisation selling goods or providing services (known as the client) and a financial
institution (known as the faetor). Under this arrangement, the factor purchases the
client's accounts receivable arising from credit sales and undertakes the responsibility
of managing and collecting those receivables.

Factoring is a continuous business relationship between a factor and a client, in
which the client sells goods or renders services to customers on open account terms.
The factor purchases the client's book debts, either with or without recourse, administers
the sales ledger, controls the credit extended to customers, and collects the outstanding
receivables on behalf of the client.

Definition

The International Institute for the Unification of Private Law (UNIDROIT), Rome
(1988) defined factoring as an arrangement between a factor and a client under which
the factor provides at least two of the following services:
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5.2.2

Finance
Maintenance of accounts
Collection of debts

Protection against credit risk

Features of Factoring

The important features of factoring are as follows:

1.

5.2.3

Factoring is a financial service that converts credit sales into immediate cash by
purchasing accounts receivable and other credit dues.

The factor assumes the credit risk associated with the receivables purchased and
collects the debts from customers when they become due.

A factor normally performs at least two or more of the following functions:
¢ Provides finance through loans or advance payments.

¢ Maintains accounts and sales ledgers relating to receiwables.

¢ Collects receivables from customers.

¢ Protects the client against the risk of bad debtsor default by debtors.

A factor is a specialised financial imStitution that provides both financing and
management of receivables arising from credit sales. It acts as a financial
intermediary between the buyer and the seller.

Unlike commercial banksgrasfactor specialises in managing and collecting
receivables. Since the invoices are@assigned to the factor, payments are received
directly from the customers.

The factor is responsible for sales accounting, debt collection, credit control,
protection agdinst bad debtsypand@dvisory services relating to receivables.

Parties to Factoring

A factoring transaction generally involves three parties:

1. Buyer

The buyer purchases goods on credit from the seller and agrees to make payment to
the factor on the due date. If payment is delayed or default occurs, the factor takes the
necessary steps for recovery.

2. Seller

The

seller enters into a credit sale agreement with the buyer, supplies the goods, and

assigns the receivables to the factor. The seller receives an advance, generally 80% or
more of the receivables, and receives the balance amount after deduction of the factor's

service

charges.
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3. Factor

The factor is a financial institution that agrees with the seller to provide factoring
services. The factor purchases the receivables, makes advance payment to the seller,
collects the outstanding amount from the buyer on the due date, and remits the balance
to the seller after deducting the agreed charges.

5.2.4 Process of Factoring

Factoring arises from credit sales made in the normal course of business. The primary
responsibility of the factor is to realise the sale proceeds by collecting the receivables
from customers. Thus, the factor acts as an intermediary between the seller and the
buyer and, in some cases, also works in coordination with the seller's bank.

The mechanism of factoring involves the following steps:

1. The seller and the factor enter into a factoring agreement specifying the terms
and conditions under which factoring services will be provided.

2. The seller supplies goods or services to the buyer on credit, The sales documents
and invoice contain instructions directing the buyer to make payment directly
to the factor.

3. Ifrequired under the agreement, the factor provides advance finance to the seller
against the receivables.

4.  On the due date, the buyer makes payment directly to the factor.

After receiving the paymeiit, the factorcteditsthe seller's account after deducting
the agreed fees, interest, and othér'charges, and remits the balance amount to
the seller.

5.2.5 Functionsfof a Factor
1. Administration of Salés Ledger

One of the primary servicesoffered by a factor is the administration of the client's
sales ledger. The factor maintains a separate sales ledger for each client. Whenever a
sales transaction takes place, the client prepares the invoice in duplicate. One copy is
issued to the customer, while the other is forwarded to the factor. The factor records the
transaction using the open-item method, whereby every payment received is matched
with the corresponding invoice. Consequently, the customer's account reflects all
outstanding invoices on any given date. The factor also provides the client with periodic
reports showing the status of receivables and collections. The frequency of these reports
depends on the volume of transactions. Thus, the entire responsibility for maintaining
the sales ledger is transferred from the client to the factor.

The factor performs the following functions in relation to sales ledger administration:

1. Verifies that invoices represent genuine trade transactions arising from the sale
of goods or the provision of services.
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ii. Maintains and updates the sales ledger by recording new invoices issued and
payments received.

iii. Ensures that monthly statements are sent to debtors and follows up for timely
recovery through reminders, telephone calls, personal contacts, and other
appropriate methods.

iv. Remits the retained balance to the client after collection of receivables. In the
case of Fixed Maturity Period (FMP) factoring, the retained amount is released
to the client on the expiry of the agreed maturity period.

v.  Maintains close coordination with both the client and the customers to resolve
disputes relating to quantity, quality, unauthorised discounts, or other issues
affecting payment.

vi. Periodically reviews the financial position and creditworthiness of debtors to
assess the likelihood of successful debt recovery.

vii. Provides the client with regular reports containing details of overdue invoices,
unpaid accounts, disputes, legal proceedings, and other relevant information.

2. Collection of Receivables

Collection of receivables is one of the most impostant functions of a factor. The
factor undertakes the responsibility of collecting outstanding dues from customers on
behalf of the client, thereby relieving the client from the difficulfies and administrative
burden associated with debt collection. This enables the elient to focus on core business
operations while reducing the time, effort, and cost involved in maintaining a collection
department. With trained personnel, advanced technology, and an efficient collection
system, the factor ensures prompt follow-up anditimely realisation of receivables.

3. Provision of Finance

A major advantage of factoring is the availability of immediate finance to the client.
Since working capital'is essential for,the§mooth functioning of any business, the factor
purchases the client's book.debts, which are legally assigned to the factor. Generally,
the factor provides angddvance of 75-80% of the value of the assigned receivables,
enabling the client to maintain adequate liquidity.

a. Without Recourse Factoring: When receivables are purchased on a without
recourse basis, the factor assumes the credit risk. The factor is obligated to pay
the client on the due date of the invoice irrespective of whether the customer
makes payment.

b. With Recourse Factoring: In with recourse factoring, the factor provides
finance against receivables, but the client remains ultimately responsible for
payment. If the customer fails to settle the invoice on the due date, the client
must reimburse the amount advanced by the factor.

4. Protection Against Risk

Protection against credit risk is available in without recourse factoring. Under this
arrangement, the factor fixes credit limits for approved customers, specifying the
maximum value of credit sales that the client can make to each customer. Within these
approved limits, the factor purchases the trade debts and bears the risk of non-payment
by thg customers.
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Apart from assuming credit risk, the factor also assists the client by evaluating
the creditworthiness of existing and prospective customers. This enables the client to
implement an effective credit control policy. The assessment is based on various sources
such as credit rating reports, bank references, trade references, financial statements, and
analysis of key liquidity and profitability ratios.

5. Advisory Services

Factoring also includes a range of advisory services arising from the close business
relationship between the factor and the client. Owing to their financial expertise and
extensive knowledge of customers' credit profiles, factors provide valuable guidance
on several business matters.

The advisory services generally include:
i.  Providing information regarding customers' preferences and changing demand
for the client's products.
ii.  Advising the client on changes in competitors' marketing policies and strategies.

iii. Recommending improvements in invoicing procedures, delivery systems, and
the handling of sales returns.

iv. Assisting the client in obtaining finance fromybanks @and other financial
institutions.

In addition, the factor regularly furnishes the client with statements indicating the
sanctioned credit limit, credit utilised, and the balance available.

The periodic reports generally contain the following mformation:

Details of book debts purchased by the factor.
Book debts realised during the period.

Age-wise classification of outstanding receivables.

e o o9

Debts collected and debts that are due for collection.

e. Details of receivables purchased under with recourse and without recourse
arrangements.

5.2.6 Types of Factoring
1. Recourse and Non-Recourse Factoring
(a) Recourse Factoring

Under recourse factoring, the factor has the right to recover the amount from the
client if the customer fails to pay the receivable. Therefore, the risk of bad debts remains
with the client, and the factor does not assume the credit risk of the buyer.

In this arrangement:

¢ The factor mainly acts as an agent for collecting receivables.

O If the customer defaults, the factor can recover the amount from the client.
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¢ The client is responsible for assessing the buyer's creditworthiness.

¢ The factor charges a fee for sales ledger maintenance and debt collection,
along with interest on any advance provided.

(b) Non-Recourse Factoring
In non-recourse factoring, the factor bears the risk of non-payment by the customer.

If the customer fails to pay due to financial inability, the factor cannot recover the
amount from the client.

The main features are:

¢ The factor assumes the credit risk of approved customers.
¢ The client is protected against bad debts.

¢ Since the factor bears the risk, the service charges are higher than in recourse
factoring.

¢ The additional fee charged for taking this riskiis known as del credere
commission.

2. Advance and Maturity Factoring
(a) Advance Factoring

In advance factoring, the factor provides an advance of 75% to 90% of the approved
receivables to the client. The remaining balance is paid on the agreed payment date
after deducting the applicable charges.

The important features are:

¢ Immediate finance i§ provided against receivables.
¢ The advanceds releasedonce the'receivables are approved by the factor.

¢ Interest of discountsisycharged from the date of advance until the amount is
collected fremrthe customer.

¢ The rate depends on the client's creditworthiness, sales volume, and prevailing
short-term interestrates.

(b) Maturity Factoring

In maturity factoring, the factor purchases the receivables but does not provide any
advance payment at the time of purchase. Instead, the client receives payment on the
agreed maturity date. During this period, the factor manages the receivables and collects
payment from the customers.

3. Conventional or Full Factoring

Conventional factoring, also called Full Factoring or Old Line Factoring, is the most
comprehensive form of factoring. Under this arrangement, the factor provides almost
all services related to receivables management.
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These services include:

¢ Collection of receivables.

Maintenance of the sales ledger.

Credit control and credit administration.

Credit insurance or protection against bad debts.

Fixing credit limits based on outstanding receivables.

S OO O

Providing finance against receivables.
¢ Managing invoice collections according to their maturity.

This type of factoring is widely used in developed countries. In India, institutions
such as SBI Factors mainly provide full factoring services on a recourse basis to
financially sound companies.

4. Domestic and Export Factoring

The main difference between domestic and export factoringis the number of parties
involved.
(a) Domestic Factoring

Domestic factoring involves three parties:

¢ Customer (Buyer)
¢ Client (Seller)
¢ Factor

All the parties are located i1 the samé country.
(b) Export Factoring

Export factoringg also known as International Factoring or Cross-border Factoring,
involves four parties:
¢ Exporter (Seller)
¢ Importer (Buyer)
¢ Export Factor

¢ Import Factor
Since two factors participate in the transaction, it is also known as the Two-Factor

System.
This arrangement consists of two related agreements:

¢ Between the exporter and the export factor.
¢ Between the export factor and the import factor.

The import factor helps assess the buyer's creditworthiness, collect receivables,
handle legal and language issues, and transfer the payment to the export factor in the
invoice currency. Export factoring is generally provided on a non-recourse basis, giving
the exporter protection against bad debts.
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5. Limited Factoring

In limited factoring, the factor purchases or discounts only selected invoices instead
of all the receivables of the client. This enables the client to obtain finance only against
specific receivables.

6. Selected Seller-Based Factoring

In selected seller-based factoring, the factor approves the seller before entering into
a factoring agreement. After making sales, the seller assigns receivables along with
supporting documents such as invoices, delivery challans, and contracts to the factor.

The factor performs functions such as:

¢ Maintaining receivable accounts.

¢ Collecting outstanding debts.

¢ Sending reminders to customers.

¢ Performing all related activities connected with receivables management.
7. Selected Buyer-Based Factoring

Under selected buyer-based factoring, the factor first identifies and approves buyers
based on their reputation and creditworthiness.

The approved buyers purchase goods from the seller, and the factor discounts
the receivables arising from these transactions. The sgller receives payment without
recourse, and the factor bears the erédit risk'of.the approved buyers.

8. Disclosed and Undisclosed Factoring
(a) Disclosed Factoring

In disclosed factdring, the buyerisinformed that the receivables have been assigned
to a factor. The suppliecanentions the factor's name on the invoice and instructs the
buyer to make payment directly/to the factor.

The important features are:

¢ The buyer knows about the factoring arrangement.
¢ Payment is made directly to the factor.

¢ The factor assumes credit risk only under non-recourse agreements and within
the approved credit limit.

¢ Any amount beyond the approved limit is usually covered on a recourse basis,
with the seller bearing the risk.

(b) Undisclosed Factoring

In undisclosed factoring, the buyer is not informed about the involvement of the
factor. The factor manages the receivables in the background, while the seller continues
to deal with the customer in its own name.
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In this arrangement:

¢ The factor's identity remains confidential.
The factor maintains the sales ledger.

Short-term finance is provided against receivables.

S O <

The entire transaction is carried out in the name of the supplier, and the
customer remains unaware of the factoring arrangement.

5.2.7 Factoring vs Bill Discounting

Banks and financial institutions provide both factoring and bill discounting as short-
term financing facilities to businesses. Although both services help firms improve
liquidity by converting receivables into immediate cash, they differ in their features,
scope, and responsibilities.

Similarities between Factoring and Bills Discounting
The following are the major similarities between factoring and bill discounting:

1. Both provide short-term finance to businesses to meet their working capital
requirements.

2. Both involve the financing of accounts receivable, enabling the client to receive
funds before the expiry of the credit period instead of waiting for payment from
the buyer.

Differences Between Factoring and Bills Discounting

Table 5.2.1 Differences Between Factoring and Bills Discounting

Basis Factoring Bill Discounting
Meaning Facforing is a financial Bill discounting is a
service jin which receivables financing arrangement in

are sold to a factor, who
ptovides finance along with
receivables management
services.

which a bank or financial
institution provides funds by
discounting bills of exchange
before their maturity.

Nature of Service

Provides finance as well as
services such as sales ledger
maintenance, debt collection,
and credit administration.

Primarily provides finance
by discounting bills; no
additional management
services are offered.

Ownership of
Receivables

Receivables are assigned or
transferred to the factor.

Ownership of the bill
generally remains  with
the client until payment is
realised.

Collection of
Receivables

The factor is responsible for
collecting payments from
customers.

The client generally remains
responsible for collection
unless otherwise agreed.
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Sales Ledger

The factor maintains the

No sales ledger maintenance

Maintenance client's sales ledger. is undertaken by the bank or

financial institution.

Credit Risk In non-recourse factoring, the The client normally bears the
factor bears the credit risk. In risk of non-payment by the
recourse factoring, the client buyer.
bears the risk.

Credit The factor evaluates the Usually, no detailed

Investigation creditworthiness of customers investigation of the

before accepting receivables.

buyer's creditworthiness is
undertaken.

Finance Provided

Advance is generally 75-90%
of the value of receivables.

Finance 1is provided by
discounting the bill after
deducting  the  discount
charges.

Additional Services

Includes advisory services,

No advisory or receivables

credit control, receivables management services are
management, and customer, provided.
follow-up.

Suitable For Suitable  for  businesses, Suitableé for businesses that
seeking both finance' require only  short-term
and efficient | receivables ' finance against bills.
management.

¢ Factoring is a finaneial arrangement in which a factor purchases a client's
receivables_afising from credit sales and undertakes their financing,
administration, and g¢ollection.

¢ Afactoring transaction generally involves three parties: the seller (client),
buyer (customer/debtor), and factor.

¢ Factoring converts credit sales into immediate cash, thereby improving
the liquidity and working capital position of the client.

¢ Afactor generally provides services such as finance, maintenance of sales
ledgers, collection of receivables, and protection against credit risk.

¢ The mechanism of factoring begins with a factoring agreement, followed
by credit sales, assignment of receivables to the factor, advance payment
to the client, collection of debts from customers, and settlement of the
balance amount after deducting charges.

O Factoring helps businesses improve cash flow, credit management, and
debt collection efficiency, while allowing them to concentrate on their
{3

core business activities.

ot
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Objective Questions

1. Which type of factoring allows the factor to recover the amount from the
client if the customer fails to pay?

2. In which type of factoring does the factor bear the risk of bad debts?

What is the additional commission charged by the factor for assuming the
risk of bad debts called?

4.  Which type of factoring provides an advance of 75% to 90% of the
approved receivables?

5. Which type of factoring does not provide any advance payment at the time
of purchasing receivables?

6. Which type of factoring is also known as Old Line Factoring?

Which type of factoring involves four parties; mamely the exporter,
importer, export factor, and import factor?

Which type of factoring is also known as‘the, Two-Factor System?

9.  Which type of factoring finances only, selected invoices instead of all
receivables?

10. In which type of factoring does the factor first approve the seller before
entering into the factoring agreement?

11. In which type of factoring does the factenfirst approve the buyers based on
their creditworthiness?

12. Which type of factoring informs the buyer that payment should be made
directly to thesfactor?

13. In whichftype of factoring 1s the buyer not informed about the involvement
of the factor?

14. Which financing method provides services such as sales ledger mainte-
nance, debt colleetion, and advisory services in addition to finance?

15. Which financing facility provides finance by discounting bills of exchange
before their maturity?

16. In which financing method are receivables assigned to the factor?

17. Which financing method is generally with recourse, making the client
liable if the buyer defaults?

18. Which financing method usually follows the principle of whole-turnover
financing?

19. Which financing method is generally considered off-balance sheet financ-
ing in full factoring arrangements?

20. Which financing method is primarily transaction-oriented, with each bill
assessed separately?
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Self-Assessment (Questions

Recourse factoring

Non-recourse factoring

Del credere commission
Advance factoring

Maturity factoring
Conventional (Full) Factoring
Export factoring (International factoring)
Export factoring

Limited factoring

. Selected seller-based factoring
. Selected buyer-based factoring
. Disclosed factoring

. Undisclosed factoring

. Factoring

. Bill discounting

. Factoring

Bill discounting

. Factoring

. Factoring

. Bill discounting

=

Explain the various types of factoring with suitable examples.
Distinguish between recourse factoring and non-recourse factoring.
Discuss the features of advance factoring and maturity factoring.

Explain the concept of domestic factoring and export factoring. How does
export factoring differ from domestic factoring?

Differentiate between factoring and bill discounting.
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Assignments

1. A manufacturing company frequently experiences delays in collecting
payments from customers. Which type of factoring arrangement would be
most suitable for the company? Justify your answer.

2. "Non-recourse factoring provides greater protection to the client than
recourse factoring." Critically examine this statement.

3. Compare factoring and bill discounting from the perspective of risk, own-
ership of receivables, and services provided. Which method would you rec-
ommend for a growing business? Give reasons.

4. An exporter intends to expand sales to overseas customers but is concerned
about bad debt risk and legal complexities. Explain how export factoring
can address these concerns.

5. Acompany requires only short-term finance againstafew selected invoices
and does not need receivables management services. Ahalyse whether bill
discounting or limited factoring would bera more appropriate financing
option. Give reasons.

Reference

1. Gupta, R. K., Aggarwal, N., & Gupta, N. (2018). Financial institutions and
markets. Kalyani Publishers.

2. Sharma, E-'C. (2021). Financial markets, institutions and services. SBPD
Publications

3. Pandian, P."(2018). Financial services and markets. Vikas Publishing
House Pvt. Ltd,

1. Balachandran, V. (2024). Securities market & regulations. Sultan Chand
& Sons.

2. Gupta, S. K. (2011). Financial markets, institutions & services. Ane Books
Pvt. Ltd.

3. Kumar, S., & Kandekar, P. G. (2023). Financial markets and banking
operations. Thakur Publication Private Limited
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Unit ig)
Forfaiting

Learning Outcomes

After completing this unit, the learner will be able to;

¢ explain the meaning and concept of forfaiting

¢ identify the parties involved in a forfaiting transac-
tion

¢ explain the mechanism and documentation involved
in forfaiting.

¢ differentiate between, factoring andyforfaiting based
on their features and applications.

Prerequisite

ABC Engmeering Pvtiplstd., an Indian manufacturer of
industrial machinefy,sreceived a large export order from a
buyer in Germany. The overseas buyer requested a three-year
credit period for paynient, as the machinery required time to be
mstalled and beeoie operational. Although the exporter was
willing'to extend credit to secure the order, waiting three years
to'receive payment would create serious cash flow problems
and affectthe firm's working capital requirements.

To overcome this difficulty, the exporter approached a for-
feiter, who agreed to purchase the export receivables at a dis-
counted price without recourse to the exporter. As a result, the
exporter received immediate cash instead of waiting for the
credit period to expire, while the forfaiter assumed responsibil-
ity for collecting payment from the overseas buyer on the due
date. Thus, the exporter improved liquidity, eliminated credit
risk, and continued business operations without interruption.

This arrangement is known as forfaiting, which enables
exporters to convert medium- and long-term credit sales into
immediate cash. This unit discusses the meaning, parties,
mechanism, and documentation of forfaiting, and explains the
similarities and differences between factoring and forfaiting.
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Factoring, Forfaiting

Discussion

5.3.1 Meaning

Forfaiting is a mechanism of financing exports by discounting export receivables
evidenced by bills of exchange or promissory notes, without recourse to the exporter,
for medium- to long-term maturities, at a fixed discount rate, and generally up to 100%
of the contract value.

In other words, forfaiting is a trade finance arrangement in which a forfaiter purchases
an exporter's receivables arising from deferred payment export transactions at an agreed
discount rate. It is commonly used for the export of eapital goods, commodities, and
services, especially when overseas buyers require creditfor a longer period. Although
forfaiting is mainly used for medium- and long-termpexportieredit, it may also be used
for receivables with a maturity of less than‘one year where such financing is permitted.

5.3.2 Parties to Forfaiting

A forfaiting transaction generally involve§five parties:

Exporter
Importer
Exporter's Bank
Importer's Bank

A

Forfaiter

5.3.3 Mechanism of Forfaiting
The forfaiting process generally involves the following steps:

1. The exporter and the importer negotiate the export contract, including the
credit terms. The exporter then approaches a forfaiter to obtain the terms and
conditions of forfaiting.

2. The forfaiter gathers information relating to the importer, the nature of the
export transaction, credit terms, and the required documentation.

3. The forfaiter evaluates the country risk and credit risk associated with the
transaction.

4. Based on the assessment, the forfaiter quotes an appropriate discount rate.
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The exporter includes the discount charges, commitment fee, and other related
costs in the export contract price quoted to the overseas buyer.

After both parties agree to the terms, the exporter and the forfaiter enter into a
forfaiting agreement.

The exporter ships the goods, and the export documents are supported or
guaranteed by the importer's bank.

The exporter discounts the bills or promissory notes with the forfaiter. The
forfaiter then collects payment from the importer on the due date or may sell the
receivables in the secondary market before maturity.

Documentation for Forfaiting

The following documents are commonly used in a forfaiting transaction:

5.3.5

The transaction is generally supported by bills of exchange or promissory notes.

The payment obligation is normally guaranteed by abank, usually the importer's
bank.

Bills of exchange may carry an 'Aval' by thedmporter's bank: An Aval is a bank
guarantee given by endorsing the words "PerAval" on the bill of exchange
or promissory note with proper authotisation. This_endorsement guarantees
payment if the importer defaults.

Factoring Vs. Forfaiting

Similarities Between Factoring and Forfaiting

Forfaiting is similar to export (intefnational or cross-border) factoring to the extent
that both have the following common featutes:

1. Non-recourse financing: In"both methods, the financial institution assumes
the credit risk, and the seller is generally not liable if the buyer fails to make
payment.

2. Advance payment:in both factoring and forfaiting, the seller receives advance
payment against the receivables, thereby improving liquidity.

Dissimilarities

Although factoring and forfaiting have the above similarities, they differ from each
other in several respects. The major points of difference are presented in the following

table.
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Table 5.3.1 Differences between Factoring and Forfaiting

Factoring

Forfaiting

. Factoring mainly involves the purchase
and discounting of domestic trade
receivables.

1. Forfaiting involves discounting
foreign trade receivables arising
from international transactions.

. It is generally used for open account
sales, and a letter of credit or bill of
exchange is not mandatory.

2. A letter of credit or bank guarantee is
normally required, even for a single
transaction.

. The factor generally finances about
75-85% of the receivables and retains
the balance until payment is received
on maturity.

3. The forfaiter discounts the full value
of the receivable, providing 100%
financing to the exporter.

. Factoring may be either with recourse
or without recourse. It may also include
services such as collection and sales
ledger management, even without
financing.

4. Forfaiting is purely a financing
arrangement and is always without
recourse.

. It is mainly used for short-term credit,
usually up to 180 days.

5. It maialy finances medium- to long-
term creditranging from 180 days to
about 7 years, although short-term
facilities may also be available.

. Factoring is a continuous arrangement
in which the client's receivablés are
regularly assigned to the faétor.

6. Forfaiting is arranged on a
transaction-by-transaction basis.

. The factor undertakes the responsibility
for collecting payments from debtors,
helping the client reduce ‘collection-
related administrative costs.

7. The forfaiter is responsible only for
collecting the forfaited debt.

. Charges may ‘include financing fees,
collection charges, sales ledger
administration, creditgpfotection, and
information services.

8. A single discount charge is usually
applied, based on factors such as
the guaranteeing bank, country risk,
credit period, debt value, and any
additional delivery-period charges.

. Factoring can be used for both domestic
and export receivables.

9. Forfaiting is generally available only
for export receivables denominated
in freely convertible currencies.

10. The factor assists clients in completing
import formalities and may also provide
advisory or consultancy services.

10. The forfaiter accepts only properly
documented  transactions  that
comply with the regulations of the
importer's country.
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¢ Forfaiting is a method of export financing in which a forfaiter purchases
an exporter's receivables arising from deferred payment export transac-
tions without recourse to the exporter.

¢ It is mainly used for medium- and long-term export credit, although it
may also be used for certain short-term receivables.

0 A forfaiting transaction generally involves five parties: the exporter,
importer, exporter's bank, importer's bank, and the forfaiter.

O The forfaiting process includes negotiating the export contract, evalu-
ating the creditworthiness of the importer, agreeing on a discount rate,
executing the forfaiting agreement, shipping the goods, discounting the
receivables, and collecting payment on maturitys

0 The principal documents used in forfaiting are bills.of exchange or prom-
issory notes, usually supported by a bank guarantee orian Aval provided
by the importer's bank.

¢ Factoring and forfaiting are botheféceivable financing techniques that
provide advance finance and geénerally involve non-recourse financing.

¢ Factoring is mainly used for short-term domestic and export receiva-
bles and often includes additional services/such as debt collection, sales
ledger administration§ and credit management.

0 Forfaiting is primarily useddor international trade receivables, provides
100% financing, and is arranged on a transaction-by-transaction basis.

O While factoring may be withdecourse or without recourse, forfaiting is
always/without recourse.

¢ Both facterifig and forfaiting improve the liquidity of businesses by con-
verting credit sales’ into immediate cash, thereby facilitating efficient
working capitalsfhianagement and promoting trade.

Objective Questions

1. Which method of export finance involves the purchase of export receiva-
bles without recourse to the exporter?

2.  Who purchases the export receivables in a forfaiting transaction?

3. Which financial instrument is commonly used as evidence of receivables
in forfaiting?

4. How many parties are generally involved in a forfaiting transaction?
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5. Which bank usually guarantees the payment obligation in a forfaiting
transaction?

6. What is the bank guarantee endorsed on a bill of exchange or promissory
note called?

7. Forfaiting is mainly used to finance which type of trade?

Which method of receivable financing generally provides up to 100%
financing of the receivables?

9. Which method is generally arranged on a transaction-by-transaction basis?

10. Which method of receivable financing is mainly used for medium- to long-
term export credit?

Forfaiting

Forfaiter

Bill of exchange or promissory note
Five

Importer's bank

Aval

Export trade

Forfaiting

I -

Forfaiting
10. Forfaiting

Self-Assessment Questions

Define forfaiting and explain its features.
Describe the parties involved in a forfaiting transaction.
Explain the mechanism of forfaiting with suitable steps.

Discuss the documentation required in a forfaiting transaction.

@ o~ BN =

Explain the similarities and differences between factoring and forfaiting.
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Assignments

1. Analyse the role of forfaiting as an effective method of financing interna-
tional trade and exports.

2. Compare and contrast factoring and forfaiting with reference to their scope,
financing pattern, risk assumption, and services provided.

3. Evaluate the importance of bank guarantees and documentation in ensuring
the success of a forfaiting transaction.

4. '"Forfaiting enables exporters to improve liquidity while eliminating credit
risk." Discuss this statement with suitable reasons.

5. Explain how forfaiting differs from factoring in terms of financing, risk,
period of credit, and operational procedures, and examine the situations in
which forfaiting is more suitable than factoring.

Reference

1. Gupta, R. K., Aggarwal, N., & Gupta, N. (2018). Financial institutions and
markets. Kalyani Publishers:
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2. Gupta, S. K. (2011). Financial markets, institutions & services. Ane Books
Pvt. Ltd.
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Unit igh
Introduction to Venture Capital

Learning Outcomes

After completing this unit, the learner will be able to;

¢ Comprehend the concept of venture capital and its
features

¢ Classify the different types of venture capital based on
the nature and purpose of investment.

¢ Explain the various stages of venture capital financing
and their significance in the growth, of a startup

¢ Differentiate the stagesyof venture|eapital financing
according to the funding requirements and business
life cycle of afi enterprise.

¢ Examine the role and contribution of venture capital
firms in promoting entrepreneurship and startup
developmentin,India.

Prerequisite

( Riya, a young entrepreneur, developed an eco-friendly pack-
aging product but lacked the funds to turn her idea into a busi-
ness.'When she approached a bank for a loan, her application
was rejected because she had no collateral or business history.
Later, she presented her idea to a venture capital firm, which
recognized its growth potential and invested in her startup in
exchange for an ownership stake. As her business expanded,
she received additional rounds of funding to develop the prod-
uct, increase production, and enter new markets.

Riya's journey illustrates how venture capital supports inno-
vative businesses with high growth potential that may not qual-
ify for traditional bank finance. It also shows that venture capi-
tal financing is provided at different stages of a startup's growth
and highlights the important role played by venture capital
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firms in promoting entrepreneurship. This unit introduces the features and types
of venture capital, the various stages of venture capital financing, and the role of
venture capital firms in India.

Venture capital, seed capital

Discussion

6.1.1 Meaning of Venture Capital

Venture capital emerged as an innovative method of business financing during the
twentieth century. It refers to capital provided by professiénally managed investment
firms that invest alongside entrepreneurs and management teams in young, rapidly
growing, or transforming companies with strong grewth potentiak, Venture capital is
a form of equity financing specifically intended for projects that involve high risk but
also offer the possibility of high returns.

A common misconception is that veature capital is limited to financing high-
technology businesses. In reality, venture|eapital is a long-term investment made in:

1. Ventures promoted by techmically ‘oryprofessionally qualified but relatively
inexperienced entrepreneurs.

2. Ventures aiming to commercialize innovative or unproven technologies.
3. High-risk businessyventutes with significant growth potential.

The term ventufe capital _refers to financial investment in projects that involve
substantial risk, with thefexpectation of earning high returns, mainly through capital
appreciation. Although the congept of venture capital has existed for many years, the
economic liberalization polieies introduced by the Government of India significantly
accelerated the growth of venture capital financing in the country. Today, venture capital
has become an important component of the Indian capital market, particularly due to
the increasing number of technology-oriented entrepreneurs who possess innovative
ideas but lack sufficient financial resources.

Venture capital firms (VCFs) provide the risk capital required by such entrepreneurs,
often helping them meet the promoters' contribution required by financial institutions.
Beyond financial support, these firms actively participate in mentoring, advising, and
guiding the businesses in which they invest, thereby increasing the likelihood of their
success.

Typically, venture capital is sought by young, high-growth companies in the early
stages of development that are not yet prepared to raise funds through a public issue of
securities. Venture capital funds generally provide long-term equity financing with the
expectation of generating substantial returns, primarily in the form of capital gains. In
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this relationship, the venture capitalist functions not merely as an investor but also as a
strategic partner of the entrepreneur.

Venture capitalists may provide seed capital for innovative ideas, new products,
technology-based enterprises, and start-up firms. They may also invest in businesses
that are unable to obtain financing through conventional sources such as banks or other
financial institutions, thereby enabling promising ventures to grow and succeed.

6.1.2 Features of venture capital

Venture capital combines the characteristics of a banker, a stock market investor,
and an entrepreneur. It provides financial support to high-potential businesses while
actively contributing to their growth and development. The major features of venture
capital are as follows:

1. High Degree of Risk

Venture capital involves investing in businesses with signifieant uncertainty and risk,
such as start-ups and innovative ventures. Since many of these businesses are untested,
the possibility of failure is high. However, venture €apitalists accept this risk with the
expectation of earning substantial returns if the venture succeeds.

2. Equity Participation

Venture capital financing is primarily provided in the form of equity or quasi-equity.
Instead of earning fixed interest like traditional lendets, venture capitalists acquire an
ownership stake in the business¢Their return isymainly realised through capital gains
when they sell their shares aftér the company achieves profitability or growth.

3. Long-Term Investment

Venture capital ig'a long-term soufée of finance. Investments are generally held for
several years, allowing the'business sufficient time to develop, expand, and generate
value before the venture capitalist exits the investment.

4. Active Participation inpManagement

Venture capitalists do more than provide financial assistance. They actively
participate in the strategic direction and management of the enterprise by offering
guidance, technical expertise, industry knowledge, and professional networks. Unlike
traditional bankers or ordinary stock market investors, venture capitalists work closely
with entrepreneurs to enhance the firm's chances of success. Hence, venture capital is
often described as combining the roles of a banker, an investor, and an entrepreneur.

5. Contribution to Economic and Social Development

Although venture capital investments are driven primarily by the objective of earning
profits, they also contribute to broader economic and social development. Successful
venture-backed enterprises create employment opportunities, encourage innovation,
promote entrepreneurship, and support balanced regional development by establishing
new businesses in different parts of the country.
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6. Exit through Liquidity Events

Venture capital investments are not repaid through periodic instalments or fixed
repayment schedules, unlike bank loans. Instead, venture capitalists realize their returns
through an exit, such as the sale of their equity stake to another investor, acquisition of
the company, or listing of the company's shares on a stock exchange through an Initial
Public Offering (IPO). This makes venture capital an equity-based investment rather
than a debt obligation.

6.1.3 Types of venture capital

Venture capital financing is provided at different stages of a business depending
on its financial requirements and growth potential. As a business progresses from an
idea to a well-established enterprise, its funding needs change. Venture capitalists offer
financial assistance at each stage to support the development, expansion, and long-
term success of the business. Venture capital (VC) can be categorized by the stage of
investment or by the type of investor.

A. Venture capital by stage of investment
1. Seed Capital

Seed capital is the earliest form of vefture capital financing. It is provided to
entrepreneurs who have an innovative buginess idea but lack the financial resources to
convert that idea into a viable business. At this stage, the business may exist only as a
concept, and no commercial production or sales have begun.

The funds are mainly uSed for miarket research, product design, prototype
development, technical feasibility studies, and preparing a business plan. Since there is
considerable uncertainty. regarding the sucgess of the project, seed capital involves the
highest degree of risk. However, if thesvénture succeeds, it offers substantial returns to
the investor.

Example: A software engineér develops an idea for an artificial intelligence-based
healthcare application. Venture capital is provided to develop a prototype and conduct
market research before launching the product.

2. Start-up Financing

Start-up financing is provided to newly established businesses that have completed
product development and are ready to begin commercial operations. At this stage, the
enterprise requires funds to introduce its products or services into the market.

The financing is generally used for setting up production facilities, recruiting
employees, purchasing equipment, marketing the product, and meeting initial working
capital requirements. The objective is to help the business establish itself in the market
and achieve commercial success.

Example: A company that has developed an eco-friendly packaging product receives
venture capital to establish its manufacturing unit and launch the product in the market.
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3. Early-Stage Financing (First-Stage Financing)

Early-stage financing is provided to businesses that have started production and sales
but require additional funds to strengthen their operations. Although the business has
entered the market, it may not yet have achieved stable profitability.

The funds are used to increase production capacity, improve product quality,
strengthen distribution channels, expand marketing activities, and meet additional
working capital requirements. This financing helps the company achieve sustainable
growth during its initial years of operation.

Example: A food processing company experiencing increasing customer demand
receives venture capital to expand production and strengthen its distribution network.

4. Expansion Financing (Second-Stage Financing)

Expansion financing is provided to businesses that have established themselves
successfully in the market and are planning to grow furthergAt this stage, the company
has demonstrated its commercial viability and seeks additional funds to expand its
operations.

The financing may be used to increase production capacity, introduce new products,
enter new geographical markets, modernise teehnology, establishadditional production
facilities, or acquire other businesses. Since the company has already demonstrated
growth potential, the investment risk is relatively lower than in the earlier stages.

Example: A successful pharmaceutical company obtains venture capital to establish
a new manufacturing plant and€xpand its,export operations.

5. Bridge Financing (Mezzanine Financing)

Bridge financing is'a short-tesm formi of venture capital provided to companies
that are approaching a major financial event, such as an Initial Public Offering (IPO),
merger, acquisition, or strategic investment. It serves as a temporary source of finance
until long-term funds become ayailable.

The purpose of bridgefinancing is to ensure that the company has sufficient funds to
continue its operations and complete its expansion plans before raising capital from the
public or institutional investors.

Example: A technology company preparing to issue shares to the public receives
bridge financing to meet its operational expenses until the [PO is completed.

6. Development Capital

Development capital is provided to established companies that require funds for
modernization, technological upgradation, diversification, or capacity expansion.
Unlike early-stage financing, this type of investment is made in businesses that have
already achieved financial stability.

The objective is to improve efficiency, increase competitiveness, and support long-
term growth.
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Example: A textile manufacturing company receives development capital to install
modern automated machinery that improves productivity and reduces production costs.

7. Replacement Capital

Replacement capital involves the purchase of shares held by existing shareholders
rather than providing new funds directly to the company. This enables the existing
investors to exit their investment while introducing new investors into the business.

Replacement capital does not increase the company's financial resources but helps
facilitate changes in ownership without affecting the company's operations.

Example: A venture capital firm purchases the shares of an early investor who wishes
to exit a successful start-up.

8. Management Buyout (MBO) Financing

Management Buyout financing is provided when the existing management team
wishes to acquire ownership of the company from its current @Wwners. Venture capitalists
provide financial assistance to enable the management to purchase the business.

This type of financing is common when businesshowners refire, restructure the
company, or decide to transfer ownership to theamanagement team.

Example: The senior managers of a manufacturing company obtain venture capital
to purchase the company from its retiring/promoters.

9. Turnaround Financing

Turnaround financing is provided tofeompanies experiencing financial difficulties
but possessing the potential to recover and become profitable. Venture capitalists invest
in such businesses afterearefullyassessing their prospects and restructuring plans. The
funds are generallyfused to improveéroperations, repay urgent liabilities, modernize
production facilities, strengthem, management, and restore profitability. Since these
businesses face finan¢ial challenges, turnaround financing involves relatively high risk.
However, successful revival cah generate significant returns for investors.

Example: A consumer electronics company facing temporary financial losses
receives venture capital to restructure its operations and regain market competitiveness.

The different types of venture capital provide financial support throughout the
life cycle of a business. From financing an innovative idea through seed capital to
supporting expansion, restructuring, or public listing, venture capital plays a vital role
in promoting entrepreneurship, technological innovation, and economic development.
By providing both financial resources and managerial guidance, venture capitalists help
businesses overcome challenges and achieve sustainable growth.

B. Venture Capital Based on Type of Investors

The major types of venture capital based on the type or source of investors are
discussed below.
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1. Institutional Venture Capital

Institutional venture capital refers to funds invested by specialised financial institutions
such as venture capital firms, private equity firms, insurance companies, pension funds,
and other investment institutions. These investors generally invest substantial amounts
in businesses with high growth potential and expect returns through appreciation in the
value of their investment.

2. Corporate Venture Capital (CVC)

Corporate venture capital refers to investments made by large, established companies
in start-ups and emerging businesses. Such investments are made not only to earn
financial returns but also to gain access to new technologies, innovative products, new
markets, and business opportunities. CVC enables established companies to benefit
from the innovation and growth potential of start-ups.

3.Government-Backed Venture Capital

Government-backed venture capital refers to funding provided directly or indirectly
by governments or government-supported institutions to promote entrepreneurship,
innovation, employment, and economic development. Such funding is particularly
important for innovative and high-risk businesses that may. face difficulties in obtaining
finance from private investors.

4.Private Venture Capital

Private venture capital refers to-investment provided by privately owned venture
capital firms, private investmént groups, and ‘high-net-worth individuals. These
investors generally focus on businesses'with, significant growth potential and provide
funds in exchange for an ownership interest or other financial rights. They may also
provide managerial andsstrategic'support t0 the investee business.

S.Foreign Venture¢ Capital

Foreign venture capital refers'to investments made by overseas venture capital firms,
international investment funds, or foreign investors in businesses located in another
country. Foreign venture capital can provide not only financial resources but also
access to international markets, technology, managerial expertise, and global business
networks.

6.Angel Investors

Angel investors are wealthy individuals who invest their personal funds in promising
start-ups and early-stage businesses. They generally invest when the business is at
a relatively early stage and may accept higher risks in expectation of high returns.
In addition to finance, angel investors may provide valuable business experience,
mentoring, and professional contacts.
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6.1.4 Various Stages of Venture Capital Financing

Venture capital financing follows a systematic process that helps identify promising
business ideas and provide financial support at different stages of their growth. The
major steps are explained below.

1. Selection of Investment

The first step in venture capital financing is the evaluation of the business proposal
submitted by the entrepreneur. The venture capital institution carefully examines
the feasibility of the project before making an investment decision. Along with the
feasibility reports prepared by development finance institutions for term loans or other
financial assistance, the following aspects are also assessed:

¢ History and background of the project

¢ Track record and capabilities of the entrepreneur
¢ Market potential of the proposed business

¢ Projected future sales and turnover

O Expected profitability of the venture

2. Stages of Financing

Once the investment is selected, the venture capitalistdetermines the different stages
at which financial assistance will be provided. Venture capital financing is broadly
divided into early-stage financing and later or last-stage financing.

A. Early-stage financing

Early-stage financing supportts a business/during its initial phases of development. It
includes the following;

(a) Seed Capital Financing

Seed capital refers'to the funds provided to an entrepreneur for conducting research
and development before comimercial production begins. It helps to transform an
innovative idea into a viable business proposal. At this stage, the entrepreneur may
develop a prototype, which may or may not eventually lead to a commercial product.

The venture capitalist evaluates whether the entrepreneur's technological capabilities
are aligned with market opportunities. Since the product has not yet entered the market,
the major risks relate to its successful commercialization. Factors such as market
demand, competition, and the appropriate timing of product launch are carefully
assessed. This stage involves the highest level of risk.

(b) Start-up Financing

Start-up financing is provided after the business has been established and is ready to
begin commercial operations. At this stage, the enterprise starts manufacturing products
or delivering services. Venture capitalists provide the required funds to support the
commencement of business activities.
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(¢) Second-Round Financing

Second-round financing is provided after the product has been introduced into the
market. Although the business has started operations, it is usually not yet profitable
enough to issue shares to the public. Until this stage, the entrepreneur has primarily
relied on personal funds.

The venture capitalist provides additional financial support for expansion and
diversification, enabling the business to achieve economies of scale and strengthen
its market position. The amount of funding at this stage is generally higher than that
provided during the earlier phases.

B. Later stage financing/ last stage financing

Later-stage financing is provided to well-established businesses that require
additional financial support but are unable to raise funds through a public issue. Such
enterprises approach venture capital funds to obtain finance for business development,
expansion, buyouts, replacement capital, or turnaround strategies.

1. Development Capital

Development capital refers to financial assistance provided to enterprises that have
successfully moved beyond the highly risky_start-tip,stage and have begun generating
profits but are not yet in a position to raise funds from the public. These businesses
require additional capital to support their growth and development.

The funds are generally used for putchasing new machinery or equipment, expanding
production facilities, strengthening marketing and distribution networks, introducing
products into new markets, and undestaking similar growth-oriented activities. The
investment period usually ranges from one/to three years, and the associated level of
risk is considered moderate.

2. Expansion Finance

Expansion finance 1s provided to businesses that require funds to increase the scale of
their operations. Venture capitalists generally consider this type of financing to involve
relatively low risk, as the business has already established its market presence.

The funds may be used to expand manufacturing capacity, construct larger factories
or warehouses, establish new production units, introduce new products, enter new
markets, or acquire existing businesses. The investment period generally ranges from
one to three years and usually represents the final round of financing before the venture
capitalist exits the investment.

3. Buyouts

Buyouts involve the transfer of ownership and management control of an existing
business from its current owners to another group through venture capital financing.
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Buyouts are classified into two types:
(i) Management Buyouts (MBOs)

In a Management Buyout (MBO), venture capital institutions provide financial
assistance to the existing management team or current investors to acquire ownership
of an existing business or product line. MBOs constitute an important area of venture
capital activity, as the existing management is already familiar with the company's
operations and business environment.

(ii) Management Buy-ins (MBIs)

A Management Buy-in (MBI) occurs when venture capital funds are provided to an
external management team to acquire an existing company. This arrangement involves
three parties: the new management team, the target company, and the venture capital
institution.

MBIs are generally considered riskier than MBOs because the new management
may find it difficult to accurately assess the true potential and @perational challenges of
the target company. Consequently, MBIs are less common and are usually undertaken
in weaker or underperforming companies.

4. Replacement Capital

Replacement capital refers to venture capital financing provided for the purchase of
shares held by existing shareholders. The objective is not to inject new funds into the
business but to facilitate a change in-ewnership.

Shareholders may decide to'sell theirdoldings for various reasons, such as personal
financial requirements, family disputes, or the desire to associate the company with a
well-known investor. The investment period for replacement capital generally ranges
from one to three years and is regatdeds involving low risk.

5. Turnaround Financing

Turnaround financing is provided to financially distressed or sick companies that
have the potential to récover and become profitable. This type of venture capital
investment involves medium to high risk, with an investment period generally ranging
from three to five years.

Turnaround financing often requires specialised managerial expertise and may
involve restructuring the company's borrowings, changing the management team, or
even transferring ownership. During the initial stages of the recovery process, venture
capitalists usually adopt a hands-on approach by appointing their own chairman or
nominating directors to the company's board to closely supervise and guide the
restructuring process.

In conclusion, venture capital firms invest in both early-stage and later-stage ventures
to maintain an appropriate balance between risk and return. While making early-stage
investments, venture capitalists carefully evaluate the technology, market potential, and
the entrepreneur's ability to implement the project. In later-stage investments, greater
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emphasis is placed on the company's business performance, growth prospects, track
record, and opportunities for expansion into new markets.

6.1.5 Venture Capital Firms in India

Venture capital financing was almost non-existent in India until 1975, when the
Industrial Finance Corporation of India (IFCI) established the Risk Capital Foundation
(RCF). This marked the beginning of venture capital financing in the country.

In 1976, the Government of India, with financial assistance from the World Bank,
created the Technical Development Fund (TDF) under the Ministry of Industry. The
primary objective of this fund was to ensure the availability of adequate rupee resources
for financing modernization programmes.

In 1986, the Government introduced the Venture Capital Fund (VCF) to encourage
enterprises based on indigenous technology and to support the modernization of
existing technologies. During the same period, Grindlays Bank of Australia established
the Indian Technology Fund Ltd. (ITFL) to provide venture capital assistance to young
and growing companies requiring funds during their early stages of development.

Public sector banks also entered the venture capital seetor. State Bank of India (SBI)
and Canara Bank started venture capital activitiés:, SBI €apital Markets Ltd. (SBI
Caps), the merchant banking subsidiary of'SBI, launched a venture capital fund under
its Bought-Out Deals Scheme, through which it invested in the equity shares of newly
established companies.

Similarly, the Industrial Cfedit and ,Investment Corporation of India (ICICI)
established a venture capital fund tosSuppert small and medium entrepreneurs by
providing initial equity capital. The fund primarily focused on the development and
commercialization of indigenousitechnologies.

India also made'a signifieantiadvancement by introducing venture capital financing
in the biotechnologyssector. Bangalore Genie Pvt. Ltd., based in Bengaluru, became
India's first venture capital-supported biotechnology company engaged in manufacturing
enzymes used in genetic£&ngineering research and technology.

An important but often overlooked feature of venture capital financing in India is the
support extended by commercial banks to small-scale industries. These industries face
risks similar to venture capital projects, including managerial failures and high business
uncertainty.

The major providers of venture capital in India, apart from commercial banks, can be
classified into the following categories:
Specialised financial institutions and their financing schemes.
Funds promoted by state-level institutions.

1
2
3. Funds promoted by public sector banks.
4. Private agencies.

5

Overseas venture capital funds.
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I. Specialised Financial Institutions and their Financing Schemes

In India, the three major financial institutions involved in financing high-technology
ventures are the Industrial Finance Corporation of India (IFCI), the Industrial
Development Bank of India (IDBI), and the Industrial Credit and Investment Corporation
of India (ICICI). Although their schemes differ in objectives and operational features,
all of them aim to promote entrepreneurship and technological innovation.

A. Risk Capital Scheme of IFCI

The Industrial Finance Corporation of India (IFCI) initiated equity financing
through its Risk Capital Foundation (RCF) by providing risk capital assistance on
favourable terms to first-generation entrepreneurs. The scheme was designed to support
technologists and professionals who possessed innovative ideas but lacked sufficient
financial resources to contribute equity towards industrial projects. Its objective was to
broaden the entrepreneurial base and promote wider ownership and control of industries
in the national interest.

To strengthen these efforts, IFCI established the Risk Capital'and Technology Finance
Corporation Ltd. (RCTFC) in 1988 as its wholly owned subsidiary. The corporation was
created to provide financial assistance for projects mvolving innovative technology,
energy conservation, and environmental protection:

Projects financed under this scheme include the development of artificial intelligence
software, three-dimensional computer animation, educational robots, and hybrid seeds.

Apart from implementing itsg@wn schemes, RETFC also manages the Venture
Capital Unit Scheme (VECAUS-III), whi¢h was launched in mid-1991 with a resource
base of 330 crore contributed equallygby the Unit Trust of India (UTI), IFCI, and the
World Bank.

B. Technology Deyelopment and Information Company of India Ltd. (TDICI) of
ICICI

Encouraged by the positive zésponse to its technology financing initiatives, ICICI, in
collaboration with the UnitFfust of India (UTI), established the Technology Development
and Information Company of India Ltd. (TDICI) in 1988. Besides providing venture
capital finance, TDICI offers technology consultancy and technology support services,
including assistance in marketing, business management, export promotion, and project
guidance for venture capital enterprises.

TDICI invests in projects that involve high risk but have the potential to generate
substantial returns in the future. It gives preference to companies that are unable to raise
funds through public issues and are unlikely to receive financial support from other
institutions.

Apart from providing equity participation of up to 49%, which is common in venture
capital financing, TDICI also offers conditional loans. Under this arrangement, the
entrepreneur is not required to pay interest or repay the principal amount during the
initial period. If the venture becomes successful, TDICI recovers its investment by

receiving a royalty on sales, generally ranging between 2% and 8%. Howeveri % the
o

@ SGOU - SLM - BCom - Financial Services and Market




venture fails to become commercially viable even after five years, TDICI may decide
to write off the loan.

TDICI generally appoints a nominee director to the boards of the companies in which
itinvests. It also assists these companies in arranging working capital finance, recruiting
senior executives, and obtaining expert advice for important business decisions.

Some of the successful projects financed by TDICI include:

Mastek, a Mumbai-based software company, received an equity investment of 342
lakh from TDICI in 1989. The company went public in 1992 and achieved an annual
turnover growth of 70-80%.

Temptation Foods, an exporter of frozen fruits and vegetables, received an equity
investment of 50 lakh from TDICI before becoming a public company in November
1992.

C. Seed Capital Scheme (Venture Capital Fund) of IDBI

The Industrial Development Bank of India (IDBI) introdueed the Seed Capital
Scheme to encourage the emergence of a new generdtion of entrepréneurs who possess
entrepreneurial abilities but lack adequate financial resources to establish industrial
ventures. The scheme aims to meet the risk capital fequirements of such entrepreneurs.

Through this venture capital fund, IDBI has successfully financed projects that
promote indigenous technology in India. Einancial assistance is provided to projects
involving chemicals, software, electronics, biotechnology, food products, and medical
equipment, particularly where the technology 1s'new and untested.

The project cost eligible under this scheme ranges from I5 lakh to 3250 lakh.
Assistance is provided for finaneing fixed assets as well as meeting operating expenses
through unsecured leans carrying aeencessional interest rate of 6% per annum during
the initial stages of development.

I1. Funds Promoted by State-Level Institutions

Several state-level finaneial institutions have established venture capital funds to
encourage technological innovation and industrial development.

a. APIDC Venture Capital Ltd. (AVCL)

APIDC Venture Capital Ltd. (AVCL) is a wholly owned subsidiary of the Andhra
Pradesh Industrial Development Corporation Ltd. (APIDC). It functions as a specialised
venture fund management company and is responsible for managing the APIDC Venture
Capital Fund.

The fund has a capital base of ¥13.5 crore, contributed by APIDC, IDBI, Andhra
Bank, Indian Overseas Bank (IOB), and a few other organisations.

AVCL invests in projects that introduce technological innovations aimed at
improving product quality, reducing energy consumption, enhancing competitiveness,
and increasing export potential.
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b. Gujarat Venture Finance Ltd. (GVFL)

Gujarat Venture Finance Ltd. (GVFL) was promoted by the Gujarat Industries
Investment Corporation Ltd. (GIIC) in association with the Gujarat Lease Finance
Corporation Ltd., Gujarat Alkalies and Chemicals Ltd., and Gujarat State Fertiliser
Corporation Ltd.

GIIC holds 40% of the equity capital of GVFL, while the remaining capital is
contributed by the other participating organisations.

GVFL operates as a venture fund management company and serves as the trustee and
manager of the Gujarat Venture Capital Fund (GVCF), which was established in 1990.

The company provides financial assistance for technological innovations that
improve product quality, promote energy conservation, and support the introduction of
new products based on imported technology.

ITI. Funds Promoted by Public Sector Banks like Canara Bank Venture Capital
Fund (CVCF)

The Canara Bank Venture Capital Fund (CVCF){was established jointly by Canara
Bank and its subsidiary, Canbank Financial Services Ltdy(CANFINA). It was set up as
a trust in 1989 with a capital base of 324 crores

The fund provides financial assistance in the form of equity capital, conditional loans,
conventional loans, or a combination of these forms. Its primary objective is to support
the commercial exploitation of new.dechnologies, encourage technological upgradation,
improve product quality, and prdmote innevation across various industries.

IV. Private Agencies

Several venture capital funds have been established in the private sector to finance
innovative business ventures..Some of the major private venture capital funds in India
are:

Credit Capital VentureFund (CCVF)
20th Century Venture Capital Fund

Indus Venture Capital Fund (IVCF)
SBI Capital Venture Capital Fund
1. Credit Capital Venture Fund (CCVF)

1
2
3. India Investment Fund
4
5

The Credit Capital Venture Fund (India) was established in 1986 with a capital base
of X10.8 crore. Its principal shareholders include Credit Capital Finance Corporation,
Bank of India, Asian Development Bank (ADB), and the Commonwealth Development
Corporation.

The fund finances high-risk ventures that have the potential to generate substantial
returns. Financial assistance is generally limited to 50 lakh for each project.
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In addition to providing finance, CCVF offers value-added advisory services
and actively supports entrepreneurs in areas such as marketing, recruitment, and
management. This comprehensive assistance enables entrepreneurs to maximize the
success of their ventures.

The fund has also launched ten state-level venture capital funds, each with a corpus
of 10 crore. It is presently known as Lazard Credit Capital Fund (India) Ltd. (LCCVF).

2. 20th Century Venture Capital Fund

The 20th Century Venture Capital Fund was promoted by 20th Century Finance Ltd.
with a resource base of 20 crore.

Its primary objective is to revive sick industrial units and provide financial support to
first-generation entrepreneurs who possess promising business ideas but require capital
assistance.

3. India Investment Fund

The India Investment Fund is recognised as India's first private,venture capital fund,
with the majority of its investments coming from Nén-Resident Indians (NRIs). It was
established as an offshore company in 1987.

The fund provides equity or equity-linked finance,to new  ventures as well as to
young and established Indian companies that demonstrate strong potential for sustained
growth. The maximum financial assistance provided to a single venture is X1 crore.

Its principal investment objective 1S to achieveleng-term capital appreciation.

The Merchant Banking Division of Grindlays Bank serves as the investment adviser
to the fund by evaluating and recommending suitable investment proposals. The fund
generally follows a hafids-off investment@pproach, allowing entrepreneurs to manage
their businesses independently.after receiving financial assistance.

4. Indus Venture Capital Fund (IVCF)

The Indus Venture CapitalFund (IVCF) was promoted by Shri T. Thomas, the former
Director of Unilever.

The management of the fund is entrusted to Indus Venture Management Ltd. (IVML).

IVCEF has a capital resource of 221 crore, contributed by IVML, IDBI, IFCI, Deutsche
Bank, the International Finance Corporation (Washington), and several other national
and international organisations. The fund aims to finance innovative business ventures
with significant growth potential.

5. SBI Capital Venture Capital Fund

The SBI Capital Venture Capital Fund was established by SBI Capital Markets Ltd.
to finance business ventures through its Bought-Out Deals Scheme.

The objective of this fund is to promote new capital issues by purchasing securities
when, the capital market is weak and selling them when market conditions improve.
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Through this strategy, the fund supports new companies while earning capital gains.

The fund has a capital base of 10 crore.

V. Overseas Venture Capital Funds

Overseas venture capital funds generally invest in sectors that offer high and
assured returns, such as tourism, healthcare, air transport, information technology, and
communication.

Foreign venture capitalists have also invested in industries including pharmaceuticals,
consumer durables, food processing, machinery components, and textiles.

Some notable examples of overseas venture capital initiatives in India are:

1.

American International Group (AIG) collaborated with Infrastructure Leasing
& Financial Services (IL&FS) to establish a venture capital fund worth US$150
million.

IL&FS also planned to launch another venture capital fund of US$100 million
in association with the Asian Development Bank (ADB).

George Soros established the Indocean Fund teiinvest in promising ventures.

NIKKO Securities, in partnership withsWalden and the San‘Francisco Company,
proposed a venture capital fund with-a minimum capital of US$50 million.

6.1.6 Leading Domestic & Foreign Venture Capital Firms
Operating in India

0
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Peak XV Partners (formerlySequoia Capital India): One of the largest VC
investors in the region, backing major unicorns across technology, fintech,
and consumef sectors.

Accel India: Prominent early-stage backer with major investments in
e-commercesSaas, and digital services.

Blume Ventures: Leading domestic early-stage Indian fund focusing on deep-
tech, fintech, and consumer internet.

Kalaari Capital: Early-stage venture fund focused on technology-enabled
ventures in India.

Matrix Partners India: Stage-agnostic investor supporting tech-driven startups
across financial services, healthcare, and enterprise software.




¢ Venture capital is financing provided to innovative start-ups and high-
growth businesses with high risk and return potential.

O Venture capital is characterized by equity participation, high risk, long-
term investment, and managerial support.

¢ Venture capital is classified into seed capital, start-up financing, ear-
ly-stage financing, expansion financing, bridge financing, buyout
financing, and turnaround financing.

¢ Venture capital financing progresses through seed, start-up, early,
expansion, later-stage, and exit stages as the business grows.

¢ Venture capital firms in India finance and mentor promising businesses
to promote entrepreneurship and innovation.

Objective Questions

1.
2.
3.
4.

Who provides venture capital financing?
Which type of busingss usually receivesiventure capital?
What is the primary objective of venture capital investment?

Which stage of venture capital financing supports the development of a
business idéa?

What is bridge fin@ncing?
Why is venture capital considered a high-risk investment?

What is the usual.eXit route for venture capitalists after business growth?

2 =N o @&

Why do venture capitalists carefully evaluate business plans before
investing?
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Venture capital firms or venture capital funds.
Start-ups and innovative businesses with high growth potential.
To earn capital appreciation and high returns.

Seed stage.

CONE- T

Short-term finance provided before a company raises funds through a
public issue.

Because it is invested in new and unproven businesses.
7. Selling their equity through an IPO or strategic sale.

8. To assess the feasibility and growth potential of the venture.

Self-Assessment Questions

Define venture capital.

Describe the various stages of venture capital financing.
Differentiate between seed financingiand start-up financing.
List the major features of ventire capital.

Write a note on venture capital firms in India

Briefly explam the typesiof venture capital

SN o o

“Venture capitalastlimited to financing high-technology businesses” -Do
you agree with this statement?

Assignments

1. A technology-based start-up has developed an innovative product but
requires funds to commercialize it. Identify the appropriate stage of venture
capital financing and justify your answer.

2. Assess the contribution of venture capital to the growth of innovative
enterprises in India.

3. Critically examine the advantages and limitations of venture capital
financing for entrepreneurs.
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Unit é

Securitisation of debt

Learning Outcomes

After completing this unit, the learner will be able to;
¢ comprehend the concept of Securitisation and the
parties involved in the process

0 explain the sequential steps involved in the Securi-
tisation process.

¢ classify different types of securitisation based on the
nature of the underlying assets.

¢ describe the advantages,and disadvantages of Secu-
ritisation.

Imagine a small town where Lakshmi Bank has given home
loans to 13000 families. Every month, these families repay
their loan mstalments. Although the bank will eventually
receive allithe money, it needs cash immediately to provide
new loans to other customers. Instead of waiting for years
to colleet the repayments, the bank bundles all these home
loans together and transfers them to a special company. This
company then divides the bundle into small investment units
and sells them to investors. The investors receive returns from
the monthly loan repayments made by the families, while the
bank gets immediate funds to lend again.

At first, this seems like a win-win situation. The bank gets
liquidity, investors earn regular income, and more people
can obtain loans. But what if many borrowers stop repaying
their loans? The investors may suffer losses, highlighting that
Securitisation offers both opportunities and risks.

This simple story introduces the concept of Securitisation
—the process of converting illiquid financial assets, such as
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loans, into marketable securities. To understand this process completely, we need
to learn about the parties involved, the steps in Securitisation, its different types,
and its advantages and limitations.

Securitisation, Types of Securitisation s, players of Securitisation

Discussion

6.2.1 Meaning of Securitisation

Securitisation is the process of converting illiquid and“long-term financial assets,
such as loans and receivables, into marketable securities. These sécurities can be bought
and sold in the financial market, enabling financialdnstitutions to_eonvert future cash
flows into immediate funds.

In this process, a financial institution poels together similarfinancial assets, creates
securities backed by these assets, obtains a‘eredit rating for the securities, and sells them
to investors. As a result, long-term assets are removed from the institution's balance
sheet and replaced with liquid cash. The funds received can then be used to create new
assets, making Securitisation as€ontinuous cyeleéiof converting assets into securities,
securities into cash, and cash into new assets.

Suppose a bank has granted 1,000 home loans that will be repaid over the next 20
years. Instead of waiting for the repayments, the bank bundles these loans and converts
them into securitigs, which.are,sold to investors. The bank receives immediate cash,
while the investors easn'returns from the borrowers' monthly loan repayments. This
process is known as Securitisation.

6.2.2 Definition of Securitisation

The concept of Securitisation can be defined as follows:

"A carefully structured process whereby loans and other receivables are packaged,
underwritten and sold in the form of asset-backed securities".

Yet another simple definition is as follows:

" Securitisation is nothing but liquifying assets comprising loans and receivables of
an institution through systematic issuance of financial instruments".

According to Hendersen, J. and Scott, J.P., " Securitisation is the process which
takes place when a lending institution's assets are removed in one way or another
from the balance sheet of that lending institution and are funded instead by investors
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who purchase a negotiable financial instrument evidencing this indebtedness without
recourse, or in some cases with limited recourse to the original lender”.

6.2.3 Parties involved in Securitisation
For the operational mechanics of Securitisation, the following parties are required.
1. Originator

The originator is the financial institution or business that creates and owns financial
assets, such as loans or receivables, during the normal course of its operations. In a
Securitisation transaction, the originator pools these assets and transfers them to a
Special Purpose Vehicle (SPV), thereby transferring the associated credit and other
risks.

2. Issuer / Special Purpose Vehicle (SPV)

The issuer is a Special Purpose Vehicle (SPV), also known as a Special Purpose
Entity (SPE) or Special Purpose Company (SPC). It is established specifically for the
Securitisation transaction under a trust or similar legal arrangement, The SPV acquires
the pooled assets from the originator, holds them on behalf of investors, and issues
securities backed by these assets. Since it issuesgthe securities, itds also referred to as
the issuer.

3. Investors

Investors are the final buyersqofithe sccurities issued through the Securitisation
process. They are generally banks, insurance companies, pension funds, and other
institutional investors. They invest in these securities and receive returns from the cash
flows generated by the underlying assets.

4. Underwriters / Placement Agents

Underwriters or plaeément agents are responsible for structuring the Securitisation
transaction. They prepare the required legal and financial documents, such as offering
documents, purchase agrgements, trust agreements, and custodial agreements, and help
market the securities to investors.

5. Custodian

The custodian is usually a bank that safely holds the securitized assets on behalf of
the trustee. It acts as an agent responsible for safeguarding the receivables throughout
the transaction.

6. Rating Agencies

Rating agencies evaluate the credit quality of the securitized assets and the securities
issued against them. They assess factors such as the originator's financial strength,
management quality, organizational structure, and administrative procedures before
assigning a credit rating.
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7. Servicer

The servicer manages the underlying assets on a day-to-day basis. Its responsibilities
include collecting loan repayments or receivables from borrowers and transferring the
collected funds to the accounts managed by the trustee. In most cases, the originator
itself acts as the servicer.

8. Backup Servicer

A backup servicer takes over the servicing responsibilities if the primary servicer is
unable to perform its duties. It ensures that collections and payments continue without
interruption. In some transactions, the trustee appoints the backup servicer to monitor
the servicing process on a regular basis.

9. Indenture Trustee

The indenture trustee is the trustee appointed under the trust or indenture agreement.
It represents and protects the interests of investors, overseesseompliance with the terms
of the Securitisation agreement, and ensures that the rights ef security holders are
safeguarded throughout the transaction.

6.2.4 Steps of Securitisation

Securitisation can be structured in several ways depending on the nature of the assets
and the requirements of the transaction. Despite these variations, all Securitisation
transactions follow a common basic framework. In its simplest form, Securitisation
involves the transfer of a pool of réeetvables, createdby an entity known as the originator
during the normal course of business, to a Special Purpose Vehicle (SPV) that is legally
structured to be bankruptcy-remote. The transfer is carried out as a true sale, ensuring
that the assets are separated fromythe originator. The process involves several stages and
requires the executiofi of variouslegal.and financial documents, as explained below.

1. The process begin§ with the originator generating and pooling receivables in the
ordinary course of business. These receivables are initially funded and recorded
on the originator's,balance sheet.

2. The underwriters or placement agents, along with the credit rating agencies,
conduct a detailed due diligence of the originator, the asset pool, and the
servicing procedures. Rating agencies may also visit the originator to assess the
quality of management, organisational structure, and administrative systems.

3. After a sufficiently large portfolio of receivables has been created, the originator
and the underwriter or placement agent jointly design the structure of the
Securitisation transaction. Rating agencies often participate in this structuring
process to ensure that the proposed transaction meets the desired credit
standards.

4. Legal advisers representing the originator and the underwriters or placement
agents prepare the draft transaction documents required for executing the
Securitisation.

5. The originator and the SPV execute the necessary agreements, including
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10.

I1.

12.

13.

14.

underwriting or private placement agreements and agreements with the rating
agencies.

The originator transfers the receivables to the SPV through a purchase agreement,
thereby effecting the true sale of the assets.

Although ownership of the receivables is transferred to the SPV, the servicing
and administration of these assets are generally outsourced back to the originator
under a servicing arrangement.

The SPV finances the acquisition of the receivables by issuing marketable
securities to investors. The repayment of these securities depends entirely on the
cash flows generated by the underlying asset pool, and investors generally have
no claim against the originator except in cases involving contractual breaches.

After entering into a custodian agreement, the originator delivers the receivables,
on behalf of the SPV, to a custodian who holds them for the benefit of the
indenture trustee.

The securities issued by the SPV are then evaluatédyassigned a credit rating,
and priced by the rating agency before being offered toinyvestors.

The SPV sells these securities either to underwaiters for distribution to investors
or directly to investors through private placement arrangéments managed by
placement agents under Note and Cerxtificate’Purchase Agteements.

Investors subscribe to the securities because 'they expect timely payment
of interest and repayment of prineipal from the cash flows generated by the
receivables. The funds raised throughithe issue of securities are used by the SPV
to pay the originator forthe receivables transferred.

The servicer collects paymentsdromithe borrowers. After deducting approved
servicing fees and related expenses, the remaining funds are deposited into a
collection acceufitrmanaged by the indenture trustee and invested in eligible
securities. Whenever paymentsto investors become due, the required funds are
released from this«€ollection account.

Any surplus generated during the funding process is paid by the SPV to the
originator. Although#ownership of the receivables has been transferred, the
originator generally continues to maintain its relationship with borrowers,
services the receivables, and benefits economically from managing the asset
portfolio.

In a Collateralised Loan Obligation (CLO) transaction, the originator pools a portfolio
of loans and transfers its rights, including the associated collateral, to a bankruptcy-
remote SPV. The SPV subsequently raises funds by issuing securities to investors, with
repayments supported by the cash flows generated from the underlying loan portfolio.

6.2.5 Types of Securitisation

Securitisation takes various forms depending on the type of assets involved and the
objectives of the transaction. Each type has unique features, underlying assets, and
methods of distributing risk and returns among investors.
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1. Mortgage-Backed Securitisation (MBS)

Mortgage-Backed Securitisation (MBS) is a type of Securitisation in which a pool of
residential or commercial mortgage loans is sold by a financial institution to a Special
Purpose Vehicle (SPV). The SPV finances the purchase by issuing securities to investors.
The monthly principal and interest payments made by borrowers on their mortgage
loans are passed on to the investors as returns. MBS enables banks and housing finance
companies to recover funds quickly and issue new housing loans without waiting for
existing loans to mature.

For example, A housing finance company pools 10,000 home loans worth 21,000
crore and transfers them to an SPV. The SPV issues mortgage-backed securities to
investors, who receive periodic returns from the monthly EMIs paid by the homeowners.

2. Asset-Backed Securitisation (ABS)

Asset-Backed Securitisation (ABS) involves the Securitisation of financial assets
other than mortgage loans. The underlying assets may include auto loans, credit card
receivables, education loans, consumer loans, lease receivables, or trade receivables.
These assets generate regular cash flows, which are used to makeinterest and principal
payments to investors. ABS helps financial institutionghimprove liquidity and transfer
credit risk. For example, A non-banking finaneial company (NBFC) transfers its
portfolio of vehicle loans to an SPV. Thé SPV i1ssues asset-backed securities, and
investors receive payments from the EMIS collected from vehicle loan borrowers.

3. Collateralised Debt Obligations (CDOs)

A Collateralised Debt Obligation (CDO) is a type of securation in which different
types of debt assets, such as corporate loans, bonds, mortgages, and asset-backed
securities, are pooled togetherand transferred to a Special Purpose Vehicle (SPV). The
SPV finances the purehase of these,assets'by issuing securities to investors.

The securities are divided into different tranches (classes) based on the level
of risk and expected return. The senior tranche has the lowest risk and receives
payments first, so it offers lewer returns. The mezzanine tranche carries moderate
risk and return, while the“equity (junior) tranche bears the highest risk but offers
the highest potential return. Investors can choose the tranche that matches their risk
appetite. The income generated from the repayments of the underlying loans and
bonds is distributed among investors according to the priority of their tranche. If an
investment bank pools corporate loans, commercial mortgages, and corporate bonds
worth 32,000 crore and transfers them to an SPV. The SPV issues three tranches of
CDOs:

¢ Senior Tranche: Receives payments first and has the lowest risk.

¢ Mezzanine Tranche: Receives payments after the senior tranche and has
moderate risk.

¢ Equity (Junior) Tranche: Receives payments last and bears the highest risk but
has the potential for higher returns.
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If all borrowers repay on time, all investors receive their returns. However, if some
borrowers default, the losses are first borne by the equity tranche, then the mezzanine
tranche. In contrast, the senior tranche is affected only if the losses become very large.

, A CDO pools different types of debt assets and divides them into risk-based
tranches, allowing investors to choose securities according to their desired level of risk
and return.

4. Collateralised Loan Obligations (CLOs)

Collateralised Loan Obligations (CLOs) are a specialised form of CDOs that are
backed mainly by corporate loans, particularly leveraged loans provided to companies.
Professional managers actively manage the loan portfolio to maximise returns while
controlling risk. CLOs provide companies with access to financing and offer investors
diversified exposure to corporate debt.

Suppose ABC Bank has provided loans to five companies:

¢ XYZ Motors — X100 crore

Bright Cement Ltd. — X80 crore
Green Energy Ltd. — 3120 crore
Metro Infrastructure Ltd. — 390 crofe

Sunrise Textiles Ltd. — %110 crore

S O O O

¢ The total corporate loan portfolia is 500 crore.

Instead of waiting several years for these companies to repay their loans, ABC Bank
transfers the entire I500 croredoan portfolio,to an SPV. The SPV purchases these loans
and issues CLO securities to investors:

As the five companies make their regular interest and principal repayments, the SPV
distributes these cash flows to.the investors according to the priority of their tranche

5. Collateralised Mortgage Obligations (CMOs)

Collateralised Mortgage.@bligations (CMOs) are a type of mortgage-backed security
in which the cash flows from mortgage loans are divided into different tranches. Each
tranche has its own maturity period, payment schedule, and risk level. This structure
allows investors to choose securities that best suit their investment objectives and risk
preferences.

For instance, an SPV purchases a pool of residential mortgage loans and issues three
tranches of CMOs. Investors seeking stable income invest in the senior tranche, while
those seeking higher returns invest in the junior tranche.

6. Future Flow Securitisation

Future Flow Securitisation involves raising funds by securitising expected future
receivables rather than existing assets. These receivables may arise from exports,
toll collections, airline ticket sales, royalty income, or utility payments. This type of
Securitisation is particularly useful for organisations with stable and predictable future
cash flows.
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Suppose an airport authority securitises its expected passenger service fee collections
for the next ten years. Investors are repaid from the future fees collected from passengers
it is future flow Securitisation.

7. Whole Business Securitisation

Whole Business Securitisation is a transaction in which the entire operating cash flow
of a business is used as collateral for issuing securities. Instead of relying on a specific
pool of receivables, the SPV receives cash generated from the business operations, such
as franchise fees, royalties, or subscription income. It is commonly used by businesses
with stable and predictable revenues.

For example, a restaurant chain may transfer its future franchise royalty income to an
SPV, which issues securities to investors. The royalty income collected from franchisees
is used to make payments to investorsit is ; it is a whole-of-business securitisation.

8. Synthetic Securitisation

Synthetic Securitisation is a type of Securitisation in whiehythe originator (usually
a bank) does not sell the underlying assets, such as loans, to a Speeial Purpose Vehicle
(SPV). Instead, the bank retains ownership of the loangybut transfers only the credit risk
(the risk that borrowers may fail to repay) to investors using financial instruments such
as credit default swaps (CDSs) or credit-linkéd notes (CLNSs)x

Since the loans remain on the bank's balance sheet, the bank continues to collect loan
repayments and manage customer relationships. However, if some borrowers default,
the investors who have agreed tostakeé on thescreditatisk bear the agreed losses. This
enables the bank to reduce its &xposure torcredit risk while continuing to earn income
from the loans.

For example, A bankshas a portfolio of €orporate loans worth X500 crore. Instead of
selling these loans, the bank entersinto a credit default swap agreement with investors.
The bank continues to own'the loans and collects interest and principal payments from
the borrowing companies. If any/company defaults on its loan, the investors compensate
the bank for the agreed loss. Fhus, the ownership of the loans remains with the bank,
but the credit risk is transferred to the investors.

In short, traditional Securitisation transfers both the assets and the associated risks,
whereas synthetic Securitisation transfers only the credit risk while the assets remain
with the originator.

6.2.6 Advantages of Securitisation

Securitisation offers significant benefits to all parties involved in the transaction,
including issuers, investors, and the financial system. By converting illiquid assets
into marketable securities, it improves liquidity, enhances risk management, facilitates
efficient capital allocation, and contributes to the overall development and stability of
the financial markets.
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A. Advantages to the Issuer (Originator)
1. Improves Capital Adequacy Ratio

Banks and financial institutions are required to maintain a minimum Capital to Risk-
Weighted Assets Ratio (CRAR) under the Basel Committee guidelines. Loan portfolios
generally carry a 100% risk weight. By securitising these loan assets, they are removed
from the originator's balance sheet. The cash received can then be invested in assets
with lower risk weights, thereby improving the institution's capital adequacy ratio.

2. Facilitates Better Asset-Liability Management

Securitisation improves the liquidity position of the originator by converting illiquid
assets into cash. This enables banks and financial institutions to manage their asset
mix more efficiently and reduces their dependence on costly traditional sources of
borrowing. Since the cost of raising funds through Securitisation depends primarily on
the quality of the underlying assets rather than the originator's credit rating, funds can
often be raised at a lower cost, thereby improving the spreadybetween interest income
and interest expense.

3. Enhances Profitability

The originator can earn income by chargingpfocessing fees onloans and by receiving
servicing fees from the Special Purpose Vehicle (SPV) for managing the securitised
assets. In addition, profits from the sale of securitised assets are generally recognised
upfront, leading to improved profitability and stronger financial performance.

4. Enables Risk Diversification

Securitisation allows the {issuer t0 transfer credit risk associated with specific
borrowers or sectors to inyestors, As a result, the originator can reduce its concentration
of risk and achieve bétter diversificationof its loan portfolio.

5. Reduces Reserve Requirements

The cash generated through Securitisation is generally not subject to reserve
requirements such as the“Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio
(SLR). This enables banks to utilise their funds more efficiently.

6. Supports Creation of New Loans

By selling illiquid loan assets, banks receive immediate cash without increasing
their deposit liabilities. These funds can be used to issue new loans, allowing banks
to expand lending while maintaining the same level of liabilities. Thus, Securitisation
enhances the lending capacity of financial institutions.

B. Advantages to Investors
1. High Liquidity

Securitised securities are usually rated by recognised credit rating agencies, making
them more acceptable in the secondary market. This provides investors, particularly

institutional investors, with greater liquidity and flexibility.
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2. Greater Safety

Asset-backed securities supported by credit enhancement mechanisms offer a high
degree of safety. They are particularly attractive to conservative investors who prefer
stable investments with relatively lower risk.

3. Higher Returns

Securitised instruments often provide higher yields than many conventional corporate
debt securities. Consequently, investors may earn better returns while maintaining a
reasonable level of risk.

4. Portfolio Diversification

Since Securitisation involves pooling assets from different borrowers, industries,
and geographical regions, investing in securitised securities helps investors diversify
their portfolios and reduce overall investment risk.

C. Benefits to the Financial System
1. Reduces the Overall Cost of Financing

Securitisation separates the lending and funding functions, allowing different
institutions to specialise in various stages ofithe financing precess. This specialisation
improves efficiency, creates economies of §cale, and ultimately reduces the overall cost
of financing for the economy and its customers.

2. Improves the Flow of Funds

Securitisation channels funds fromnvestors with surplus capital to sectors that
require financing, such as housing, infrastructure, and other productive industries. This
improves the availabilitysef funds and supports economic growth.

3. Enhances Financial Stability

Risks such as credit risk, liquidity risk, and interest rate risk can be separated and
transferred to market participafts that are better equipped to manage them. This efficient
distribution of risk contributes to a stronger and more stable financial system.

4. Promotes Development of the Debt Market

The introduction of securitised instruments and the growth of an active secondary
market increase the depth and liquidity of the debt market. As observed in many
developed financial markets, Securitisation contributes to a more vibrant, efficient, and
well-developed capital market.

6.2.7 Limitations of Securitisation

Although Securitisation provides several benefits, it also has certain limitations due
to its complex structure, dependence on the quality of underlying assets, and exposure
to market and regulatory risks.
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1. Complex Process

Securitisation involves multiple parties, such as the originator, Special Purpose Vehi-
cle (SPV), credit rating agencies, trustees, and investors. The involvement of several
participants and legal formalities makes the process complex and time-consuming.

2. High Transaction Costs

The process requires legal services, credit ratings, underwriting, asset servicing, and
administrative support. These costs make Securitisation economical mainly for large
asset pools and less suitable for smaller transactions.

3. Dependence on Asset Quality

The success of Securitisation depends on the quality of the underlying assets. If bor-
rowers fail to repay their loans or the assets perform poorly, the cash flows to investors
decline, reducing the value of the securities.

4. Credit and Default Risk

Although credit enhancement techniques reduce risk, they cannet eliminate it com-
pletely. If a large number of borrowers default, investors may suffer financial losses.

5. Market Risk

The demand for securitised securities [depends on market conditions. During peri-
ods of economic uncertainty or financial'erises, investors may avoid such securities,
making it difficult for issuers to raiséfunds.

6. Prepayment Risk

Borrowers may repay their leans beforg the scheduled maturity, particularly when
interest rates fall. Thi§ reduces therexpeeted interest income and creates uncertainty in
cash flows for investors.

7. Regulatory and Legal Challenges

Securitisation transactions must comply with various legal, accounting, taxation,
and regulatory requirements. Changes in regulations may increase compliance costs
and delay transactions.

8. Systemic Risk

Improper use of Securitisation and weak lending standards can increase risks in the
financial system. The 2008 global financial crisis highlighted how excessive Securiti-
sation of poor-quality mortgage loans contributed to widespread financial instability.
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¢ Securitisation is the process of converting illiquid financial assets into
marketable securities to generate immediate funds.

¢ Securitisation enables financial institutions to transform loans and receiv-
ables into tradable securities backed by future cash flows.

¢ Securitisation involves key participants such as the originator, SPV,
investors, underwriters, servicer, custodian, trustee, and credit rating
agencies, each performing a specific role.

O The Securitisation process includes pooling assets, transferring them to
an SPV, issuing securities, and distributing cash flows from the underly-
ing assets to investors.

O Securitisation can be structured in different forfs, such as MBS, ABS,
CDOs, CLOs, CMOs, Future Flow, Whole Business, and Synthetic
Securitisation, depending on the underlying assets and ebjectives.

¢ Securitisation improves liquidity, enhances,risk management, lowers
funding costs, and promotes efficient€apital allocationfor issuers, inves-
tors, and the financial system.

O Securitisation is affected by {transaction complexity, high costs, asset
quality, market conditions, and regulatory risks, requiring careful struc-
turing and oversight.

Objective Question

1.  Which typeof assets are commonly securitized?

Who creates and<transfers the financial assets in a Securitisation
transaction?

What is the primary purpose of a Special Purpose Vehicle (SPV)?
Who are the final buyers of securitised securities?

What is the first step in the Securitisation process?

What is Mortgage-Backed Securitisation (MBS)?

What is Asset-Backed Securitisation (ABS)?

Which global financial event highlighted the risks of poorly managed
Securitisation?

Lo X & ta »> B

9. Why are credit ratings important in Securitisation?
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l.
2.
3.
4.
5.
6.
7.

Loans and receivables.

Originator

To acquire assets and issue securities backed by those assets.
Investors

Pooling of receivables by the originator.

Securitisation backed by residential or commercial mortgage loans.

Securitisation backed by non-mortgage financial assets such as vehicle
loans and credit card receivables.

The 2008 Global Financial Crisis.

They help investors to assess the credit risk of the'securities.

Self-Assessment Questions

1.
2.
3.
4.
5.
6.
7.

Define Securitisation.

Explain the concept ofiSecuritisation ingyour own words.

List the major parti¢s involved 1n a Securitisation transaction.

Describe the role ofithe Special Parpose Vehicle (SPV) in Securitisation.
Outline thefmajor steps invelvéd in the Securitisation process.

Identify the differénttypes of Securitisation.

Explain the differenceé between traditional Securitisation and synthetic
Securitisation.

Summarise the major advantages of Securitisation.

State the major limitations of Securitisation.

SGOU - SLM - BCom - Financial Services and Market




Assignments

1. Explain the steps involved in the Securitisation process with the help of a
suitable example.

2. Abank has a large portfolio of housing loans but requires immediate funds
to issue new loans. Explain how Securitisation can help the bank achieve
this objective.

3. Design a flowchart illustrating the complete Securitisation process and
explain the role of each major participant.
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16.

17.
18.

SECTION A
Answer any 10 questions. Each question carries I'mark
Define Factoring.

What is AMC?

What do you mean by Mutual Fund?
What is margin trading?

What is SEBI?

What do you mean by Buyouts?
What are financial instruments?
Define Securitization.

What is Nifty 507

. Expand SPV,
. What is QIP?
. What is Rematerialisation?

. What do you mean by Loan Syndication?

What are Certificate of Deposits?
What is NSDL?

(10 X 1=10 marks)
SECTION B
Answer any 5 questions. Each question carries 2 marks
Distinguish between Open-ended Mutual Funds and Close-ended Mutual
Funds.
What do you mean by Securitization?

List any two objectives of SEBI.



19.
20.
21.
22.
23.
24.
25.

26.
27.
28.
29.
30.
31.
32.
33.

34.
35.
36.
37.

What do you mean by rigging the market?

State any two features of Financial Services.

What is With Recourse Factoring and Without Recourse Factoring?
What is call money market?

State any two differences between factoring and forfaiting.

What do you mean by the term cornering?

Mention any two differences between leasing and hire purchase

(5X2=10 marks)
SECTION C

Answer any 4 questions. Each question carries S marks

Explain the functions of a factor.

Discuss the disadvantages of leasing.

Briefly explain the different types of venture capital.
Discuss the major stock market indices in Irdia
Elucidate the functions and role of Stock.Exchange
Explain the advantages of Securitization.

Discuss the steps in dematerialisation.

Differentiate between money market and capital market.
(4X5=20 marks)
SECTION D
Answer any 2 questionssEach question carries 15 marks

Explain the functions and powers of SEBI.

Elucidate the different types of Factoring.

Briefly explain the'eomponents of the Indian Financial System.
Discuss the different types of Mutual Funds

(2X15=30 marks)
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16.
17.
18.

SECTION A
Answer any 10 questions. Each question carries 1 mark
What do you mean by Financial System?

What is Dematerialisation ?

What are Index Funds?

What is NEAT?

What is Venture Capital?

Define Mutual Fund.

What do you mean by'commercial paper?
What is AMFEI?

What is insider trading?

What is forfaiting?

. What is credit rating?

What are blue chip shares?

. What do you mean by Arbitrage?

Who is a stag?

. What do you mean by Zero Coupon Bonds?

(10 X 1=10 marks)

SECTION B
Answer any 5 questions. Each question carries 2 marks
What do you mean by Preferential Issue?
Explain custodial services.

Explain any two objectives of Mutual Fund



19.
20.
21.
22.
23.
24.
25.

26.
27.
28.
29.
30.
31.
32.
33.

34.

35.
36.
37.

What do you mean by Leasing?
What is Wash Sales?
What is Tripartite Lease?
What do you mean by Depository?
What is FPO?
What is cornering?
What is stop loss order?
(5X2=10 marks)

SECTION C
Answer any 4 questions. Each question carries 5 marks

Explain the functions of Primary Market.
Write a short note on CDSL.
Differentiate between factoring and bills discounting.
Explain the procedure for trading in a Stock“Exchange
Differentiate between primary market and.secondary market.
Explain the different types of Securitization.
Explain the different types of Speculators.
Discuss the functions of merchant banking.
(4X5=20 marks)

SECTION D
Answerfany 2 questions. Each question carries 15 marks

Explain the structufe of'a mutual fund in India. Describe the role of the Sponsor,
Trustees, Asset Management Company (AMC), and Custodian in the functioning
of a mutual fund.

Discuss the different primary market and secondary market intermediaries.
Elaborate the different types of Leasing.
Explain the different types of Financial Services.

(2X15=30 marks)
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