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UNIT I -  INDIAN FINANCIAL SYSTEM – AN OVERVIEW 
 

• Objective Of this unit is :---  
• To understand the working and the organisation of Indian  Financial System  

 
Introduction of Financial System :- 
 

• Financial System  is a mechanism that works for investors and people want finance. 
• It Is an interaction of various intermediaries, market, instruments, policy makers and 

various regulations to aid the flow of saving from savers to investors and checking 
various abuses faced in the proper functioning of the system. 

  
 

• INDIAN FINANCIAL SYSTEM :- 
• PRE- PLANNED PERIOD – 

> Close character of entrepreneurship 
> Absence of financial Intermediaries 
> Low industrial growth rate. 

• MIXED ECONOMY BASED PERIOD : - 
> Public/Govt. ownership of Financial institutions. 
> RBI, Nationalized banks,special purpose financial institution. 

• INVESTORS’ PROTECTION :- 
> Companies act, Securities contract act  

•  

•Banking 

•Non- Banking 

•Others 
Financial Institution    

• Organized and unorganized 

• Primary and Secondary 

• Money and Capital Market 

 

Financial Markets 

• Banking 

• Merchant banking , Brokerage  
,Underwriting , Credit rRating   and  
Hedging 

Financial Services 

•Money market and Capita Market Instruments 

•Short term, Medium Tem and Long term Instruments. 
Financial  

Instruments 
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• Money Market Meaning – 
Money market refers to a section of the financial market where financial instrument with high 
liquidity and short term maturities are traded .ti is used by the participants as a way of 
borrowing and lending for short term. 

• Instruments of money market :-  
• Call Money instruments – one day loan 
• Treasury bills – meeting short term deficits of Govt. 
• Commercial papers – short term instruments issued by corporate     

            introduced in jan1990 
• Certificate of Deposits – issued by banks to the  depositors,  

            introduced in June1989- lowest period 15 days for 5 lakhs. 
• Repo Transactions- maturity of 1 day to six months . 
• Money Market mutual funds – introduced by RBI in April 1992 

            regulated by SEBI. 
 

FINCIAL SERVICES - 
1. Banking :-     A bank is a financial institution that accepts deposits from the  public and 
creates Demand Deposit. Lending activities can be performed either directly or indirectly 
through capital markets.  
Due to their importance in the financial stability of a country, bank are highly regulated in 
most countries. Most nations have institutionalized a system known as fractional reserve 
banking under which banks hold liquid assets equal to only a portion of their current liabilities. 
In addition to other regulations intended to ensure liquidity, banks are generally subject 
to minimum capital requirements based on an international set of capital standards, known as 
the Basel Accords. 

• Purpose of Banks 
A bank is a financial institution which is involved in borrowing and lending money. Banks take 
customer deposits in return for paying customers an annual interest payment. The bank then 
uses the majority of these deposits to lend to other customers for a variety of loans. 
 
2.Merchant Banking :- 
Definition: Merchant banking can be defined as a skill-oriented professional service provided 
by merchant banks to their clients, concerning their financial needs, for adequate 
consideration, in the form of fees. 
 
Functions of Merchant Banking Organization :-   

 
1.Portfolio Management:  
 Merchant banks provides advisory services to the institutional investors, on account of 
investment decisions. They trade in securities, on behalf of the clients, with the aim of 
providing them with portfolio management services. 
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2. Raising funds for clients: 
 Merchant banking organization assist the clients in raising funds from the domestic and 
international market, by issuing securities like shares, debentures, etc., which can be deployed 
for starting a new project or business or expansion activities 
 
3.Promotional Activities: 
 One of the most important activities of merchant banking is the promotion of business 
enterprise, during its initial stage, right from conceiving the idea to obtaining government 
approval. There is some organisation, which even provide financial and technical assistance to 
the business enterprise. 
 
4.Loan Syndication: 
 Loan Syndication means service provided by the merchant bankers, in raising credit from 
banks and financial institutions, to finance the project cost or working capital of the client’s 
project, also termed as project finance service. 
 
5.Leasing Services: 
 Merchant Banking organisations renders leasing services to their customers. There are some 
banks which maintain venture capital funds to help entrepreneurs.Merchant Banking helps in 
coordinating the operations of intermediaries, with respect to the issue of shares like registrar, 
advertising agency, bankers, underwriters, brokers, printers and so on.Further, it ensures 
compliance with the rules and regulations, of the capital market.  
 
3.Credit Rating Agency :-  
A company that provides investors with assessments of an investment's risk. The issuers of inv
estments, especially securities, pay credit rating  agencies to provide them with ratings. A high 
rating indicates low risk and may therefore encourage investors to buy a security. Additionally,  
banks may only invest in securities with a high rating from two or mor credit rating agencies.  
 
4.Hedging :-  
   A risk management strategy used in limiting or offsetting probability of loss from fluctuations 
in the prices of commodities, currencies, or securities. In effect, hedging is a transfer of risk 
without buying insurance policies.Hedging employs various techniques but, basically, involves 
taking equal and opposite positions in two different markets (such as cash and futures 
markets). Hedging is used also in protecting one's capital against effects of inflation through 
investing in high-yield financial instruments (bonds, notes, shares), real estate.etc  
 
5. Portfolio Manager  
A portfolio manager is a person or group of people responsible for investing a mutual, 
exchange-traded or closed-end fund's assets, implementing its investment strategy and 
managing day-to-day portfolio trading. A portfolio manager is one of the most important 
factors to consider when looking at fund investing.  
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Portfolio management can be active or passive, and historical performance records indicate 
that only a minority of active fund managers consistently beat the market. 
 
6.Depository participants :- 
In India, a Depository Participant (DP) is described as an Agent of the depository. They are the 
intermediaries between the depository and the investors. The relationship between the DPs 
and the depository is governed by an agreement made between the two under the Depositories 
Act. In a strictly legal sense, a DP is an entity who is registered as such with SEBI under the sub 
section 1A of Section 12 of the SEBI Act. 
 
Services provided by Depository:- 

• Dematerialisation (usually known as demat) is converting physical certificates of 
Securities to electronic form. 

•  Rematerialisation, known as remat, is reverse of demat, i.e.     
              getting physical certificates from the electronic securities.  

•  Transfer of securities, change of beneficial ownership. 
• Settlement of trades done on exchange connected to the Depository. 
• Pledging and Unpledging of Securities for loan against shares.  
• Corporate action benefits directly transfer to the Demat and Bank account of customer.  
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UNIT  II-INTRODUCTION TO FINANCIAL MARKETS. 

 
• CAPITAL MARKET MEANING :-   
•  Market where long term and medium term financial instruments    

             are traded.  
•  This Market Consists :- 
• Primary Market :-  

• By prospectus 
• Offer for sale 
• Private placement 
• Right issue 
• Employees stock option 
• Sweat equity. 
•  

Definition of ‘IOP’- INITIAL PUBLIC OFFERING :- 
          
    Definition: Initial public offering is the process by which a private company can go public 
by sale of its stocks to general public. It could be a new, young company or an old company 
which decides to be listed on an exchange and hence goes public. 
Companies can raise equity capital with the help of an IPO by issuing new shares to the public 
or the existing shareholders can sell their shares to the public without raising any fresh capital. 
  
Primary vs. Secondary Markets 
It is important to understand the distinction between the secondary market and the primary 
market. When a company issues stock or bonds for the first time and sells those securities 
directly to investors, that transaction occurs on the primary market. Some of the most common 
and well-publicized primary market transactions are IPO’s or initial public offerings. During an 
IPO, a primary market transaction occurs between the purchasing investor and the investment 
bank underwriting the IPO. Any proceeds from the sale of shares of stock on the primary 
market go to the company that issued the stock, after accounting for the bank's administrative 
fees. 
  If these initial investors later decide to sell their stake in the company, they can do so on the 
secondary market. Any transactions on the secondary market occur between investors, and the 
proceeds of each sale go to the selling investor, not to the company that issued the stock.  
 
OVER THE COUNTER  EXCHANGE IN INDIA :- 
 

Need for starting OTCEI: 
Many small companies in India are finding it difficult to raise adequate capital through Stock 
Exchanges as the conditions stipulated by them could not be fulfilled. The companies must 
have run for minimum three years and they must have earned profit and the minimum capital 
requirement for listing is also quite high.  
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Hence by promoting a new Stock exchange with flexible conditions, the small and medium 
companies in India will be able to raise sufficient capital. Once these companies enlarge their 
resources, they can list themselves in the regular stock exchanges. 
 
STOCK EXCHANGE :- 
Stock exchange is a market place where stock, shares and other types of securities are bought 
and sold, it is market where the owner may purchase or sell off their securities as per certain 
well define rules and regulation. 
 
Features Of Stock Exchange :-  

• Providing Liquidity and marketability to existing securities. 
• Pricing of Securities 
• Safety of transactions 
• Contributes to economic growth 
• Spreading of Equity cult 
• Providing Scope for Speculation. 
•  

Different Stock Exchanges in India :- 
1. National Stock Exchange of India 
2. Bombay Stock Exchange of India. 
 

 
WHAT IS BSE? 

      Bombay Stock Exchange is the expansion of term BSE. It is an ancient stock exchange of Asia, 
incorporated in 1875 and it is headquartered in Maharashtra (Mumbai), India. Bombay Stock 
Exchange is the 10th largest stock exchange in market capitalization. Around 5400 companies 
are listed on BSE as of 2015. 
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 OBJECTIVES OF BSE – 
 From more than 130 years, BSE is providing an effective and efficient capitalization platform. 
It provides a transparent electronic screen based market for trading in different securities, 
instruments, funds and bonds, be it small or medium enterprises. It also serves as host of 
secondary services for investors like risk management, market facilities, education. These 
services, processes safeguard the investor’s interest, develop Indian Capital Market along with 
innovation and competition. It also provides various depository services. Also BSE acts as a 
regulator, which provides surveillance mechanisms through which all the speculations, 
irregularities and manipulations can be detected. 
 
WHAT IS NSE? 
 National Stock Exchange is the expansion of term NSE. It is the top exchange in India by 
number of trades in equity shares and number three in the world. It is situated in Mumbai and 
was established in November 1992 as Taxation Company. It was accepted as stock exchange in 
April 1993 under the Securities Act 1956, with P.V. Narasimha Rao being the Prime Minister of 
India and Manmohan Singh being the Finance Minister. NSE has around 1600 listings as of 
2015. 
  
 OBJECTIVES OF NSE— 
 
  The key objective of National Securities Exchange is to provide a transparent trading system 
for all kinds of securities worldwide. It also protects the interest of investors. It achieved its 
objectives in quite short span of time. Many new terms have come into being to give a variety of 
options to investors. 
 
SEBI – Role And Objectives : 
 The Securities and Exchange Board of India (SEBI) was officially appointed as the authority 
for regulating the financial markets in India on 12th April 1988. It was initially established as a 
non-statutory body, i.e. it had no control over anything but later in 1992, it was declared an 
autonomous body with statutory powers. SEBI plays an important role in regulating the 
securities market of India. Thereby it is important to know the purpose and objective of SEBI. 
 
Role of SEBI  :- 

• SEBI acts as a watchdog for all the capital market participants and its main purpose is to 
provide such an environment for the financial market enthusiasts that facilitate efficient 
and smooth working of the securities market. 

• To make this happen, it ensures that the three main participants of the financial market 
are taken care of, i.e. issuers of securities, investor, and financial intermediaries. 
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1. Issuers of securities 
These are entities in the corporate field that raise funds from various sources in the market. 
SEBI makes sure that they get a healthy and transparent environment for their needs. 
 
2. Investor 
Investors are the ones who keep the markets active. SEBI is responsible for maintaining an 
environment that is free from malpractices to restore the confidence of general public who 
invest their hard earned money in the markets. 
 
3. Financial Intermediaries 
These are the people who act as middlemen between the issuers and investors. They make the 
financial transactions smooth and safe. 
 
Objectives of SEBI:      SEBI has following objectives- 

 
1. Protection to the investors – 
The primary objective of SEBI is to protect the interest of people in the stock market and 
provide a healthy environment for them. 
2. Prevention of malpractices     
This was the reason why SEBI was formed. Among the main objectives, preventing 
malpractices is one of them. 
3.Fair and proper functioning  
SEBI is responsible for the orderly functioning of the capital markets and keeps a close            
check  over the activities of the financial intermediaries such as brokers, sub-brokers, etc. 
 
DERIVATIVES  
 In the investment industry, a ‘Derivative’ is a contract whose price is decided on the basis of 
one or more underlying assets. The underlying asset can be a currency, stock, commodity or a 
security(that bears interest). Sometimes, Derivatives are also used for trading in specific 
sectors such as foreign exchange, equity, treasury bills, electricity, weather, temperature, etc. 
For example, Derivatives for the energy market are called Energy Derivatives. 

 
Types of Derivatives 
Over the years, the types of derivatives contracts has evolved. The four basic types of    Scottish 
Contracts are Futures, Options, Forwards and Swaps. Different types of derivatives are as 
follows- 
1. Futures  
  A futures contract is a special type of forward contract where an agreement is made between 
two parties to buy or sell an asset at a certain time in future at a particular price. 
 
 2. Options 
 Options are contracts between a option writer and a buyer that gives the buyer the right to 
buy/sell the underlying such as assets, other derivatives etc. at a stated price on a given date. 
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Here, the buyer pays the option premium to the option writer i.e the seller of the option. The 
option writer has to oblige if the buyer decides to exercise the right given through the options 
contract. 
 
 3. Forwards  
  It is a customized contract between two parties wherein the settlement happens on a specific 
date in the future at a price agreed upon on the contract date. 
 
 4. Swaps  
 Swaps are private contracts between two parties wherein an exchange of cashflows of the 
financial instruments owned by the parties takes place. The two commonly used swaps are 
 
A.Interest Rate Swaps 
This involves swapping cash flows carrying interest in the same currency.  
B. Currency Swaps 
This type of allows the swap of cash flows with principal and interest in different currencies. 
 
Indian Money Market - Features 
Every money is unique in nature. The money market in developed and developing countries 
differ markedly from each other in many senses. Indian money market is not an exception for 
this. Though it is not a developed money market, it is a leading money market among the 
developing countries.  
 
FEATURES OF INDIAN MONEY MARKET :- 
 
1. Dichotomic Structure :  It is a significant aspect of the Indian money market. It has a 
simultaneous existence of both the organized money market as well as unorganised money 
markets. The organized money market consists of RBI, all scheduled commercial banks and 
other recognized financial institutions. However, the unorganized part of the money market 
comprises domestic money lenders, indigenous bankers, trader, etc. The organized money 
market is in full control of the RBI. However, unorganized money market remains outside the 
RBI control. Thus both the organized and unorganized money market exists simultaneously. 
 
2. Seasonality :   The demand for money in Indian money market is of a seasonal nature. India 
being an agriculture predominant economy, the demand for money is generated from the 
agricultural operations. During the busy season i.e. between October and April more 
agricultural activities takes place leading to a higher demand for money. 
 
3. Multiplicity of Interest Rates :  In Indian money market, we have many levels of interest 
rates. They differ from bank to bank from period to period and even from borrower to 
borrower. Again in both organized and unorganized segment the interest rates differs. Thus 
there is an existence of many rates of interest in the Indian money market. 
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4. Lack of Organized Bill Market :   In the Indian money market, the organized bill market is 
not prevalent. Though the RBI tried to introduce the Bill Market Scheme (1952) and then New 
Bill Market Scheme in 1970, still there is no properly organized bill market in India. 
 
5. Absence of Integration :   This is a very important feature of the Indian money market. At the 
same time it is divided among several segments or sections which are loosely connected with 
each other. There is a lack of coordination among these different components of the money 
market. RBI has full control over the components in the organized segment but it cannot 
control the components in the unorganized segment.  
 
Recent Reforms in Indian Money Market 
   Indian Government appointed a committee under the chairmanship of Sukhamoy 
Chakravarty in 1984 to review the Indian Monetary System Later, Narayanan 
Vaghul working group and Narasimham Committee  was also set up. As per the 
recommendations of these study groups and with the financial sector reforms initiated in the 
early 1990s, the government has adopted following major reforms in the Indian money market. 
 
 Reforms made in the Indian Money Market are – 

 
1. Deregulation of the Interest Rate :  In recent period the government has adopted an interest 
rate policy of liberal nature. It lifted the ceiling rates of the call money market, short-term 
deposits, bills re-discounting, etc. Commercial banks are advised to see the interest rate change 
that takes place within the limit. There was a further deregulation of interest rates during the 
economic reforms. Currently interest rates are determined by the working of market forces 
except for a few regulations. 
 
 2. Money Market Mutual Fund (MMMFs) :  In order to provide additional short-term 
investment revenue, the RBI encouraged and established the Money Market Mutual Funds 
(MMMFs) in April 1992. MMMFs are allowed to sell units to corporate and individuals. The 
upper limit of 50 crore investments has also been lifted. Financial institutions such as the IDBI 
and the UTI have set up such funds. 
 
3. Establishment of the DFI : The Discount and Finance House of India (DFHI) was set up in 
April 1988 to impart liquidity in the money market. It was set up jointly by the RBI, Public 
sector Banks and Financial Institutions. DFHI has played an important role in stabilizing the 
Indian money market.  
 
4. Liquidity Adjustment Facility (LAF) :  Through the LAF, the RBI remains in the money 
market on a continue basis through the repo transaction. LAF adjusts liquidity in the market 
through absorption and or injection of financial resources. 
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5.Electronic Transactions :  In order to impart transparency and efficiency in the money 
market transaction the electronic dealing system has been started. It covers all deals in the 
money market. Similarly it is useful for the RBI to watchdog the money market. 
 
 
 
 
Difference Between Money Market And Capital Market 
 

Points Money Market Capital Market  

 
 
Meaning 

 
A segment of Financial 
market where lending and 
borrowing of short term 
securities are done   
 

 
A section of financial 
market where long term 
securities are issued  and 
traded  
 

 
Nature of Market 

 
Informal 
 

 
Formal 

 
Financial Instrument 

 
Treasury bills, Commercial 
papers, Certificate of 
deposits, Trade credit etc. 
 

 
Shares, debentures, bonds, 
Retained Earning, etc.  
 

 
Liquidity 

 
High 
 

 
Low 

 
 
Purpose 

 
 
To fill short term credit 
needs of the business  
 

 
 
To fill long term credit 
needs of the business.  
 

 
Risk Factor 

 
Low 

Comparatively high 
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UNIT  III –  FINANCIAL  SERVICES IN  INDIA 
 
Financial services can be defined as the products and services offered by institutions. The 
Concept of Financial Services is Explain – their Meaning, Definition, Functions, 
Characteristics or Features, and Scope. 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, investment opportunities, and money management as well as 
providing information on the stock market. 
 
Meaning of Financial Services  :- 
Is the economic services provided by the finance industry, which encompasses a broad range of 
businesses that manage money, including credit unions, banks, credit card companies, 
insurance companies, accountancy companies, consumer-finance companies, stock 
brokerages, investment funds, individual managers and some government-sponsored 
enterprises. 
 
Definition of Financial Services: 
Services and products provided to consumers; and businesses by financial institutions such as 
banks, insurance companies, brokerage firms, consumer finance companies, and investment 
companies all of which comprise the financial services industry. Facilities such as savings 
accounts, checking accounts, confirming, leasing, and money transfer, provided generally by 
banks, credit unions, and finance companies. Financial Services may simply define as services 
offered by financial and banking institutions like the loan, insurance, etc. 
 

Mutual Fund  
  A mutual fund is a type of financial vehicle made up of a pool of money collected from many 
investors to invest in securities like stocks, bonds, money market instruments, and other 
assets. Mutual funds are operated by professional money managers, who allocate the fund's 
assets and attempt to produce capital gains or income for the fund's investors. A mutual fund's 
portfolio is structured and maintained to match the investment objectives stated in its 
prospectus. 

  Mutual funds give small or individual investors access to professionally managed portfolios of 
equities, bonds, and other securities. Each shareholder, therefore, participates proportionally 
in the gains or losses of the fund. Mutual funds invest in a vast number of securities, and 
performance is usually tracked as the change in the total market cap of the fund—derived by 
the aggregating performance of the underlying investments. 
 
Advantages of Mutual Funds 
 There are many reasons why investors choose to invest in mutual funds with such frequency. 
Advanced Portfolio Management  When you buy a mutual fund, you pay a management fee as 
part of your expense ratio, which is used to hire a professional portfolio manager who buys and 
sells stocks, bonds, etc. This is a relatively small price to pay for getting professional help in the 
management of an investment portfolio. 
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1. Advanced Portfolio Management 
When you buy a mutual fund, you pay a management fee as part of your expense ratio, which is 
used to hire a professional portfolio manager who buys and sells stocks, bonds, etc.1 This is a 
relatively small price to pay for getting professional help in the management of an investment 
portfolio. 
 
2. Dividend Reinvestment 
As dividends and other interest income sources are declared for the fund, it can be used to 
purchase additional shares in the mutual fund, therefore helping your investment grow. 
 
 3.Risk Reduction (Safety) 
Reduced portfolio risk is achieved through the use of diversification, as most mutual funds will 
invest in anywhere from 50 to 200 different securities—depending on the focus. Numerous 
stock index mutual funds own 1,000 or more individual stock positions. 
 
4. Convenience and Fair Pricing 
Mutual funds are easy to buy and easy to understand. They typically have low minimum 
investments and they are traded only once per day at the closing net asset value (NAV). This 
eliminates price fluctuation throughout the day.  
  
Disadvantages of Mutual Funds 
However, there are also disadvantages to being an investor in mutual funds. Here's a more 
detailed look at some of those concerns. 
 
1.High Expense Ratios and Sales Charges 
  If you're not paying attention to mutual fund expense ratios and sales charges they can get out 
of hand. Be very cautious when investing in funds with expense ratios higher than 1.20%, as 
they are considered to be on the higher cost end. Be wary of advertising fees and sales charges 
in general. There are several good fund companies out there that have no sales charges. Fees 
reduce overall investment returns. 
 
 2. Management Abuses 
Churning, turnover, and window dressing may happen if your manager is abusing his or her 
authority. This includes unnecessary trading, excessive replacement, and selling the losers 
prior to quarter-end to fix the books. 
 
3.Tax Inefficiency 
 Like it or not, investors do not have a choice when it comes to capital gains payouts in mutual 
funds. Due to the turnover, redemptions, gains, and losses in security Holding  throughout the 
year, investors typically receive distributions from the fund that are an uncontrollable tax 
event. 
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4.Poor Trade Execution 
 If you place your mutual fund trade anytime before the cut-off time for same-day NAV, you'll 
receive the same closing price of 
NAV for your buy or sell on the mutual fund.2 For investors looking for faster execution times, 
maybe because of short investment horizons, day trading, or timing the market, mutual funds 
provide a weak execution strategy.  
 

 Types of Stock Mutual Funds 
  Stock funds are first categorized by style in terms of the average market capitalization (size of 
a business or corporation equal to the share price times the number of outstanding shares) 
 
1.Open-ended – 
 Open-ended Mutual Fund schemes are open for investment at any point of time. They offer 
liquidity to investors since units can be bought and sold freely. 
2.Close-ended –  
Close-ended Mutual Fund schemes remain open only for a short period of time. Once the 
scheme is closed, fresh investments cannot be made. In order to provide liquidity, these units 
are listed on stock exchanges and investors can trade in them. 
3.Interval – 
 Interval schemes are a variation of close-ended schemes that are reopened for redemption for 
a limited period of time during the scheme’s tenure. Investors are given the option to sell their 
units back to the fund during this period. 
 
Equity Mutual Funds 
Right since its inception, Mutual Funds have evolved into a preferred investment tool for many 
investors. However, choosing the right Mutual Fund scheme can be a difficult task due to the 
wide array of options available.       
 Investment requires a careful and well-thought approach to avoid potential losses. Hence, it is 
imperative to understand the basics of the different types of schemes available to you. Here, we 
will explore Equity Mutual Funds and talk about the different types of equity funds along 
with their benefits and a lot more. 
 
1 ) Sector funds  
 Sector funds concentrate their investments in a single sector, such as FMCG, financial 
services, healthcare and technology. These are sectors which an investor would find 
represented in a diversified equity fund. By and large, investors should steer clear of sector 
funds altogether, because not only are you betting on a single sector, but you're betting heavily 
on a few companies. 
 
2) Equity diversified  
These funds are exactly what their name signifies – they invest across sectors. However, 
investors will need to look at the market cap. Funds focused on small- and mid-cap stocks 
should not be the core holding in your portfolio. Neither should flexi-cap funds. 
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 The latter are funds that are not biased towards either large- or mid-cap stocks but stack up 
stocks in their portfolio wherever they see opportunity. What should be a core holding in your 
portfolio is one or two large cap funds  
 
 3. Small Cap Equity Funds:  
These mutual fund schemes invest in companies whose market capitalization is less than $2 
billion. These stocks are considered to be riskier than mid or Large Cap stocks. 
 
4. Midcap Equity Funds:  
These mutual fund schemes invest in companies whose market capitalization is between $2 
billion and $10 billion. These stocks are considered to carry less risk than Small Cap stocks, but 
are riskier than Large Cap stocks. 
 
5. Large Cap Equity Funds:  
These mutual fund schemes invest in companies whose market capitalization is over $10 
billion. These stocks are considered to be the least risky investment as far as equity stock 
picking goes. 
 
6. Sectoral Equity Funds:  
These funds pick the stocks of companies that function in a particular sector - like 
pharmaceuticals or banking 
 

Hybrid Fund 
  A Hybrid Fund is a type of mutual fund which has a portfolio that consists of a combination of 
bonds and stocks. This combination can remain fixed or may vary equivalently over time. Most 
hybrid funds are a combination of debt and equity securities in varying proportions. For those 
who are looking for a low risk investment with average capital appreciation and better returns, 
a hybrid fund is the best option. 
 
1. Balanced Hybrid Fund 
Balanced funds have similar attributes as its name. This fund invests in both equity and debt in 
nearly equal (balanced) proportion. Fund objective is to invest 40-60% in equity-related 
instruments and remaining in debt. These funds are suitable for investors with a moderate risk 
profile. 
 
2.Aggressive Hybrid Fund 
Aggressive Hybrid Fund has aggressive investment strategy and higher exposure to equity and 
equity related instrument. The objective of this fund is to invest 65-80% in equity related 
instrument and remaining in debt instruments. These funds are suitable for aggressive 
investors. 
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3. Dynamic Asset Allocation/ Balanced Advantage Fund 
Dynamic Asset Allocation fund as name indicates asset allocation in this fund is dynamic. It 
can take extreme exposure to either equity or debt based on market condition. Asset allocation 
ratio in this fund is decided by formula. These funds are suitable for the investor who prefers 
less volatility in returns. 
 
4. Multi- Asset Allocation Fund 
Multi-Asset Allocation fund invests in multiple asset class or at least 3 asset class with 10% 
exposure to each. The asset types include equity, debt, commodity, real estate etc. These types 
of fund reduce the risk as portfolio is diversified. 
 
5. Arbitrage Fund 
Arbitrage fund is a type of mutual fund that takes advantage of the differences in the price of 
securities in the cash and derivatives market to generate a return. The arbitrage fund makes 
money from low risk buy and sell opportunities available in cash and future market. This fund 
is suitable for low-risk investors. 
 

Risk Factors associated with Investing in Mutual Fund - 
  Risk arises in mutual funds owing to the reason that mutual funds invest in a variety of 
financial instruments such as equities, debt,  corporate bonds, government securities and many 
more. The price of these instruments keeps fluctuating owing to a lot of factors which may 
result in losses. Hence, it is essential to identify the risk profile and invest in the most 
appropriate fund. 
 
IMPORTANT UTILITY OF MUTUAL FUND  
 
1. Channelising Savings for Investment- 
 In order to meet the different requirements of the people, several schemes are being offered by 
mutual fund and thus saving are directed towards capital investment directly. In the absence of 
Mutual fund these savings would Have remained unused. Thus the complete economy benefits 
because of the cost efficient and the best use and the allotment of scare financial resources in 
economy for quick development. 
 
2. Offering Wide Portfolio Investments :-  .  
 Mutual fund can benefit from extensive  portfolio of the investment. The fund diversifies its 
risks by investing in large variety of shares and bonds which cannot be done by small and 
medium investors. 
 
3. Providing Better Yields :- 
All the profits of Mutual funds are passed on the investors by way of dividend and capital 
appreciation . Most of  the Mutual funds floated so far has given a dividend at a rate ranging 
between 12 % p.a. and 17% p.a. it is quite good  yield. 
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4. Supporting Capital Market :- 
Mutual fund play an important role in supporting the development of capital markets. The 
mutual fund makes the capital market dynamic by providing a sustainable domestic source of 
demand for capital market instrument.  
 
5. Promoting Industrial Development :- 
The mutual fund not only creates a demand for capital market instruments but also supplies a 
big amount of fund to the market . Mutual funds gives necessary financial resources to the 
industries at a market rates. 
 
ASSET MANAGEMENT COMPANY 
 
 Asset Management Company is a company that takes the financial assets of a person, 
company or another asset management company (generally this will be high net worth 
individuals) and use the assets to invest in companies that use those as a operational 
investment, financial investment or any other  investment in order to grow the investment; 
post which, the returns will be returned to the actual investor and a small amount of the 
returns are held back as a profit with the asset management company. 
 
What Is a Registrar? 
 A registrar is an institution, often a bank or trust company, responsible for keeping records 
of bondholder and shareholders after an issuer offers securities to the public. When an issuer 
needs to make an interest payment on a bond or a dividend payment to shareholders, the firm 
refers to the list of registered owners maintained by the registrar. 
 
How a Registrar Works 
  One role of the registrar is to make sure the amount of shares outstanding does not exceed the 
number of shares authorized in a firm’s corporate charter. A corporation cannot issue more 
shares of stock than the maximum number of shares that the corporate charter 
discloses. Outstanding shares are those that shareholders currently hold.  A business may 
continue to issue shares periodically over time, increasing the number of outstanding shares. 
The registrar accounts for all issued and outstanding shares, as well as the number of shares 
owned by each individual shareholder. 
 
CUSTODIAN 
 In financial services, a custodian is a company that has physical possession of your financial 
assets. It's often a brokerage, commercial bank, or other type of institution that holds your 
money and investments for convenience and security. 
 
FACTORING: 
 Definition: Factoring implies a financial arrangement between the factor and client, in which 
the firm (client) gets advances in return for receivables, from a financial institution (factor). It 
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is a financing technique, in which there is an outright selling of trade debts by a firm to a third 
party, i.e. factor, at discounted prices. 
 

Nature of Factoring: 
 Factoring is a method by which a businessman can obtain cash for invoices he sends to his 
customers in respect of supply of goods and services to them. Factoring is also termed as 
‘Invoice discounting’. Factoring involves the sale of receivables to a financial institution such as 
an old line factor—a commercial financial company or one of a few commercial banks. 

 
 Types of Factoring 

 
 
1. Recourse and Non-recourse Factoring:  
 In this type of arrangement, the financial institution, can resort to the firm, when the debts are 
not recoverable. So, the credit risk associated with the trade debts are not assumed by the 
factor.On the other hand, in non-recourse factoring, the factor cannot recourse to the firm, in 
case the debt turn out to be irrecoverable. 
 
2. Disclosed and Undisclosed Factoring:  
 The factoring in which the factor’s name is indicated in the invoice by the supplier of the goods 
or services asking the purchaser to pay the factor, is called disclosed factoring.Conversely, the 
form of factoring in which the name of the factor is not mentioned in the invoice issued by the 
manufacturer. In such a case, the factor maintains sales ledger of the client and the debt is 
realized in the name of the firm. However, the control is in the hands of the factor. 
 
3. Domestic and Export Factoring:  
 When the three parties to factoring, i.e. customer, client, and factor, reside in the same 
country, then this is called as domestic factoring.Export factoring, or otherwise known as 
cross-border factoring is one in which there are four parties involved, i.e. exporter (client), the 
importer (customer), export factor and import factor. This is also termed as the two-factor 
system. 
 
4. Advance and Maturity Factoring:  
  In advance factoring, the factor gives an advance to the client, against the uncollected 
receivables. In maturity factoring, the factoring agency does not provide any advance to the 
firm. Instead, the bank collects the sum from the customer and pays to the firm, either on the 
date on which the amount is collected from the customers or on a guaranteed payment date. 
 

https://businessjargons.com/wp-content/uploads/2017/06/types-of-factoring.jpg
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 PROCESS OF FACTORINNG 
Procedure 

 
Process of Factoring 

1. Borrowing company or the client sells the book debts to the lending institution (factor). 
2. Factor acquires the receivables and extend money against the receivables, after 

deducting and retaining the following sum, i.e. an adequate margin, factor’s commission 
and interest on advance 

3. Collection from the customer is forwarded by the client to the factor and in this way, the 
advance is settled. 

4. Other services are also provided by the factor which includes: 
 Finance 
 Collection of debts 
 Maintenance of debts 
 Protection of Credit Risk 
 Maintenance of debtors ledger 
 Debtors follow-up 
 Advisory services 

The factor gets control over the client’s debtors, to whom the goods are sold on credit or credit 
is extended and also monitors the client’s sales ledger. 
 

 Advantages and Disadvantages of Factoring - 

 Following are the advantages of factoring : 
 
1. Factoring is a way to finance requirement of working capital of  the company in respect of   
    receivables. 
 2. It provides a large and quick increase in cash flow of the business.     

https://businessjargons.com/wp-content/uploads/2017/06/factoring.jpg
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3.Due to existence of many factoring companies prices are usually competitive. 
4. It is a cost effective way of outsourcing your sales ledger at the same time managing your    
     business. 
5. Factoring firms are specialized in their field thus the company might get useful information    
    about the creditworthiness of its customers. 
6. Protection from bad debts if non-recourse factoring is chosen. 
7. Factors check the credibility of company’s customers which     help business trade with better  
    quality customers. 

 
 Following are the disadvantages of factoring : 
 
1. Cost: 
 Factoring is a costly mean of financing as the cash price of the invoices is discounted by the 
factor company, the upfront cash price being usually 70-90% of the face value, depending on 
the credit history of the customers and the nature of selling company’s business which reduces 
the profit margin of the selling company. 
 
2. Selling company gets locked in to the relationship with the factor as they  really completely 
on the services of a factor because of the cash flow implications of any arrangements. 
 
3. Possible harm to the customer: 
 Selling company fully gives the charge of collecting invoice to the factoring company and pays 
more attention on money collection methods which impairs company’s relationship with their 
customers. 
 
4. Company image distortion:  
In the past, factoring was considered a sign on the financial difficulties of the company. 
However in recent times this perception has changed and it has considered a normal way of 
doing business. 
 
5. Impose constrains the way of doing business:  
 In the case of non-recourse factoring the factoring company pre-approve the selling company’s 
customers, which cause delay in placing new orders. Also the factoring company applies its 
credit limits to individual customers and will apply credit limits to individual  customers. 
 

Credit Rating Meaning | Process | Agencies in India 
 Credit Rating is the evaluation of the credit worthiness of an instrument of a company based 
on perceived overall risk of a company’s business and financial profile as well as structural 
consideration. Credit rating establishes a link between risk and return. An investor or any other 
interested person uses the rating to assess the risk level and compares the offered rate of return 
with his expected rate of return. It facilitates the investors in taking a decision whether to go 
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for an investment or not. The agency, which performs the credit rating is called the Credit 
Rating Agency. 
 
Uses of Credit Rating 
Credit rating is useful to the following: 
 
1.Investors: 
 In absence of credit rating, an investor has to make investment based on general available 
information about the company and its promoters and properly analyzed opinions of a credit 
rating agency minimizes the risk. 
 
2.Issuers:  
Market places faith in the opinion of credit rating agencies. This enables the issuers of high 
rated instruments to access the market even during adverse conditions. 
 
3.Intermediaries:     
Credit Rating also helps intermediaries like merchant bankers, brokers, etc. Credit Rating 
helps merchant bankers in pricing of the issues whereas it helps the brokers in monitoring 
their risk exposure. 
 
4.Regulators: 
In India, the main regulator related to securities market is SEBI and one of the important 
functions of SEBI is to protect the interest of investors in securities market. SEBI ensures this 
by specifying requirement of a certain credit rating for a particular instrument. 
 

 Promoters of a CRA 
A CRA can be promoted only by any of the following: 

 A public financial institution ; 
 Scheduled commercial bank; 
 A foreign bank; 
 A foreign credit rating agency having minimum 5 years of experience; 

 A body corporate having net worth of ₹100 crores in each of the immediately preceding 
5 years. 

 
Procedure For Credit Rating 
 Generally, CRA follows the following procedure/process for credit rating: 
a. Seek information required for the rating from the company 
b On receipt of required information, have discussion with the company’s management and   
    visit the company’s operating locations, if required. 
c. Prepare an analytical assessment report. 
d. Present the analysis to a committee comprising senior executives of the concerned CRA 
e. The aforesaid committee would discuss all relevant issues and assign a rating 
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CREDIT RATING AGENCIES – 
 
1.CRISIL Limited: 
Credit Rating Information Services of India Limited (CRISIL), one of the oldest credit rating 
agencies, was set up in 1987. The agency stepped on to infrastructure rating in 2016. CRISIL 
has been operational in countries such as USA, UK, Poland, Hong Kong, China, and Argentina 
in addition to India. 
 
2.India Ratings and Research Pvt Ltd: 
India Ratings and Research, a wholly-owned subsidiary of Fitch Group, provides accurate and 
timely credit opinions on the country’s credit market. The firm covers corporate issuers, 
financial institutions, managed funds, urban local bodies, project finance companies, and 
structured finance companies. The headquarters is in Mumbai and the other branch offices are 
in Ahmedabad, Delhi, Chennai, Bengaluru, Hyderabad, Pune, and Kolkata. 
 
3.ICRA Limited: 
The Investment Information and Credit Rating Agency (ICRA), a joint venture of Moody’s and 
Indian Financial and Banking Service Organisation was established in 1991. The organisation is 
known for assigning corporate governance rating, performance rating, mutual funds ranking, 
and more. 
 
4.CARE: 
Credit Analysis and Research Limited (CARE) is a credit rating agency that is operational from 
April 1993. The agency provides credit rating that helps corporates to raise funds for their 
investment requirements. Investors can make decisions based on credit risk and risk-return 
expectations. In addition to the head office in Mumbai, the firm has regional offices in New 
Delhi, Pune, Kolkata, Chandigarh, Jaipur, Ahmedabad, Bengaluru, Chennai, Coimbatore, and 
Hyderabad. 
 
5.Brickwork Ratings India Pvt Ltd: 
In addition to registering with SEBI, Brickwork Ratings (BWR) is accredited by RBI and 
empanelled by NSIC, NCD, MSME ratings and grading services. It has received accreditation 
from NABARD for MFI and NGO grading. Brickwork is also authorised to grade companies 
seeking credit facilities from IREDA, Renewable Energy Service Providing Companies 
(RESCOs) and System Integrators (SIs). Canara Bank was the leading promoter and strategic 
planner for Brickwork. 
 
VENTURE CAPITAL- 
  It is a private or institutional investment made into early-stage / start-up companies (new 
ventures). As defined, ventures involve risk (having uncertain outcome) in the expectation of a 
sizeable gain. Venture Capital is money invested in businesses that are small; or exist only as 
an initiative, but have huge potential to grow. The people who invest this money are called 
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venture capitalists (VCs). The venture capital investment is made when a venture capitalist 
buys shares of such a company and becomes a financial partner in the business. 
Venture Capital investment is also referred to risk capital or patient risk capital, as it includes 
the risk of losing the money if the venture doesn’t succeed and takes medium to long term 
period for the investments to fructify. 
Advantages of Venture Capital 

 They bring wealth and expertise to the company 
 Large sum of equity finance can be provided 
 The business does not stand the obligation to repay the money 
 In addition to capital, it provides valuable information, resources, technical assistance 

to make a business successful 
Disadvantages of Venture Capital 

 As the investors become part owners, the autonomy and control of the founder is lost 
 It is a lengthy and complex process 
 It is an uncertain form of financing 
 Benefit from such financing can be realized in long run only 

The venture capital funding process typically involves four phases in the company’s 
development: 

 Idea generation 
 Start-up 
 Ramp up 
 Exit 

Features of Venture Capital investments 
 High Risk 
 Lack of Liquidity 
 Long term horizon 
 Equity participation and capital gains 
 Venture capital investments are made in innovative projects 
 Suppliers of venture capital participate in the management of the company. 

 
Different Stages Of Financing:- 
 
A) Early Stage Financing: 
Early stage financing has three sub divisions seed financing, start up financing and first stage 
financing. 

 Seed financing is defined as a small amount that an entrepreneur receives for the 
purpose of being eligible for a start up loan. 

 Start up financing is given to companies for the purpose of finishing the development of 
products and services. 

 First Stage financing: Companies that have spent all their starting capital and need 
finance for beginning business activities at the full-scale are the major beneficiaries of 
the First Stage Financing. 
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B) Expansion Financing: 
Expansion financing may be categorized into second-stage financing, bridge financing and 
third stage financing or mezzanine financing.Second-stage financing is provided to companies 
for the purpose of beginning their expansion. It is also known as mezzanine financing. It is 
provided for the purpose of assisting a particular company to expand in a major way. Bridge 
financing may be provided as a short term interest only finance option as well as a form of 
monetary assistance to companies that employ the Initial Public Offers as a major business 
strategy. 
 
C) Acquisition or Buyout Financing: 
Acquisition or buyout financing is categorized into acquisition finance and management or 
leveraged buyout financing. Acquisition financing assists a company to acquire certain parts or 
an entire company. Management or leveraged buyout financing helps a particular management 
group to obtain a particular product of another company. 
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UNIT –4  BANKING AND INSURANCE SECTOR IN INDIA 
 

Learning Objectives :- 

 To Explain the structure of the banking system prevalent in India. 

 To give a brief outline of the structure of the insurance sector in India. 

 To trace the evaluation of the banking system in India. 

 To discuss the progress made in the insurance sector in the last two decades. 

 To elaborate the powers and functions of the Insurance Regulatory and Development 
Authority. 

 To Discuss the role and IRDA as regulatory authorities   
 

BANKING SECTOR :- 
A bank is a financial establishment that stores, invests, and lends out money. Banks make 
money by giving out loans at higher rates than the cost of the money itself. More specifically, 
they are collecting interest, or the agreed upon fee paid for the use of the bank's money. 
A bank gets its capital primarily from deposits. Deposits are sums that customers give to the 
bank for safekeeping to be used in the future. Since customers reserve the right to withdraw 
this money at any given time, the interest rate that the bank pays the customer is considerably 
lower than the interest rate that the bank charges someone who accepts a loan from the bank. 
In this way, the bank is able to profit. 
 
Structure Of Banking Sector in India 
Reserve Bank of India is the Central Bank of our country. It was established on 1st April 1935 
under the RBI Act of 1934. It holds the apex position in the banking structure. RBI performs 
various developmental and promotional functions. As of now 26 public sector banks in India 
out of which 21 are Nationalised banks and 5 are State Bank of India and its associate banks. 
There are total 92 commercial banks in India. Public sector banks hold near about 75% of the 
total bank deposits in India. 
 
Organisational Structure 
1. Reserve Bank of India: 
 Reserve Bank of India is the Central Bank of our country. It was established on 1st April 1935 
accordance with the provisions of the Reserve Bank of India Act, 1934. It holds the apex 
position in the banking structure. RBI performs various developmental and promotional 
functions.It has given wide powers to supervise and control the banking structure. It occupies 
the pivotal position in the monetary and banking structure of the country. In many countries 
central bank is known by different names. 
 
2. Commercial Banks: 
 Commercial bank is an institution that accepts deposit, makes business loans and offer related 
services to various like accepting deposits and lending loans and advances to general customers 
and business man. These institutions run to make profit. They cater to the financial 
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requirements of industries and various sectors like agriculture, rural development, etc. it is a 
profit making institution owned by government or private of both. Commercial bank includes 
public sector, private sector, foreign banks and regional rural banks. 
 
3. Public Sector Banks: 
 Currently there are 21 Nationalised banks in India. The public sector accounts for 75 percent 
of total banking business in India and State Bank of India is the largest commercial bank in 
terms of volume of all commercial banks. 
 
4. Foreign Banks: 
 A foreign bank with the obligation of following the regulations of both its home and its host 
countries. Loan limits for these banks are based on the capital of the parent bank, thus 
allowing foreign banks to provide more loans than other subsidiary banks.Foreign banks are 
those banks, which have their head offices abroad. CITI bank, HSBC, Standard Chartered etc. 
are the examples of foreign bank in India. Currently India has 36 foreign banks. 
 
5. Regional Rural Bank (RRB): 
 The government of India set up Regional Rural Banks (RRBs) on October 2, 1975. The banks 
provide credit to the weaker sections of the rural areas, particularly the small and marginal 
farmers, agricultural labourers, and small entrepreneurs. There are 82 RRBs in the country. 
NABARD holds the apex position in the agricultural and rural development. 
 
6. Co-operative Bank: 
Co-operative bank was set up by passing a co-operative act in 1904. They are organised and 
managed on the principal of co-operation and mutual help. The main objective of co-operative 
bank is to provide rural credit.The cooperative banks in India play an important role even 
today in rural co-operative financing. The enactment of Co-operative Credit Societies Act, 
1904, however, gave the real impetus to the movement. The Cooperative Credit Societies Act, 
1904 was amended in 1912, with a view to broad basing it to enable organisation of non-credit 
societies. 
 
Scheduled and Non-Scheduled Banks:- 
 The scheduled banks are those which are enshrined in the second schedule of the RBI Act, 
1934. These banks have a paid-up capital and reserves of an aggregate value of not less than Rs. 
5 lakhs, they have to satisfy the RBI that their affairs are carried out in the interest of their 
depositors. 
 
Structure of Insurance Sector  
The Insurance sector in India is governed by Insurance Act,1938, the  Life Insurance 
Corporation Act 1956 and  General Insurance Business ( Nationalizes)  Act 1972 
 Insurance Regulatory and Development Authority (IRDA) Act, 1999 and other related Acts. 
With such a large population and the untapped market area of this population, insurance 
happens to be a very big opportunity in India. The insurance market has evolved from the 
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establishment of the first automobile insurance policy to the various types of life insurance 
products that are available today. The insurance market has a structure that involves property 
and casualty insurers, life insurers as well as health insurers. Each of these types of insurers 
have regulations that apply to the policies that they provide. Insurers are regulated by a 
combination of state and federal laws, depending on the type of insurance they offer. 
 
 
TYPES OF INSURANCE & SUB-DIVISION is explained in the table given below--- 
 
 
Major Categories 
 

 
Types 

 
Explanation 
 

 
 
Life Insurance  

 
 
a. Whole Life Insurance 

 
This policy covers the whole 
life of the insured and the 
sum is payable only on the 
death of the insured person 
.Premium is to be paid by 
the insured throughout the 
life of the policy at regular 
intervals. 

  
 
b. joint life policy 

 
This is taken by two or more 
persons together on their 
joint lives. It is payable to 
either of the surviving  
person  on the death of any 
of the joint policy holder. 

  
 
c. Endowment policy 

 
The sum assured is paid on 
the death of the insured or 
on expiry of fixed period  of 
time whichever is earlier. 
Premium is to be paid by 
insured for the fixed period 
of a time as per the contract, 
thus this policy runs for a 
period as specified in the 
policy document.  
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General Insurance –here 
many types consists in 
general insurance, but here 
few types are explained 

 
 
 
a. Fire Insurance 

 
It is a contract to make good 
the loss suffered on account 
of fire .such loss is possible 
in case of shops, offices, 
factories,  
 
buildings, warehouses etc. 
There are various types  of 
fire  insurance policies like 
valued policy, 
averages policy, specific 
policy, floating policy, 
Blanket policy, 
comprehensives policy etc. 

  
 
 
b. Marine Insurance  

 
It is a contract to make good 
any loss due to marine 
adventure, transport and 
marine losses. There are 
various types of marine 
insurance like Voyage 
policy, Time policy, Mixed 
Policy, Floating Policy, 
Open policy.etc.  
  

  
c. Health Insurance 

 
This is designed to give 
protection against various 
health related issues. 

  
d. Accident Insurance 

 
It is a contract to make a 
good the loss due to physical 
injury or damage of 
property due to any 
accident. 
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e. Property insurance 

 
Provides protection for 
properties, home, office, 
car,and house hold 
possessions.  

  
f. Workmen compensation 
Insurance. 

 
This is a type of Insurance 
for workmen wherein the 
insurance company pays to 
the workmen /employees 
for any loss of life, limb or 
any part of the  body during 
the course of employment.  

 
IRDA – INSURANCE REGULATORY DEVELOPMENT AND AUTHORITY 
IRDA - Insurance Regulatory Development and Authority is the statutory, independent and 
apex body that governs and supervise the Insurance Industry in India. It was constituted by 
Parliament of India Act called  Insurance Regulatory and Development Authority of 
India (IRDA of India) after the formal declaration of Insurance Laws (Amendment) 
Ordinance 2014, by the President of India Pranab Mukherjee on December 26,2014. 
 
OBJECTIVES OF IRDA:- 

o To promote the interest and rights of policy holders. 
o To promote and ensure the growth of Insurance Industry. 
o To ensure speedy settlement of genuine claims and to prevent frauds and malpractice. 
o To bring transparency and orderly conduct of in financial markets dealing with 

insurance. 
o  

FUNCTIONS  AND  DUTIES OF IRDA :- 
Section 14 of IRDA Act,1999  lays down the duties and functions of IRDA: 
 

o It issues the registration certificates to insurance companies and regulates them. 
o It protects the interest of policy holders. 
o It provides license to insurance intermediaries such as agents and brokers after 

specifying the required qualifications and set norms/code of conduct for them. 
o It promotes and regulates the professional organisations related with insurance 

business to promote efficiency in insurance sector. 
o It regulates and supervise the premium rates and terms of insurance covers. 
o It specifies the conditions and manners, according to which the insurance companies 

and other intermediaries have to make their financial reports. 
o It regulates the investment of policyholder's funds by insurance companies. 
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o It also ensures the maintenance of solvency margin (company's ability to pay out claims) 
by insurance companies 
 

RBI- RESERVE BANK OF INDIA  
 
Reserve Bank of India : Objectives and Functions of RBI. 
 It is India’s central Bank. The Central bank of a country executes multiple functions such as 
overseeing monetary policy, issuing currency, managing foreign exchange, working as a bank 
of government and as a banker of scheduled commercial banks, etc. It also works for an overall 
economic growth of the country. 
 The Reserve Bank of India was established in 1935 with the provision of Reserve Bank of India 
Act, 1934.Though privately owned initially, in 1949 it was nationalized and since then fully 
owned by Government of India (GoI). 
 
The broad objectives of the Reserve Bank are: 

 Regulating the issue of currency in India; 
 keeping the foreign exchange reserves of the country; 
 establishing the monetary stability in the country; and 
 developing the financial structure of the country on sound lines consistent with the 

national socio-economic objectives and policies 
 . 
Major functions of the RBI are as follows: 
 

1. Issue of Bank Notes: 
The Reserve Bank of India has the sole right to issue currency notes except one rupee notes 
which are issued by the Ministry of Finance. Currency notes issued by the Reserve Bank are 
declared unlimited legal tender throughout the country. This concentration of notes issue 
function with the Reserve Bank has a number of advantages: (i) it brings uniformity in notes 
issue; (ii) it makes possible effective state supervision; (iii) it is easier to control and regulate 
credit in accordance with the requirements in the economy; and (iv) it keeps faith of the public 
in the paper currency. 
 
2. Banker to Government: 
As banker to the government the Reserve Bank manages the banking needs of the government. 
It has to-maintain and operate the government’s deposit accounts. It collects receipts of funds 
and makes payments on behalf of the government. It represents the Government of India as 
the member of the IMF and the World Bank. 
 
3. Custodian of Cash Reserves of Commercial Banks 
The commercial banks hold deposits in the Reserve Bank and the latter has the custody of the 
cash reserves of the commercial banks. 
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4. Custodian of Country’s Foreign Currency Reserves: 
The Reserve Bank has the custody of the country’s reserves of international currency, and this 
enables the Reserve Bank to deal with crisis connected with adverse balance of payments 
position. 
 
5. Lender of Last Resort: 
 The commercial banks approach the Reserve Bank in times of emergency to tide over financial 
difficulties, and the Reserve bank comes to their rescue though it might charge a higher rate of 
interest. 
 
6. Central Clearance and Accounts Settlement: 
 Since commercial banks have their surplus cash reserves deposited in the Reserve Bank, it is 
easier to deal with each other and settle the claim of each on the other through book keeping 
entries in the books of the Reserve Bank. The clearing of accounts has now become an essential 
function of the Reserve Bank. 
 
7. Controller of Credit: 
Since credit money forms the most important part of supply of money, and since the supply of 
money has important implications for economic stability, the importance of control of credit 
becomes obvious. Credit is controlled by the Reserve Bank in accordance with the economic 
priorities of the government. 
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UNIT 5-  RECENT TRENDS  IN  ACCOUNTING  & FINANCE 

 
Learning Objectives :- 
1. To understand zero base budgeting 
2.To know inflation accounting  
3. To study human resource accounting. 
4. To explain activity based accounting  
5. To define merger and acquisition. 
 
ZERO-BASED BUDGETING 
As the name says “Zero-based budgeting” is an approach to plan and prepare the budget from 
the scratch. Zero-based budgeting starts from zero, rather than a traditional budget that is 
based on previous budgets.With this budgeting approach, you need to justify each and every 
expense before adding it to the actual budget. The primary objective of zero-based budgeting is 
the reduction of unnecessary cost by looking at where costs can be cut.To create a zero base 
budget involvement of the employees is required. You can ask your employees what kind of 
expenses the business will have to bear and figure out where you can control such expenses. If 
a particular expense fails to benefit the business, the same should be axed from the budget. 
 
Zero Based Budgeting Steps 
‘Budgeting and Forecasting’  
1) Identification of a task 
2) Finding ways and means of accomplishing the task 
3) Evaluating these solutions and also evaluating alternatives of    
     sources of funds 
4) Setting the budgeted numbers and priorities 
 
Zero-based budgeting targets at presenting true expenses to be incurred by a department. 
Although this budgeting method is time-consuming, this is a more appropriate way of 
budgeting. This includes all-inclusive analysis of the budget proposal and if the managers make 
irrelevant variations so as to achieve what they want, they are probably exposed 
. 
Aims of ZBB: ZERO BASE BUDGEING - 

 All budgetary requirements need to be comprehensive, justified and complete. 
 To question the previously-set assumptions, assessing them and judging their relevance. 
 To help as a tool for systematic analysis, review and allotment of resources to any area 

that needs attention. 
 Channelizing funds to prioritized areas. 
 To measure the performance, accountability for every budget request. 
 Justify the costs and purpose in every budget cycle. 
 Relate costs to the missions/goals of the department. 
 Choosing the best from among the many developed ‘Decision Packages’ for every target. 

https://efinancemanagement.com/recommends/budgeting-and-forecasting-course-by-cfi
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 Identify alternatives like directly doing a project or outsourcing it; whether the 
operation will be centralized or decentralized etc. 

 Allotting the responsibility of each project to the manager and the team. 
 Opportunity for in-depth operation review and making recommendations and changes 

for optimal completion of every project. 
 Increase staff motivation. 

 
Five top tips for implementing Zero-Based Budgeting 
There are numerous benefits to be realized, but how do you actually implement a working ZBB 
process? Consider these top tips for Zero-Based Budgeting success: 

1. Be clear about what you want to achieve: Zero-Based Budgeting requires a complete re-
think of the budgeting process. Before you start, do your research and speak to experts 
or peers to give yourself a clear idea about the extent of the change within your business. 

2. Ensure you have management buy-in: Changing to ZBB is going to have implications on 
business-wide activities and processes. Ensure senior leaders are on-board with the 
need to change, understand its benefits, and will drive the change across all 
departments. 

3. Carefully consider the extent of the change: Take time to evaluate the impact of the 
change in all business areas. Make sure you’ve thought about the implementation 
process, the end result, and how you will get there. Better still, involve a third party who 
can advise on a best practice approach and help you get there in the most efficient 
manner. 

4. Communicate from the beginning: Having management teams on board is one thing, 
but you also need to ensure that team members are involved in order to achieve their 
buy-in. Keep them informed, communicate the reasoning behind the change, and 
confirm that everyone understands the impact. 

5. Use Zero-Based Budgeting software to support the process: As we heard earlier, many 
ZBB implementations fail due to poorly designed tracking and reporting. Overcome this 
with a robust decision-making platform which can make light work of monitoring and 
managing the budgeting process. Having a solution which can inform budgeting 
decisions based on accurate data and simulations of the impact of activities across the 
business is not to be underestimated. 
 

Zero Based Budgeting Advantages 
 
1.Accuracy:  
Against the regular methods of budgeting that involve just making some arbitrary changes to 
the previous year’s budget, zero-based budgeting makes every department relook each and 
every item of the cash flow and compute their operation costs. This to some extent helps in cost 
reduction as it gives a clear picture of costs against the desired performance. 
 
 
 



    DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

            Subject:  Financial Services  (subject code  605 semester VI  2013 pattern)          CLASS: T.Y.BBA 

 

 

PROF .  P. S. Shinde                                                                                                                              www.dacc.edu.in 

                                                                                 

2.Efficiency: 
This helps in efficient allocation of resources (department-wise) as it does not look at the 
historical numbers but looks at the actual numbers. 
 
3.Reduction in redundant activities: 
 It leads to the identification of opportunities and more cost-effective ways of doing things by 
removing all the unproductive or redundant activities. 
 
4.Budget inflation:  
 Since every line item is to be justified, zero-based budget overcomes the weakness 
of incremental budgeting of budget inflation. 
 
5.Coordination and Communication:  
It also improves coordination and communication within the department and motivates 
employees by involving them in decision-making. 
 Although zero-based budgeting merits make it look like a lucrative method, it is important to        
 know t 
 
Zero Based Budgeting Disadvantages 

1. Time-Consuming: 
Zero-based budgeting is a very time-intensive exercise for a company or a government-funded 
entities to do every year as against incremental budgeting, which is a far easier method. 
 
2.High Manpower Requirement:  
 Making an entire budget from the scratch may require the involvement of a large number of 
employees. Many departments may not have an adequate time and human resource for the 
same. 
 
3.Lack of Expertise:  
 Explaining every line item and every cost is a difficult task and requires training the managers. 
 
 Zero-based budgeting aims at reflecting true expenses to be incurred by a department or a 
state [in the case of budget making by the government]. Although time-consuming, this is a 
more appropriate way of budgeting. At the end of the day, it is a company’s call as whether it 
wants to invest time and manpower in the budgeting exercise to provide more accurate 
numbers or go for an easier method of incremental budgeting. 
 
Inflation Accounting - 
Definition- Inflation Accounting refers to Identify and incorporating the changes in prices 
of assets and liability of a company over a period of time. 
In an economic sense, Inflation refers to a quantitative measure of the rate at which the 
average price level of goods and services is increasing. Inflation accounting refers to a state in 
which the purchasing power of money goes down for conversely. there is more money in 
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circulation then is justified by goods and services the general weakness of traditional 
accounting system is that it falls to reflect the prices level change in the financial statement as it 
is based on historical cost. 
Objective of Inflation Accounting 
 

 Show the true result of the operation 
 To show true financial position in current values 
 To indicate the real capital employed 
 Tum make accounting record reliable for the various uses 
 To provide sufficient depreciation to generate fund for the placement of fixed 

assets 
 To show the realistic value of fixed assets in the financial statement 

 
Features of Inflation accounting – 

 

 The unite of measurement is not stable like traditional and historical accounting. 
 Reasonable comparison of profitability 
 Inflation accounting shows current profit based on current prices. 
 Assets are shown at current values, Balance Sheet exhibits a fair view of the financial 

position of a firm. 
 Check on Mis-leading Deeds 

 
Need for Inflation Accounting: 
 Accounting is based on the traditional concept of cost and revenue. Money is the yardstick for 
measuring profits and losses and financial health of the business — operating results and 
financial position. The basic objective of accounting is the preparation of financial statements 
in a way that they give a true and fair view of the business. That is, the income statement 
should disclose the true profit or loss made by the business during a particular period while the 
balance sheet must show a true and fair view of the financial position of the business on a 
particular date. Financial statements are prepared in monetary units i.e., rupee. The medium 
of expression is the money value. 
The value of money is itself fluctuating; any measurement with an unsteady scale cannot be 
finite and comparable. The recording of business transactions under the assumption that 
monetary unit is stable is known as historical accounting. However, it has been our experience 
that over a period of time, the prices have not remained stable. 
 
Merits of Inflation Accounting: 
1. Since assets are shown at current values, Balance Sheet exhibits a fair view of the financial 
position of a firm. 
2. Depreciation is calculated on the value of assets to the business and not on their historical 
cost—a correct method. It facilitates easy replacement. 
3. Profit and Loss Account will not overstate business income. 
4. Inflation accounting shows current profit based on current prices. 



    DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

            Subject:  Financial Services  (subject code  605 semester VI  2013 pattern)          CLASS: T.Y.BBA 

 

 

PROF .  P. S. Shinde                                                                                                                              www.dacc.edu.in 

                                                                                 

5. Profit or loss is determined by matching the cost and the revenue at current values which are 
comparable—a realistic assessment of performance. 
6. Financial ratios based on figures, adjusted to current value, are more meaningful. 
7. Inflation accounting gives correct information, based on current price to the workers and 
shareholders. In the absence of this, workers may claim for higher wages and shareholders too 
claim for higher dividends. 
 
Demerits of Inflation Accounting: 
1. The system is not acceptable to Income tax authorities. 
2. Too much calculations make complications. 
3. Changes in prices are a never ending process. 
4. The amount of depreciation will be lower in times of deflation. 
5. The profit calculated on the system of price level accounting may not  
    be a realistic profit. 
 
Human Resource Accounting: Meaning, Definition, 
Meaning: 
Human resources are considered as important assets and are different from the physical assets. 
Physical assets do not have feelings and emotions, whereas human assets are subjected to 
various types of feelings and emotions. In the same way, unlike physical assets human assets 
never gets depreciated. 
Therefore, the valuations of human resources along with other assets are also required in order 
to find out the total cost of an organization. In 1960s, Rensis Likert along with other social 
researchers made an attempt to define the concept of human resource accounting (HRA) 
 
DEFINATION - 
1. The American Association of Accountants (AAA) defines HRA as follows: ‘HRA is a process 
of identifying and measuring data about human resources and communicating this information 
to interested parties’. 
2. Flamhoitz defines HRA as ‘accounting for people as an organizational resource. It involves 
measuring the costs incurred by organizations to recruit, select, hire, train, and develop human 
assets. It also involves measuring the economic value of people to the organization’. 
 
Objectives of HRA: 
1. Providing cost value information about acquiring, developing, allocating and maintaining 
human resources 
2. Enabling management to monitor the use of human resources. 
3. Finding depreciation or appreciation among human resources. 
4. Assisting in developing effective management practices. 
5. Increasing managerial awareness of the value of human resources 
 
 
 



    DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

            Subject:  Financial Services  (subject code  605 semester VI  2013 pattern)          CLASS: T.Y.BBA 

 

 

PROF .  P. S. Shinde                                                                                                                              www.dacc.edu.in 

                                                                                 

HRA Approaches 
  
1. Historical Cost Approach: 
 The actual cost incurred on recruiting, selecting, training and developing the human resources 
of the organisation are capitalized and written off over the expected useful life of the human 
resources. That is the cost of acquisition viz. recruitment, placement together with 
development costs of personnel are capitalized and written off over their effective serviceable 
life. Any employee leaves the organisation the associated costs are written off to Profit and Loss 
Account as an expense. 
 
2. Replacement Cost Approach: 
While the historical cost method takes into consideration the costs incurred in the past, the 
replacement cost method considers the cost that must be incurred to replace personnel already 
employed. Accordingly, this method aims at adjusting historical cost to current cost. 
 
3. Opportunity Cost Approach: 
It means that the opportunity cost is linked with scarcity. The value of an employee is 
determined accor4ing to his alternative use. Human resources are evaluated under this method 
by making an estimate of their alternative use. 
It has specifically excluded from its purview those employees who are not scarce or are not 
being bid by other department. This is likely to result in lowering morale and productivity of 
the employees, who are not covered by the competitive bidding process. 
 
Methods of Valuating and accounting of Human Rsources – 
 
1.Standard Cost 
 The standard cost method of human resource accounting involves determining the total cost of 
recruiting and hiring each employee, as well as the cost of any training or development. 
According to the standard cost method, the economic value of an employee is the total of these 
expenditures, and the annual economic value of the entire workforce is equal to the total 
amount of money spent on recruiting, hiring, training and developing all employees during the 
year. 
 
2.Economic Value Method 
The value of a human resource is measured on the basis of the contribution they are likely to 
make to the organizations during the period of their employment. The soundness of the 
valuation depends wholly on the information, judgment, and impartiality of the bidder. The 
economic value model of human resource accounting involves estimating the total inflow of 
cash that will be produced by an employee over the course of his service to the company. 
Subtracting the total cost of hiring, training, developing and paying an employee from the 
estimate of the cash he will generate for the company, and you have arrived at his net worth 
according to the economic value method of HR accounting. 
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3.Replacement Cost Metho 
This approach was first developed by Rensis Likert on the basis of the concept of the 
replacement cost. This method measures the cost to replace an organization’s existing human 
resource. It indicates what it would cost the concern to recruit, hire and train and develop 
human resources to match the present level of efficiency. 
It is more realistic as it incorporates the current value of firms’ human resources in its financial 
statements prepared at the end of the year. 
 
5) Jaggi and Lau Model: 
This model suggests valuation of human assets on a group basis rather than on individual 
basis. Group, in this model, means a homogeneous group of employees who may not be 
necessarily working in the same department. It might be difficult to predict an individual’s 
future period stay and chances of promotion, but on a group basis, it is easier to ascertain the 
future period of service, chances of promotion and those who are likely to leave the firm during 
each of the forthcoming period. It has been assumed in this model that the pattern of 
movement is likely to remain constant overtime and the probabilities determined for one 
period can be extended to future periods. 
 
ACTIVITY BASED COSTING (ABC) 
Activity Based Costing (ABC) is a 2 step method of costing whereby costs are first allocated to 
‘identified activities’ of a business and then from activities they are assigned to products or 
services.  
In other words, the costing of products or services is based on activities performed to 
manufacture/render a particular product or service. If for manufacturing a product A, activity 
X is not used, the cost for that activity would not be allocated to that product A. It is a much 
refined method of costing a product that suits to current industry environment. 
 
Benefits Of Using Abc Costing 
1.Broad Averages 
 Traditionally, costing exercises have relied a lot on broad averages. That is where; the ABC had 
to take birth to refine the system of costing from the curses like averaging as far as possible. 
 
2.Over / Under Costing 
Over and under costing was a result of such method of averaging and loosely defined cause and 
effect relation between the cost and the product. By introduction of activity in between costs 
and products, the relation between cost – activities – products are clearer. 
 
3.Product Cross-Subsidization 
The products which are victims of over costing automatically allow other product’s under 
costing and vice versa. ABC costing can help eradicate the problem if the implementation of 
activity based costing system is appropriate. 
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4.Complications Of Processes 
With the growth and development of industry and business, the complications in the processes 
of manufacturing or providing services have increased significantly. An average product 
manufacturing requires more than 3 to 4 processes. To deal complications in costing created 
due to processes, ABC is a blessing in disguise. 
 
5.Product Customizations 
 Previously, there was less number of options for a product but now there are a lot of variations 
in products due to colors, design, durability, weight etc. All of these are manufactured in the 
same setup. This again calls for a refined system of costing so that one can price the products 
accordingly. 
 
Use of ABC in decision making 
The process of decision making is signifiacant contributor towards organizational effectiveness. 
Identically as an aid in the decision making process , activity based coating can be effectively by 
any organization. There are four following steps include the activity based costing process: 
1. Identify and classify all of the activities in the value chain related to the production of the    
     product. 
2. Estimate a total cost for each of the activities identified. 
3.Compute a cost-driver rate for each activity based on a cost allocation base that has a causal   
     link to the cost of the activity. 
4. Apply activity costs to products using the appropriate cost-driver rate. 
 
Mergers & Acquisitions 
Mergers and acquisitions (M&A) are defined as consolidation of companies. Differentiating the 
two terms, Mergers is the combination of two companies to form one, while Acquisitions is 
one company taken over by the other. M&A is one of the major aspects of corporate finance 
world. The reasoning behind M&A generally given is that two separate companies together 
create more value compared to being on an individual stand. With the objective of wealth 
maximization, companies keep evaluating different opportunities through the route of merger 
or acquisition. 
 
Forms Of Merger – 
 
1. Horizontal mergers 
 It refers to two firms operating in same industry or producing ideal products combining 
together. For e.g., in the banking industry in India, acquisition of Times Bank by HDFC Bank, 
Bank of Madura by ICICI Bank, Nedungadi Bank by Punjab National Bank etc. in consumer 
electronics, acquisition of Electrolux’s Indian operations by Videocon International Ltd., in 
BPO sector, acquisition of Daksh by IBM, Spectramind by Wipro etc. The main objectives of 
horizontal mergers are to benefit from economies of scale, reduce competition, achieve 
monopoly status and control the market. 
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2. Vertical merger:   
A vertical merger can happen in two ways. One is when a firm acquires another firm which 
produces raw materials used by it. For e.g., a tyre manufacturer acquires a rubber 
manufacturer, a car manufacturer acquires a steel company, a textile company acquires a 
cotton yarn manufacturer etc. 
Another form of vertical merger happens when a firm acquires another firm which would help 
it get closer to the customer. For e.g., a consumer durable manufacturer acquiring a consumer 
durable dealer, an FMCG company acquiring m advertising company or a retailing outlet etc. 
 
3. Conglomerate merger:  
 It refers to the combination of two firms operating in industries unrelated to each other. In 
this case, the business of the target company is entirely different from those of the acquiring 
company. For e.g., a watch manufacturer acquiring a cement manufacturer, a steel 
manufacturer acquiring a software company etc. The main objective of a conglomerate merger 
is to achieve  big size. 
 
Different Motives for Mergers 
Companies pursue mergers and acquisitions for several reasons. The most common motives 
for mergers include the following: 
 
1. Value creation 
 Two companies may undertake a merger to increase the wealth of their shareholders. 
Generally, the consolidation of two businesses results in synergies that increase the value of a 
newly created business entity. Essentially, synergy means that the value of a merged company 
exceeds the sum of the values of two individual companies. Note that there are two types of 
synergies: 

 Revenue synergies: Synergies that primarily improve the company’s revenue-
generating ability. For example, market expansion, production diversification, and R&D 
activities are only a few factors that can create revenue synergies. 

 Cost synergies: Synergies that reduce the company’s cost structure. Generally, a 
successful merger may result in economies of scale, access to new technologies, and 
even elimination of certain costs. All these events may improve the cost structure of a 
company. 
 

2. Diversification 
 Mergers are frequently undertaken for diversification reasons. For example, a company may 
use a merger to diversify its business operations by entering into new markets or offering new 
products or services. Additionally, it is common that the managers of a company may arrange a 
merger deal to diversify risks relating to the company’s operations. 
Note that shareholders are not always content with situations when the merger deal is 
primarily motivated by the objective of risk diversification. In many cases, the shareholders can 
easily diversify their risks through investment portfolios while a merger of two companies is 
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typically a long and risky transaction. Market-extension, product-extension, and conglomerate 
mergers are typically motivated by diversification objectives. 
 
3. Acquisition of assets 
 A merger can be motivated by a desire to acquire certain assets that cannot be obtained using 
other methods. In M&A transactions, it is quite common that some companies arrange mergers 
to gain access to assets that are unique or to assets that usually take a long time to develop 
internally. For example, access to new technologies is a frequent objective in many mergers. 
 
 4. Increase in financial capacity 
Every company faces a maximum financial capacity to finance its operations through either 
debt or equity markets. Lacking adequate financial capacity, a company may merge with 
another. As a result, a consolidated entity will secure a higher financial capacity that can be 
employed in further business development processes. 
 
5. Tax purposes 
If a company generates significant taxable income, it can merge with a company with 
substantial carry forward tax losses. After the merger, the total tax liability of the consolidated 
company will be much lower than the tax liability of the independent company. 
 
Variety  Of Merger – 
 
1) Horizontal merger 
 This Type of Merger is also known as a Lateral merger. It involves the merging of two or more 
companies that are in a similar industry is operating in the same space. Horizontal mergers are 
very common scenarios in industries where there are less competition and very few firms. 
This makes the merger more profitable, reduces the competition and strengthens the position 
of the company in the market probably making it a market leader. A horizontal merger is very 
common in the business world and to establish the superiority, to gain more customers and to 
reduce competition, many large firms undergo a Lateral merger. 
 
2) Vertical Merger 
When two or more companies producing different goods or services playing in cement industry 
come together, then this type of merger will be termed as a vertical merger. Usually, the forms 
of the vertical merger are to pool together the resources. 
The resources of the firms like supply chain, merge operations and the reason for vertical 
mirror would be to increase the effective outcome and efficient operations for both of them. 
More often than not, in vertical mergers, the two companies do not compete with each other 
and the ultimate aim of coming together would be to serve the customers better and efficiently. 
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3) Conglomerate merger 
A merger involving two totally unrelated companies would be termed as Conglomerate Merger. 
Multinational and large corporations undergo Conglomerate Type of Mergers. 
Conglomerate mergers are further divided into two categories: 
 a. Pure b. Mixed. 
 
A .Pure Conglomerate merger:  
A pure manager would be in firms involving absolutely nothing in common in two firms. 
Everything would be entirely new for both of the firms however, it helps to have an advantage 
of serving customers from different target market and helps to push to get new business. 
b. Mixed conglomerate merge 
 These are for companies that are looking to extend their product lines or target markets. This 
should not be confused with Market and product extension mergers.Example of the 
conglomerate merger is the acquisition of dental pharmaceutical companies by Danaher group. 
The only disadvantage of the conglomerate merger is understanding the business operations of 
the other company and running both of them as one. For the organizations that are involved in 
different businesses for years altogether, this could pose a big challenge. 
 
3. Market extension mergers 
The market extension is gaining new business grounds for the organization. Usually, 
companies when expanding in new countries would fall under market extension Merger. The 
major aim of market extension merger is to gain access to unexplored and larger market thus 
making higher profits and gaining higher market share. 
 
4. Product extension Merger 
Product extension mergers happen when two companies dealing in the same market but 
different products that are related to each other come together. This merger is usually done 
with the aim of gaining a bigger access to consumers. The idea behind the product extension 
merger is to utilize similar resources to reduce cost. 
 
ACQUSITION  
An acquisition is when one company purchases most or all of another company's shares to gain 
control of that company. Purchasing more than 50% of a target firm's stock and other assets 
allows the acquirer to make decisions about the newly acquired assets without the approval of 
the company’s shareholders. Acquisitions, which are very common in business, may occur with 
the target company's approval, or in spite of its disapproval. With approval, there is often a no-
shop clause during the process. 
We mostly hear about acquisitions of large well-known companies because these huge and 
significant deals tend to dominate the news. In reality, mergers and acquisitions (M&A) occur 
more regularly between small- to medium-size firms than between large companies. 
If a company buys another company outright, or accumulates enough shares to take a controlli
ng interest, the deal is described as an acquisition.The acquiring company's motive may be to 
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 expand the scope of its products and services, to make itself a major player in its sector, or to f
end off being taken over itself. 

To complete the deal, the acquirer may be willing to pay a higher price per share than the price 
at which the stock is currently trading. That means shareholders of the target company may rea
lize a substantial gain, so some investors are always on the lookout for companies that seem 
 ripe for acquisition.Sometimes acquisitions are described, more bluntly, as takeovers and othe
r times, more diplomatically, as mergers. Collectively, these activities are referred to as mergers
 and acquisitions, or M&A, to those in the business. 

 
Difference between Merger And Acquisition 
 
 
Points 
 

 
Merger  
 

 
Acquisition 

 
Meaning 

A merger is the more fusion 
of two or more companies 
that voluntarily come 
together to from a new 
entry or company  

An acquisition is the 
process whereby a business 
entity purchase or acquires 
another one but no new 
companies formed. 

 
Purpose 

 
A merger happens to 
decrease competition as 
well as to increase 
operational efficiency .  
 

 
To consolidate and 
instantaneous  growth 

 
Size of the company 

 
The size of the company is 
more or less than same 

 
The size of the company is 
lager  or biggest than 
acquired one 
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