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Notes 
Unit 1: Indian Financial System 

 

 1.1 Introduction  

Financial System is a set of institutional arrangements through which financial surpluses in the economy 

are mobilized from surplus units and transferred to deficit spenders. 

 

 1.2 Structure of Indian Financial system 

 

 

 
 

 The basic structure of Indian Financial System is divided into four components which are:  

1. Financial Institutions 

2. Financial Markets 

3. Financial Instruments 

4. Financial Services 
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1.3 Financial Institutions – Regulatory, Intermediaries, Non- Intermediaries 

 

I. Financial Institutions – Regulatory 

 

The Indian financial system is regulated by five major regulatory bodies, they are: 

 

 
1. RBI as an apex monetary institution: 

Established in April, 1935 in Calcutta, the Reserve Bank of India (RBI) later moved to Mumbai in 1937. 

After its nationalization in 1949, RBI is presently owned by the Govt. of India. It has 19 regional offices, 

majorly in state capitals, and 9 sub-offices. It is the issuer of the Indian Rupee. RBI regulates the 

banking and financial system of the country by issuing broad guidelines and instructions. 

Role of RBI 

Control money supply. 

Monitor key indicators like GDP and inflation. 

Maintain people’s confidence in the banking and financial system by providing tools such as 

‘Ombudsman’. 

Formulate monetary policies such as inflation control, bank credit and interest rate control. 

 

2. SEBI as a regulatory body for the securities market: 

Securities Exchange Board of India (SEBI) was established in 1988 but got legal status in 1992 to 

regulate the functions of securities market to keep a check on malpractices and protect the investors. 

Headquartered in Mumbai, SEBI has its regional offices in New Delhi, Kolkata, Chennai and 

Ahmedabad. 

 

Role of SEBI 

Protect the interests of investors through proper education and guidance 

Regulate and control the business on stock exchanges and other security markets 

Stop fraud in capital market 

Audit the performance of stock market 

 

3. Insurance Regulatory and Development Authority of India (IRDAI) 

IRDAI is an autonomous apex statutory body for regulating and developing the insurance industry in 

India. It was established in 1999 through an act passed by the Indian Parliament. Headquartered in 

Hyderabad, Telangana, IRDA regulates and promotes insurance business in India. 
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4. Forward Market Commission of India (FMC) 

Headquartered in Mumbai, FMC is a regulatory authority governed by the Ministry of Finance, Govt. of 

India. It is a statutory body, established in 1953 under the Forward Contracts (Regulation) Act, 1952. 

The commission allows commodity trading in 22 exchanges in India. The FMC is now merged with 

SEBI. 

 

5. Pension Fund Regulatory and Development Authority (PFRDA) 

Established in October 2003 by the Government of India, PFRDA develops and regulates the pension 

sector in India. The National Pension System (NPS) was launched in January 2004 with an aim to 

provide retirement income to all the citizens. The objective of NPS is to set up pension reforms and 

inculcate the habit of saving for retirement amongst the citizens. 

 

II. Financial Intermediaries 

When it comes to financial intermediaries, there is a long list of those who qualify. Often times, people 

may not even realize that they are interacting with a middlemen who is just overseeing the transaction in 

question. Nevertheless, without these entities, the investment markets would be crippled and unable to 

operate. 

A financial intermediary is an institution which connects the deficit and the surplus. The best example of 

an intermediary can be a bank which transforms the bank deposits to bank loans. The role of financial 

intermediary is to channel funds from people who have extra inflow of money i.e., the savers to those 

who do not have enough money to full fill the needs or to carry out the basic activities i.e. the borrowers.  

 

Functions of Financial Intermediaries  

Functions of Financial Intermediary are basically classified in three parts which are as follows:  

1. Maturity transformation – Deals with the conversion of short-term liabilities to long term assets.  

2. Risk transformation – Conversion of risky investments into relatively risk-free ones.  

3. Convenience denomination – Way of making the unmatched matching which is matching small 

deposits with large loans and large deposits with small loans.  

 

1. Commercial Banks: 

A commercial bank is a kind of financial institution which carries all the operations related to deposit 

and withdrawal of money for the general public, providing loans for investment, etc. These banks are 

profit-making institutions and do business only to make a profit. 

The two primary characteristics of a commercial bank are lending and borrowing. The bank receives the 

deposits and gives money to various projects to earn interest (profit). The rate of interest that a bank 

offers to the depositors are known as the borrowing rate, while the rate at which banks lends the money 

is called the lending rate. 

 

 

 

 

https://www.karvyonline.com/products/commodity-trading
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Functions of Commercial Bank: 

The functions of commercial banks are classified into two main division. 

(a) Primary functions – 

• Accepts deposit – The bank takes deposits in the form of saving, current, and fixed deposits. 

The surplus balances collected from the firm and individuals are lent to the temporary required 

of commercial transactions. 

• Provides Loan and Advances – Another critical function of this bank is to offer loans and 

advances to the entrepreneurs and business people and collect interest. For every bank, it is the 

primary source of making profits. In this process, a bank retains a small number of deposits as a 

reserve and offers (lends) the remaining amount to the borrowers in demand loans, overdraft, 

cash credit, and short-run loans etc. 

• Credit Cash- When a customer is provided with credit or loan, they are not provided with liquid 

cash. First, a bank account is opened for the customer and then the money is transferred to the 

account. This process allows a bank to create money. 

 

(b) Secondary functions – 

• Discounting bills of exchange – It is a written agreement acknowledging the amount of money 

to be paid against the goods purchased at a given point of time in future. The amount can also be 

cleared before the quoted time through a discounting method of a commercial bank. 

• Overdraft Facility – It is an advance given to a customer by keeping the current account to 

overdraw up to the given limit. 

• Purchasing and Selling of the Securities – The bank offers you with the facility of selling and 

buying the securities. 

• Locker Facilities – Bank provides lockers facility to the customers to keep their valuable 

belonging or documents safely. Banks charge a minimum of an annual fee for this service. 

• Paying and Gather the Credit – It uses different instruments like a promissory note, cheques, 

and bill of exchange. 

 

Types of Commercial Bank: 

There are three different types of commercial bank. 

• Private Bank – It is one type of commercial banks where private individuals and businesses 

own a majority of the share capital. All private banks are recorded as companies with limited 

liability. For example, Bank of Baroda, State Bank of India (SBI), Dena Bank, Corporation 

Bank, and Punjab National Bank. 

• Public Bank – It is those type of bank that is nationalized, and the government holds a 

significant stake. Such as Housing Development Finance Corporation (HDFC) Bank, Industrial 

Credit and Investment Corporation of India (ICICI) Bank, and Vysya Bank etc. 

• Foreign Bank – These banks are established in foreign countries and have branches in other 

countries. For instance, American Express Bank, Hong Kong and Shanghai Banking Corporation 

(HSBC), Standard & Chartered Bank, and Citibank etc. 

 

https://byjus.com/commerce/difference-between-businessman-and-entrepreneur/
https://byjus.com/commerce/class-11-accountancy-chapter-8-bill-of-exchange/
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2. Cooperative Banks:  

• The cooperative banking structure is the oldest segment of the Indian banking system. 

• Cooperative Bank is the district feature of the co-operative credit structure in the Indian banking 

system 

• Cooperative banks CATER to the financial needs of agriculture, retail tree, small industries, self-

employed, urban, semi-urban, rural areas. 

Cooperative Banks fall under the Cooperative Societies Act which is regulated by the RBI and are 

governed by the Banking Regulations Act 1949 and Banking Laws (Cooperative Societies) Act, 1965. It 

is originated in India with the enactment of the Co-operative Credit Societies Act of 1904. The Anyoya 

Cooperative Bank was the first Co-operative Bank in Asia. 

 

Structure of cooperative banks in India: 

It is 3-Pillars structure (Pyramid Structure) 

• SCB – State Cooperative Bank 

• DCCB – District Central Cooperative Bank 

• PACS – Primary Agriculture credit services (There should be 10 members in PACS) 

 

State Cooperative banks: 

It is a federation of central Co-operative bank and acts as a watchdog. They obtain their funds from 

share capital, deposits, loans and overdrafts from the Reserve Bank of India and can lend money to 

central co-operative banks and primary societies and not directly to the farmers. 

 

District Central Cooperative Bank 

These are the federations of primary credit societies in a district and are of two types-those having a 

membership of primary societies only and those having a membership of societies as well as individuals. 

The funds of the bank consist of share capital, deposits, loans and overdrafts from state co-operative 

banks and joint stocks. These banks provide finance to member societies within the limits of the 

borrowing capacity of societies. They also conduct all the business of a joint stock bank 

 

Primary Agriculture credit services 

The primary cooperative credit society is an association of borrowers and non-borrowers residing in a 

locality. The funds of the society are derived from the share capital and deposits of members and loans 

from central cooperative banks. The borrowing powers of the members as well as of the society are 

fixed. The loans are given to members for the purchase of cattle, fodder, fertilizers, pesticides, etc 

 

The members of the cooperative bank: 

1. Are of similar occupation or profession 

2. Must have common membership 

3. Must reside within the same geographical area 
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Objectives of Cooperative banks: 

1. Engage in rural financing and micro-financing 

2. To remove the dominance of the common man by the middleman and money lenders 

3. Ensure credit services to farmers at the low rate of interest providing the socioeconomic 

condition to the people 

4. Provide financial support for the needy people and farmers in the rural areas 

5. Provides personal financial services for those engaged in small-scale industries and self-

employment driven activities for people in both rural and urban areas. 

 

Difference between Co-operative banks & Commercial banks: 

Cooperative Bank Commercial Bank 

Federal Structure in nature, i.e. at the top 

level State Co-operative Banks and at the 

village level primary Co-operative Credit 

Societies. 

They are functioning on the branch banking 

& the branches are located in all areas of 

rural, urban, etc., the head office contains 

branches through Zonal Office. 

They are generally concentrating on rural 

credit & provide credit facilities to 

agricultural & rural activities. 

They are mainly concentrating on the 

requirements of trade & industry. 

In co-operative Bank the borrowers are 

usually their members. 

Borrowers can be any including individual 

institutions. 

The Co-operative Banks provide a little 

higher rate of interest on deposits as 

compared to commercial banks. 

The Commercial Banks provide a lesser rate 

of interest as compared to co-operative banks. 

 

Functions of Cooperative Banks in India: cooperative banks functions 

1. They function with the rule of “one member, one vote” and function on “no profit, no loss” basis 

2. It performs all the main banking functions of deposit mobilization, the supply of credit and 

provision of remittance facilities 

3. It provides financial assistance to the people with small means to protect them from the debt trap 

of the moneylenders 

4. It is engaged in tasks of production, processing, marketing, distribution, servicing and banking in 

India 

5. It supervises and guides affiliated societies 

6. Mobilization of funds from their members 
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7. Advance loans to the members 

8. Rural financing for farming, cattle, milk, hatchery, personal finance, etc. 

9. Urban financing for Self – employment, Industries Small scale units, Home finance, Consumer 

finance, Personal finance. 

 

III. Non- Intermediaries  

Non- Banking Financial Markets. 

The most important difference between non-banking financial companies and banks is that NBFCs don't 

take demand deposits. A non-banking financial institution (NBFI) or non-bank financial 

company (NBFC) is a financial institution that does not have a full banking license or is not supervised 

by a national or international banking regulatory agency. NBFI facilitate bank-related financial services, 

such as investment, risk pooling, contractual savings, and market brokering. Examples of these 

include insurance firms, pawn shops, cashier's check issuers, check cashing locations, payday 

lending, currency exchanges, and microloan organizations. Alan Greenspan has identified the role of 

NBFIs in strengthening an economy, as they provide "multiple alternatives to transform an economy's 

savings into capital investment which act as backup facilities should the primary form of intermediation 

fail."  

 

1.4 Financial Markets 

Financial Market is a mechanism that allows people to indulge themselves in the buying and selling i.e. 

trade of financial securities (for example stocks and bonds), commodities (for example precious metals) 

at prices that reflect the market’s effectiveness.  

Following are the verticals of financial market:  

1. Capital Market – Market where business enterprises or government entities raise fund for long term 

using the weapon of securities or debts. It includes the Stock market (equities) and Bond Market (debt) 

for fund raising.  

2. Commodity Market – Commodity is a good for which there is a demand by the people thus 

commodity market is the market where such goods are traded.  

3. Money Market – Deals with the assets involved in short-term borrowing and lending with original 

maturities ranging from a period of one year or even lesser time frames.  

4. Derivative Market – The derivative market is the financial market meant for derivatives. The 

financial instruments like the futures contracts or options, which are derived from other forms of assets, 

are traded in these markets.  

5. Insurance Market – Deals with the trading of insurance policies.  

6. Futures Market – A vertical in financial market where people can trade standardized futures 

contracts which is a contract to buy specific number of quantities of a commodity or financial instrument 

at a specified price with the delivery of the commodity or financial instrument set at a specified time in 

the future.  

7. Foreign Exchange Market – Also known as Forex is a global, worldwide decentralized financial 

market meant only for the trading of currencies. 

 

https://en.wikipedia.org/wiki/Financial_institution
https://en.wikipedia.org/wiki/Banking_license
https://en.wikipedia.org/wiki/Financial_services
https://en.wikipedia.org/wiki/Investment
https://en.wikipedia.org/wiki/Risk_pool
https://en.wikipedia.org/wiki/Collective_investment_scheme
https://en.wikipedia.org/wiki/Stockbroker
https://en.wikipedia.org/wiki/Insurance
https://en.wikipedia.org/wiki/Pawn_shop
https://en.wikipedia.org/wiki/Cashier%27s_check
https://en.wikipedia.org/wiki/Cheque
https://en.wikipedia.org/wiki/Payday_loan
https://en.wikipedia.org/wiki/Payday_loan
https://en.wikipedia.org/wiki/Bureau_de_change
https://en.wikipedia.org/wiki/Microfinancing
https://en.wikipedia.org/wiki/Alan_Greenspan
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1.5 Financial Instruments 

Financial Instrument is a trade-able asset which can be in terms of cash, agreement, evidence of an 

ownership in an entity; or a contractual right which has the right to deliver cash or any kind of asset.  

The types of financial instrument used worldwide are in the form deposits, stock, and debt.  

1. Deposits – Deposit in a layman’s term, means to save or to keep safely. Deposits can be made either 

with banking or non-banking firm.  

2. Stock – Stocks represents the ownership of the issuing company. It is a form of corporate equity 

ownership where in the total stock of the company is divided into shares and the individuals has the 

provision to trade the shares in the exchange.  

3. Debts – Unlike the stocks, financial assets which are in the form of debts create an obligation on the 

borrower of the fund to repay the amount borrowed. The debt instrument, thus in a sense, is a contract 

entered into by the borrower and the lender which specifies the amount of fund borrowed, period of 

borrow, the rate of interest that will be charged and the repayment methods.  

 

1.6 Financial Services  

As the name suggests financial services are the services provided by the Financial Institutions. These 

services generally include the banking services, Foreign exchange services, investment services, 

insurance services and few others. Following is a very brief description of the services  

1. Banking Services – Includes all the operations provided by the banks including to the simple deposit 

and withdrawal of money to the issue of loans, credit cards etc.  

2. Foreign Exchange services – this includes the currency exchange, foreign exchange banking or the 

wire transfer. 

3. Investment Services – It generally includes the asset management, hedge fund management and the 

custody services  

4. Insurance Services – It deals with the selling of insurance policies, brokerages, insurance 

underwriting or the reinsurance  

5. Some of the other services include the advisory services, venture capital, angel investment etc.  

 

1.7 Indicators of Financial Development 

a) Finance Ratio (FR) 

b) Financial Inter-relation Ratio (FIR) 

c) New Issue Ratio (NIR) 

d) Intermediation Ratio (IR) 

e) The Ratio of Money to National Income 

f) The proportion of current account deficit which is financial by market related flows 

g) Developed Financial Sector is fully integrated 

h) Transaction Cost and Information Cost 

i) Predominance of Private Banking 

j) Good Management 

k) Developed Financial Structure 
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l) Openness of the Economy 

m) Effective and Quick Enforcement 

n) Well-Developed Secondary Markets 

o) Indirect Techniques of Monetary Policy 

 

1.8 Roles of Financial System in Economic Development 
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Unit 2: Indian Money Market 
 

2.1 Introduction  

The Money Market is a market for lending and borrowing of short-term funds. It deals in funds and 

financial instruments having a maturity period of one day to one year. It covers money and financial 

assets that are close substitutes for money. The instruments in the money market are of short-term nature 

and highly liquid.  

 As per RBI definitions ―A market for short terms financial assets that are close substitute for money, 

facilitates the exchange of money in primary and secondary market‖.  

 The money market is a mechanism that deals with the lending and borrowing of short-term funds (less 

than one year).  

 It doesn’t actually deal in cash or money but deals with substitute of cash like trade bills, promissory 

notes & govt papers which can convert into cash without any loss at low transaction cost.  

 It includes all individual, institution and intermediaries.  

 

2.2 Structure or components of Indian money market.  

The Indian money market consists of two segments,  

1. Organized sector  

2. Unorganized sector.  
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The RBI is the most important constituents of Indian money market. The organized sector is within the 

direct purview of RBI regulation. The unorganized sector comprises of indigenous bankers, money 

lenders and unregulated non-banking financial institutions. The structure or components of Indian 

money market is depicted the following:  

 

(A) Organised Sector  

1. Call and Notice Money Market:  

Under call money market, funds are transacted on overnight basis. Under notice money market funds are 

transacted for the period between 2 days and 14 days. The funds lent in the notice money market do not 

have a specified repayment date when the deal is made. The lender issues a notice to the borrower 2-3 

days before the funds are to be paid. On receipt of this notice, the borrower will have to repay the funds 

within the given time. Generally, banks rely on the call money market where they raise funds for a 

single day. The main participants in the call money market are commercial banks (excluding RRBs), 

cooperative banks and primary dealers. Discount and Finance House of India (DFHI), Non-banking 

financial institutions such as LIC, GIC, UTI, NABARD etc. are allowed to participate in the call money 

market as lenders.  

 

2. Treasury Bills (T-Bills):  

Treasury bills are short-term securities issued by RBI on behalf of Government of India. They are the 

main instruments of short term borrowing by the Government. They are useful in managing short-term 

liquidity. At present, the Government of India issues three types of treasury bills through auctions, 

namely – 91 days, 182-day and 364-day treasury bills. There are no treasury bills issued by state 

governments. With the introduction of the auction system, interest rates on all types of TBs are being 

determined by the market forces.  

 

3. Commercial Bills:  

Commercial bill is a short-term, negotiable, and self-liquidating instrument with low risk. They are 

negotiable instruments drawn by a seller on the buyer for the value of goods delivered by him. Such bills 

are called trade bills. When trade bills are accepted by commercial banks, they are called commercial 

bills. If the seller gives some time for payment, the bill is payable at future date (i.e. usance bill). 

Generally, the maturity period is up to 90 days. During the usance period, if the seller is in need of 

funds, he may approach his bank for discounting the bill. Commercial banks can provide credit to 

customers by discounting commercial bills. The banks can rediscount the commercial bills any number 

of times during the usance period of bill and get money.  

 

4. Certificates of Deposits (CDs):  

CDs are unsecured, negotiable promissory notes issued at a discount to the face value. They are issued 

by commercial banks and development financial institutions. CDs are marketable receipts of funds 

deposited in a bank for a fixed period at a specified rate of interest. CDs were introduced in India in June 

1989. The main purpose of the scheme was to enable commercial banks to raise funds from the market  
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through CDs. According to the original scheme, CDs were issued in multiples of Rs.25 lakh subject to 

minimum size of an issue being Rs.1 crore. They had the maturity period of 3 months to one year. They 

are freely transferable but only after the lock in period of 45 days after the date of issue.  

 

5. Commercial Papers (CPs):  

Commercial Paper (CP) is an unsecured money market instrument issued in the form of a promissory 

note with fixed maturity. They indicate the short-term obligation of an issuer. They are quite safe and 

highly liquid. They are generally issued by the leading, nationally reputed, highly rates and credit 

worthy large manufacturing and finance companies is the public as well as private sector. CPs were 

introduced in India January 1990. CPs were launched in India with a view to enable highly rated 

corporate borrowers to diversify their sources of short-term borrowings and also to provide an additional 

instrument to investors. RBI has modified its original scheme in order to widen the market for CPs. 

Corporates and primary dealers (PDs) and the all India financial institutions can issue CPs. A corporate 

can issue CPs provided they fulfil the following conditions: (a) The tangible net worth of the company is 

not less than Rs.4 crore. (b) The company has been sanctioned working capital limit by banks or all 

India financial institutions, and (c) The borrowed account of the company is classified as a standard 

asset by the financing institution or bank.  

 

6. Repos:  

A repo or reverse repo is a transaction in which two parties agree to sell and repurchase the same 

security. Under repo, the seller gets immediate funds by selling specified securities with an agreement to 

repurchase the same at a mutually decided future date and price. Similarly, the buyer purchases the 

securities with an agreement to resell the same to the seller at an agreed date and price. The repos in 

government securities were first introduced in India since December 1992. Since November 1996, RBI 

has introduced ―Reverse Repos‖, i.e. to sell government securities through auction.  

 

7. Discount and Finance House of India (DFHI):  

It was set up by RBI in April 1988 with the objective of deepening and activating money market. It is 

jointly owned by RBI, public sector banks and all India financial institutions which have contributed to 

its paid-up capital. The DFHI deals in treasury bills, commercial bills, CDs, CPs, short-term deposits, 

call money market and government securities. The presence of DFHI as an intermediary in the money 

market has helped the corporate entities, banks, and financial institutions to invest their short-term 

surpluses in money market instruments.  

 

8. Money Market Mutual Funds (MMMFs):  

RBI introduced MMMFs in April 1992 to enable small investors to participate in the money market. 

MMMFs mobilizes savings from small investors and invest them in short-term debt instruments or 

money market instruments such as call money, repos, treasury bills, CDs and CPs. These instruments are 

forms of debt that mature in less than a year.  
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(B) Unorganised Sector  

The unorganized Indian money market is largely made up of indigenous bankers, money lenders and 

unregulated non-bank financial intermediaries. They do operate in urban centres but their activities are 

largely confined to the rural sector. This market is unorganized because its activities are not 

systematically coordinated by the RBI. The main components of unorganized money market are:  

 

1. Indigenous Bankers:  

They are financial intermediaries which operate as banks, receive deposits and give loans and deals in 

hundies. The hundi is a short-term credit instrument. It is the indigenous bill of exchange. The rate of 

interest differs from one market to another and from one bank to another. They do not depend on 

deposits entirely; they may use their own funds.  

 

2. Money Lenders:  

They are those whose primary business is money lending. Money lenders predominate in villages. 

However, they are also found in urban areas. Interest rates are generally high. Large amount of loans are 

given for unproductive purposes. The borrowers are generally agricultural labourers, marginal and small 

farmers, artisans, factory workers, small traders, etc.  

 

3. Unregulated non-bank Financial Intermediaries:  

The consist of Chit Funds, Nithis, Loan companies and others. (a) Chit Funds: They are saving 

institutions. The members make regular contribution to the fund. The collected funds is given to some 

member based on previously agreed criterion (by bids or by draws). Chit Fund is more famous in Kerala 

and Tamilnadu. (b) Nidhis: They deal with members and act as mutual benefit funds. The deposits from 

the members are the major source of funds and they make loans to members at reasonable rate of interest 

for the purposes like house construction or repairs. They are highly localized and peculiar to South 

India. Both chit funds and Nidhis are unregulated.  

 

4. Finance Brokers:  

They are found in all major urban markets specially in cloth markets, grain markets and commodity 

markets. They are middlemen between lenders and borrowers.  

 

2.3 Functions of Money Market:  

1. To maintain monetary balance between demand and supply of short term monetary transactions.  

2. Money market plays a very important role of making funds available to many units or entities 

engaged in diversified field of activities be it agriculture, industry, trade, commerce or any other 

business.  

3. By providing funds to developing sectors it helps in growth of economy also.  

4. Another important feature that money market provides is discounting of bills of exchange which 

facilitates growth of trade.  

5. No doubt it provides a base for the implementation of monetary policy also. 
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6. The money market provides opportunity for short term investments, which provide for short term 

savings, which in turn help formation of capital base also.  

 

2.4 Characteristics of Money Market  

1. It is a market purely for short-terms funds or financial assets called near money.  

2. It deals with financial assets having a maturity period less than one year only.  

3. In Money Market transaction cannot take place formal like stock exchange, only through  oral 

communication, relevant document and written communication transaction can be  done.  

4. Transaction have to be conducted without the help of brokers.  

5. It is not a single homogeneous market, it comprises of several submarket like call money market, 

acceptance & bill market.  

6. The component of Money Market are the commercial banks, acceptance houses & NBFC (Non-

banking financial companies).  

 

2.5 Features of Money Market  

1. Existence of Unorganized Money Market:  

This is one of the major defects of Indian money market. It does not distinguish between short term and 

long-term finance, and also between the purposes of finance. Since it is outside the control and 

supervision of RBI, it limits the RBI’s control of over money market.  

 

2. Lack of Integration:  

The Indian money market is broadly divided into two sectors, the organized money market and the 

unorganized market. The organized market constitutes several institutions such as RBI, State Bank of 

India, commercial banks, cooperative banks and financial institutions. RBI as an apex body regulates 

their working. The unregulated sector is not homogenous in itself. It constitutes indigenous bankers, 

loan companies, money lenders, etc. There is no uniformity in their practices and there is multiplicity of 

functionaries.  

 

3. Multiplicity in Interest Rates:  

There exist too many rates of interest in the Indian money market such as the borrowing rate of 

government, deposits and lending rates of cooperative and commercial banks, lending rates of financial 

institutions, etc. This is due to lack of mobility of funds from one section of the money market to 

another. The rates differ for funds of same durations lent by different institutions. 

 

4. Inadequate Funds:  

Generally, there is shortage of funds in Indian money market on account of various factors like 

inadequate banking facilities, low savings, lack of banking habits, existence of parallel economy, etc. 

However, the banking development particularly branch expansion, has improved the mobilization of 

funds to some extent in the recent years.  
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5. Seasonal Stringency of Money:  

The seasonal stringency of money and high rate of interest during the busy season (November to June) is 

a striking feature of Indian money market. There are wide fluctuations in the interest rates from one 

season to another. RBI has been taking various measures to avoid such fluctuations in the money market 

by adding money into the money market during the busy season and withdrawing the funds during the 

slack season.  

 

6. Absence of Bill Market:  

A well-organized bill market is necessary for linking up various credit agencies effectively to RBI. The 

bill market is not yet developed on account of many factors such as the practice of banks keeping a large 

amount of cash for liquidity purposes, preference for borrowing rather than discounting bills, 

dependence of indigenous bankers on one another, widespread practice of using cash credit, high stamp 

duty on usance bill, etc.  

 

7. Inadequate Credit Instruments:  

The Indian money market did not have adequate short-term paper instruments till 1985-86. There were 

only call money and bill markets. Moreover, there were no specialist dealers and brokers dealing in the 

money market. After 1985-86, RBI has introduced new credit instruments such as 182-day treasury bills, 

364-day treasury bills, CDs and CPs. These instruments are still in underdeveloped state in India. The 

above defects of Indian money market clearly indicate that it is relatively less developed and has yet to 

acquire sufficient depth and width. Thus, it cannot be compared with developed money markets such as 

London and New York money markets.  

 

2.6 Instrument of Money Market  

A variety of instrument are available in a developed money market. In India till 1986, only a few 

instruments were available They were:  

 Treasury bills  

 Commercial papers.  

 Certificate of deposit.  

 Call Money Market  

 Commercial bills market  

 

Treasury Bills (T-Bills)  

 Treasury bills (TBs), offer short-term investment opportunities, generally up to one year.  

 They are thus useful in managing short-term liquidity.  

 Types of treasury bills through auctions  

 91- Day, 182- day, 364- day, and 14- day TBs  
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Commercial paper (CP) 

 CP is a short-term unsecured loan issued by a corporation typically financing day to day operation.  

 CP is very safe investment because the financial situation of a company can easily be predicted over a 

few months.  

 Only company with high credit rating issues CP’s.  

 

Certificates of Deposit  

 Certificate of Deposit (CD) is a negotiable money market instrument and issued in dematerialised 

form or as a Usance Promissory Note against funds deposited at a bank or other eligible financial 

institution for a specified time period  

 Scheduled commercial banks excluding Regional Rural Banks (RRBs) and Local Area Banks (LABs)  

 Select all-India Financial Institutions that have been permitted by RBI to raise short-term resources 

within the umbrella limit fixed by RBI.  

 

Call Money Market  

 Call money market is that part of the national money market where the day to day surplus funds, 

mostly of banks are traded in.  

 They are highly liquid, their liquidity being exceed only by cash.  

 The loans made in this market are of the short-term nature.  

 

Commercial Bills Market  

 Funds for working capital required by commerce and industry are mainly provided by banks through 

cash credits, overdrafts, and purchase/discontinuing of commercial bills.  

 

Bill of Exchange  

 The financial instrument which is traded in the bill market of exchange. It is used for financing a 

transaction in goods that takes some time to complete.  

 

2.7 Participants in Money Market  

 Central Government 

 State Government  

 Public Sector Undertakings  

 Scheduled Commercial Banks (SCBs)  

 Private Sector Companies  

 Provident Funds 

 General Insurance Companies  

 Life Insurance Companies 

 Mutual Funds  

 Non-banking Finance Companies 
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2.8 Reforms of Money Market  

The Committee to Review the Working of Monetary System chaired by S. Chakravarty made several 

recommendations in 1985 to develop Indian money market. As a follow-up, the RBI set up a Working 

Group on money market under the chairmanship of N. Vaghul, in 1987. Based on the recommendations 

of Vaghul Committee, RBI initiated a number of measures to widen and deepen the money market. The 

main measures are as follows. 

 

1. Deregulation of Interest Rates:  

From May 1989, the ceiling on interest rates on the call money, inter-bank short-term deposits, bills 

rediscounting and inter-bank participation was removed and the rates were permitted to be determined 

by the market forces. Thus, the system of administered interest rates is being gradually dismantled.  

 

2. Introduction of New Money Market Instruments:  

In order to widen and diversify the Indian money market RBI has introduced many new money market  

instruments such as 182-days treasury bills, 364-day treasury bills, CDs & CPs. Through these 

instruments the government, commercial banks, financial institutions and corporate can raise funds 

through the money market. They also provide investors additional instruments for investments. In order 

to expand the investor base for CDs and CPs the minimum amount of investment and the minimum 

maturity periods are reduced by RBI.  

 

3. Repurchase Agreements (Repos):  

RBI introduced repos in government securities in December 1992 and reverse repos in November 1996. 

Repos and reverse repos help to even out short-term fluctuations in liquidity in the money market. They 

also provide a short-term avenue to banks to park their surplus funds. Through changes in repo and 

reverse repo rates RBI transmits policy objectives to entire money market.  

 

4. Liquidity Adjustment Facility (LAF):  

RBI has introduced LAF from June 2000 as an important tool for adjusting liquidity through repos and 

reverse repos. Thus, in the recent years RBI is using repos and reverse repos as a policy to adjust 

liquidity in the money market and therefore, to stabilize the short-term interest rates or call rates. LAF 

has, therefore, emerged as a major instrument of monetary policy.  

 

5. Money Market Mutual Funds (MMMF):  

RBI introduced MMMFs in April 1992 to enable the individual investors to participate in money market. 

To make the scheme flexible and attractive, RBI has brought about many modifications. The important 

features of this scheme as of now are: (i) It can be set up by commercial banks, financial institutions and 

private sector. (ii) Individual investors, corporates and others can invest in MMMFs. (iii) Resources  

mobilized through this scheme can be invested in money market instruments as well as rated corporate 

bonds and debentures with a maturity period up to one year. (iv) The minimum lock in period is now 15 

days. 
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6. Discount and Finance House of India (DFHI):  

In order to impart liquidity to money market instruments and help the development of secondary market 

in such instruments, DFHI was set up in 1988 jointly by RBI, public sector banks and financial 

institutions.  

 

7. Development of Inter-bank Call and Notice Money Market:  

The call and notice money market are an inter-bank market the world over and therefore the Narsimham 

Committee has recommended that we adopt the same in India. However, RBI in the past had given 

permission to non-bank institutions to participate in the call money market as lenders. As per the 

recommendations of Narsimham Committee RBI in 2001-02 has underlined the need for transforming 

the call money market into a pure inter-bank money market.  

 

8. Regulation of NBFCs:  

The RBI Act was amended in 1997 to provide for a comprehensive regulation of NBFC sector. 

According to the amendment, no NFBC can carry on any business of a financial institution, including 

acceptance of public deposit, without obtaining a Certificate of Registration (CoR) from RBI.  

 

9. The Clearing Corporation of India Limited (CCIL):  

The CCIL was registered on April 30, 2001 under the Companies Act, 1956, with the State Bank of 

India as the chief promoter. The CCIL clears all transactions in government securities and repos reported 

on the Negotiated Dealing System (NDS) of RBI.  
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Unit 3: Indian Capital Market 
 

3.1 Introduction 

Capital market is the market for medium and long-term funds. It refers to all the facilities and the 

institutional arrangements for borrowing and lending term funds (medium-term and long-term funds). 

The demand for long-term funds comes mainly from industry, trade, agriculture and government. The 

central and state governments invest not only on economic overheads such as transport, irrigation, and 

power supply but also a basic and consumer goods industry and hence require large sums from capital 

market. The supply of funds comes largely from individual savers, corporate savings, banks, insurance 

companies, specialized financial institutions and government. 

 

Meaning: 

Capital market is a market where buyers and sellers engage in trade of financial securities like bonds, 

stocks, etc. The buying/selling is undertaken by participants such as individuals and institutions. 

 

Definition: 

According to Arun K. Datta, the capital market may be defined as “The capital market is a complex of 

institutions investment and practices with established links between the demand for and supply of 

different types of capital gains”.  

According to F. Livingston defined the capital market as “In a developing economy, it is the business 

of the capital market to facilitate the main stream of command over capital to the point of the highest 

yield. By doing so it enables control over resources to pass into hands of those who can employ them 

most effectively thereby increasing productive capacity and spelling the national dividend”. 

 

3.2 Interrelations between Money and Capital Markets 

The money market and capital market are closely interrelated because most corporations and financial 

institutions are active in both. Firms may borrow funds from the money market for a short period or for 

a loan period from the capital market. A number of factors may prompt borrowers and lenders to resort 

to either the money market or the capital market which reflect the interdependence of the two markets. 

 

They are discussed below: 

1. Lenders may choose to direct their funds to either or both markets depending on the availability of 

funds, the rates of return, and their investment policies. 

2. Borrowers may obtain their funds from either or both markets according to their requirements. A firm 

may borrow short-term funds by selling commercial paper or it may float additional shares or bonds. 

3. Some corporations and financial institutions serve both markets by buying and selling short-term and 

long-term securities. 

4. All long-term securities become short-term instruments at the time of maturity. So some capital 

market instruments also become money market instruments. 
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5. Funds flow back and forth between the two markets whenever the treasury finances maturing bills 

with treasury securities or whenever a bank lends the proceeds of a maturing loan to a firm on a short-

term basis. 

6. Yields in the money market are related to those of the capital market. A fall in the short-term interest 

rates in the money market shows a condition of essay credit which is likely to be followed or 

accompanied by a more moderate fall in the long-term interest rates in the capital market. However, 

money market interest rates are more sensitive than are long-term interest rates in the capital market. 

 

Distinction between Money and Capital Markets: 

1. The money market deals in short-term funds which are used for financing current business operations 

and short-term needs of the government. On the other hand, the capital market deals in long-term funds 

required by industry and government. 

2. Short-term funds in the money market refer to a period of less than a year, while in the capital market 

long-term funds refer to a period up to 25 years. 

3. The money market uses such instruments as promissory notes, bills of exchange, treasury bills, 

certificates of deposits, commercial papers, etc. On the other hand, the capital market uses long-term 

securities such as shares, debentures and bonds of industrial concerns, and bonds and securities of the 

government. 

4. The institutions operating in the money market and the capital market also differ from each other. The 

central bank, commercial banks, non-bank financial intermediaries and bill brokers deal in money 

market instruments. On the other hand, stock exchanges, mutual funds, leasing companies, investment 

banks, investment trusts, insurance companies, etc. dealing capital market instrument. 

 

3.3 Characteristics of Indian Capital Market 
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Long Term Investment 

Capital market is a market for trading of long term securities.  Long term investment avenues are 

provided by it to the investors. Borrowers may raise fund for a long period in the capital market. Here 

lending and borrowing is for a period that is more than one year. Long term financial instruments such 

as stocks, bonds, and debentures are traded in the capital market. 

 

Link Between Borrowers and Lender 

Capital market is a link between borrower and Lander. It links the person having the surplus Fund with 

the one who has a shortage of fund. The capital market provides different investment avenues in which 

the person can invest. This help in providing borrowers with long term funds by bringing large 

investments from peoples. 

 

Capital Formation 

Capital market’s actions determine the rate of capital formation in a market. Capital market offers 

attractive opportunities to people who have surplus funds so that they invest more and more in the 

capital market and are invited to save more for profitable opportunities. This way it accelerates the rate 

of capital formation in the economy. 

 

Accurate Timely Information  

Capital market provides accurate information to the investors. The information must be provided timely. 

So that investor can make the decision of investment Whether to invest in a company or not.  

 

Includes Primary Market and Secondary Market 

Capital market of two types of primary market and secondary market. The primary market is concerned 

with the issue of new securities. Here securities are issued for the first time. Secondary market is 

concerned with the existing securities. Securities already traded is traded secondary market. 

 

Government Regulations 

The capital market works but under the advice of government policies. These markets operate within the 

framework of regulations and government rules, for example, the stock exchange works under the 

regulations of SEBI (Securities Exchange Board of India) which is a government body. 

 

Provides Liquidity 

As the instruments may be convertible into cash in the capital market. As per the need, of the investor 

can convert their investment into the liquid form. This is how capital markets provide liquidity.  

 

Variety of Instruments 

Capital market has a variety of instrument. Some instruments are at high risk and some instruments are 

low risk.  this instrument can be debentures, Equity shares preferential Shares. As per the risk-taking 

ability of an investor can choose Between in these instruments. 
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3.4 Functions of Capital Market:  

 It acts in linking investors and savers  

 Facilitates the movement of capital to be used more profitability and productively to boost the 

national income  

 Boosts economic growth  

 Mobilization of savings to finance long term investment  

 Facilitates trading of securities  

 Minimization of transaction and information cost  

 Encourages a massive range of ownership of productive assets  

 Quick valuations of financial instruments  

 Through derivative trading, it offers insurance against market or price threats  

 Facilitates transaction settlement  

 Improvement in the effectiveness of capital allocation  

 Continuous availability of funds  

 

3.5 Significance of Capital Market in economic development.  

Capital market has a crucial significance to capital formation. Adequate capital formation is 

indispensable for a speedy economic development. The main function of capital market is the collection 

of savings and their distribution for industrial development. This stimulates capital formation and hence, 

accelerates the process of economic development. A sound and efficient capital market facilitates the 

process of capital formation and thus contributes to economic development. The significance of capital 

market in economic development is explained below.  

 

1. Mobilization of Savings: Capital market is an organized institutional network of financial 

organizations, which not only mobilizes savings through various instruments but also channelizes them 

into productive avenues. By making available various types of financial assets, the capital market 

encourages savings. By providing liquidity to these financial assets through the secondary markets 

capital market is able to mobilize large amount of savings from various sections of the people such as 

individuals, families, and associations. Thus, capital market mobilizes these savings and make the same 

available for meeting the large capital needs of industry, trade and business.  

 

2. Channelization of Funds into Investments: Capital market plays a crucial role in the economic 

development by channelizing funds in accordance with development priorities. The financial 

intermediaries in the capital market are better placed than individuals to channel the funds into 

investments which are more favourable for economic development.  

 

3. Industrial Development: Capital market contributes to industrial development in the following ways: 

(a) It provides adequate, cheap and diversified finance to the industrial sector for various purposes. (b) It 

provides funds for diversified purposes such as for expansion, modernization, upgradation of 

technology, establishment of new units etc. (c) It provides a variety of services to entrepreneurs such as 
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provision of underwriting facilities, participating in equity capital, credit rating, consultancy services, 

etc. This helps to stimulate industrial entrepreneurship.  

 

4. Modernization and Rehabilitation of Industries: Capital market can contribute towards 

modernization, rationalization and rehabilitation of industries. For example, the setting up of 

development financial institutions in India such as IFCI, ICICI, IDBI and so on has helped the existing 

industries in the country to adopt modernization and replacement of obsolete machinery by providing 

adequate finance.  

 

5. Technical Assistance: An important bottleneck faced by entrepreneurs in developing countries is 

technical assistance. By offering advisory services relating to the preparation of feasibility reports, 

identifying growth potential and training entrepreneurs in project management, the financial 

intermediaries in the capital market play an important role in stimulating industrial entrepreneurship. 

This helps to stimulate industrial investment and thus promotes economic development.  

 

6. Encourage Investors to invest in Industrial Securities: Secondary market in securities encourage 

investors to invest in industrial securities by making them liquid. It provides facilities for  

continuous, regular and ready buying and selling of securities. Thus, industries are able to raise 

substantial amount of funds from various segments of the economy.  

 

7. Reliable Guide to Performance: The capital market serves as a reliable guide to the performance 

and financial position of corporate, and thereby promotes efficiency. It values companies accurately and 

toes up manager compensation to stock values. This gives incentives to managers to maximize the value 

of companies. This stimulates efficient resource allocation and growth. 

 

3.6 Deficiencies in The Indian Capital Market 

The Indian capital market suffers from the following deficiencies: 

• Lack of diversity in the financial instruments. 

• Lack of control over the fair disclosure of financial information. 

• Poor growth in the secondary market. 

• Prevalence of insider trading and front running.1 

• Manipulation of security prices. 

• Existence of unofficial trade in the primary market, prior to the issue coming into the market. 

• Absence of proper control over brokers and sub-brokers. 

• Passive role of public financial institutions in checking malpractices. 

• High cost of transactions and intermediation, mainly due to the absence of well-defined norms 

for institutional investment. 

 

 

 

 

https://www.oreilly.com/library/view/business-ethics-and/9789332511255/xhtml/chapter022-fn.xhtml#fn001_chapter022-fn
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3.7 Participants of Capital Market 

1 Bombay Stock Exchange 

Bombay Stock Exchange is the oldest stock exchange in India as well as Asia. It is an integral 

component of the “$1 trillion” club, having the 11th largest market capitalisation value at $2.2 trillion. 

BSE stock exchange was founded by Premchand Roychand in 1875 and is currently managed by 

Sethurathnam Ravi, serving as the chairman. 

 

2 National Stock Exchange (NSE) 

The National Stock Exchange of India Ltd. (NSE) is an Indian stock exchange located at Mumbai, 

Maharashtra, India. National Stock Exchange (NSE) was established in 1992 as a demutualized 

electronic exchange. It was promoted by leading financial institutions on request of the Government of 

India. It is India’s largest exchange by turnover. In 1994, it launched electronic screen-based trading. 

Thereafter, it went on to launch index futures and internet trading in 2000, which were the first of its 

kind in the country. Mr. Vikram Limaye is the MD and CEO of NSE. 

 

3 Over the Counter Exchange of India (OTCEI) 

The OTC Exchange Of India (OTCEI), also known as the Over-the-Counter Exchange of India, is based 

in Mumbai, Maharashtra. It is India's first exchange for small companies, as well as the first screen-

based nationwide stock exchange in India. OTCEI was set up to access high-technology enterprising 

promoters in raising finance for new product development in a cost-effective manner and to provide a 

transparent and efficient trading system to investors.  

OTCEI is promoted by the Unit Trust of India, the Industrial Credit and Investment Corporation of 

India, the Industrial Development Bank of India, the Industrial Finance Corporation of India, and other 

institutions, and is a recognised stock exchange under the SCR Act. 

The OTC Exchange Of India was founded in 1990 under the Companies Act 1956 and was recognized 

by the Securities Contracts Regulation Act, 1956 as a stock exchange. The OTCEI is no longer a 

functional exchange as the same has been de-recognised by SEBI vide its order dated 31 Mar 2015. 

 

3.8 Types of Capital Market 

▪ Primary Market: The primary market mainly deals with new securities that are issued in the 

stock market for the first time. Thus, it is also known as the new issue market. The main function 

of the primary market is to facilitate the transfer of the newly issued shared from the companies 

to the public. The main investors in this type of market are financial institutions, banks, HNIs, 

etc. 

▪ Secondary Market: It is the market where the trading of the securities actually takes place, thus 

it is also referred to as the stock market. Here the buying and selling of securities take place, the 

existing investors sell the securities and new investors by the securities. 

 

 

 

 

https://en.wikipedia.org/wiki/Mumbai
https://en.wikipedia.org/wiki/Maharashtra
https://en.wikipedia.org/wiki/Stock_exchange
https://en.wikipedia.org/wiki/Unit_Trust_of_India
https://en.wikipedia.org/wiki/Industrial_Credit_and_Investment_Corporation_of_India
https://en.wikipedia.org/wiki/Industrial_Credit_and_Investment_Corporation_of_India
https://en.wikipedia.org/wiki/Industrial_Development_Bank_of_India
https://en.wikipedia.org/wiki/Industrial_Finance_Corporation_of_India
https://en.wikipedia.org/wiki/Companies_Act_1956
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3.9 Instruments of Indian Capital Market 

Instruments in capital markets can be classified into three categories: Pure, Hybrid and Derivatives. 

 (1) Pure Instruments: Equity shares, preference shares, debentures and bonds which are issued with 

the basic characteristics without mixing the features of other instruments are called pure instrument.  

 

(2) Hybrid Instruments: Instruments which are created by combining the features of equity, 

preference, bond are called as hybrid instruments. Example: Hybrid instruments are: - 

 Convertible preference shares  

- Non-convertible debentures with equity warrant  

- Partly convertible debentures  

- Secured premium notes  

 

(3) Derivative Instrument: A derivative instrument is a financial instrument which derives its value 

from the value of some other financial instrument or variable.  

Example: Futures and Options belong to the categories of derivatives. 

 

3.10 Reforms in Capital Market  

The reforms in the capital market are explained below with respect to primary and capital markets in 

India.  

Primary Market Reforms  

A number of measures has been taken in India especially since 1991 to develop primary market in India.  

These measures are discussed below:  

1. Abolition of Controller of Capital Issues: The Capital Issues (Control) Act, 1947 governed capital 

issues in India. The capital issues control was administered by the Controller of Capital Issues (CCI). 

The Narasimham Committee (1991) had recommended the abolition of CCI and wanted SEBI to protect 

investors and take over the regulatory function of CCI. Thus, government replaced the Capital Issues 

(Control) Act and abolished the post of CCI. Companies are allowed to approach the capital market 

without prior government permission subject to getting their offer documents cleared by SEBI.  

 

2. Securities and Exchange Board of India (SEBI): SEBI was set up as a non-statutory body in 1988 

and was made a statutory body in January 1992. SEBI has introduced various guidelines for capital 

issues in the primary market. They are explained below.  

 

3. Disclosure Standards: Companies are required to disclose all material facts and specific risk factors 

associated with their projects. SEBI has also introduced a code of advertisement for public issues for 

ensuring fair and truthful disclosures.  

 

4. Freedom of Determine the Par Value of Shares: The requirement to issue shares at a par value of 

Rs.10 and Rs.100 was withdrawn. SEBI has allowed the companies to determine the par value of shares 

issued by them. SEBI has allowed issues of IPOs through ―book building‖ process.  
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5. Underwriting Optional: To reduce the cost of issue, underwriting by the issuer is made optional. It is 

subject to the condition that if an issue was not underwritten and was not able to collect 90% of the 

amount offered to the public, the entire amount collected would be refunded to the investors.  

 

6. FIIs Permitted to Operate in the Indian Market: Foreign institutional investors such as mutual 

funds and pension funds are allowed to invest in equity shares as well as in debt market, including dated 

government securities and treasury bills.  

 

7. Accessing Global Funds Market: Indian companies are allowed to aces global finance market and 

benefit from the lower cost of funds. They have been permitted to raise resources through issue of 

American Depository Receipts (ADRs), Global Depository Receipts (GDRs), Foreign Currency 

Convertible Bonds (FCCBs) and External Commercial Borrowings (ECBs). Indian companies can list 

their securities on foreign stock exchanges through ADR./GDR issues. 

 

8. Intermediaries under the Purview of SEBI: Merchant bankers, and other intermediaries such as 

mutual funds including UTI, portfolio managers, registrars to an issue, share transfer agents, 

underwriters, debenture trustees, bankers to an issue, custodian of securities, and venture capital funds 

have been brought under the purview of SEBI.  

 

9. Credit Rating Agencies: Various credit rating agencies such as Credit Rating Information Services 

of India Ltd. (CRISIL – 1988), Investment Information and Credit Rating Agency of India Ltd. (ICRA – 

1991). Cost Analysis and Research Ltd. (CARE – 1993) and so on were set up to meet the emerging 

needs of capital market.  

 

Secondary Market Reforms  

A number of measures have been taken by the government and SEBI for the growth of secondary capital 

market in India. The important reforms or measures are explained below.  

 

1. Setting up of National Stock Exchange (NSE): NSE was set up in November 1992 and started its 

operations in 1994. It is sponsored by the IDBI and co-sponsored by other development finance 

institutions, LIC, GIC, Commercial banks and other financial institutions.  

 

2. Over the Counter Exchange of India (OTCEI): It was set in 1992. It was promoted by a 

consortium of leading financial institutions of India including UTI, ICICI, IDBI, IFCI, LIC and others. It 

is an electronic national stock exchange listing an entirely new set of companies which will not be listed 

on other stock exchanges.  

 

3. Disclosure and Investor Protection (DIP) Guidelines for New Issues: In order to remove 

inadequacies and systematic deficiencies, to protect the interests of investors and for the orderly growth 

and development of the securities market, the SEBI has put in place DIP guidelines to govern the new 
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issue activities. Companies issuing capital in the primary market are now required to disclose all 

material facts and specify risk factors with their projects.  

 

4. Screen Based Trading: The Indian stock exchanges were modernized in the 90s, with Computerised 

Screen Based Trading System (SBTS). It electronically matches orders on a strict price / time priority. It 

cuts down time, cost, risk of error and fraud, and therefore leads to improved operational efficiency.  

 

5. Depository System: A major reform in the Indian Stock Market has been the introduction of 

depository system and scripless trading mechanism since 1996. Before this, the trading system was 

based on physical transfer of securities. A depository is an organization which holds the securities of 

shareholders in electronic form, transfers securities between account holders, facilitates transfer of 

ownership without handling securities and facilitates their safekeeping.  

 

6. Rolling Settlement: Rolling settlement is an important measure to enhance the efficiency and 

integrity of the securities market. Under rolling settlement all trades executed on a trading day are 

settled after certain days. 

 

7. The National Securities Clearing Corporation Ltd. (NSCL): The NSCL was set up in 1996. It has 

started guaranteeing all trades in NSE since July 1996. The NSCL is responsible for post-trade activities 

of the NSE. Clearing and settlement of trades and risk management are its central functions.  

 

8. Trading in Central Government Securities: In order to encourage wider participation of all classes 

of investors, including retail investors, across the country, trading in government securities has been 

introduced from January 2003. Trading in government securities can be carried out through a 

nationwide, anonymous, order-driver, screen-based trading system of stock exchanges in the same way 

in which trading takes place in equities.  

 

9. Mutual Funds: Emergency of diversified mutual funds is one of the most important development of 

Indian capital market. Their main function is to mobilize the savings of general public and invest them 

in stock market securities. Mutual funds are an important avenue through which households participate 

in the securities market. 
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Unit 4: Foreign Exchange Market 
 

4.1 Meaning, Segments, Participants in Foreign Exchange Market 

 

4.1.1 Meaning and Need for Foreign Exchange 

 

Meaning of Foreign Exchange 

Foreign exchange, or forex, is the conversion of one country's currency into another. In a free economy, 

a country's currency is valued according to the laws of supply and demand. In other words, a currency's 

value can be pegged to another country's currency, such as the U.S. dollar, or even to a basket of 

currencies.1 A country's currency value may also be set by the country's government. 

However, many countries float their currencies freely against those of other countries, which keeps them 

in constant fluctuation. 

 

According to section 2(b) of the Foreign Exchange Regulation Act, 1973, “foreign exchange” means 

foreign currency and includes— 

(i) all deposits, credits and balances payable in any foreign currency and any drafts, traveller’s cheques, 

letters of credit and bills of exchange, expressed or drawn in Indian currency but payable in any foreign 

currency; 

(ii) any instrument payable, at the option of the drawee or holder thereof or any other party thereto, 

either in Indian currency or in foreign currency or partly in one and partly in the other. 

 

Need for Foreign Exchange 

1. Trade Requirements 

2. Requirements of other Transactions 

3. Capital Transactions 

4. Credit Transactions 

5. Remittances 

6. Third Country Currencies 

 

4.1.2 Foreign Exchange Market: Meaning 

The foreign exchange market (also known as forex, FX or the currency market) is an over-the-counter 

(OTC) global marketplace that determines the exchange rate for currencies around the world. 

Participants are able to buy, sell, exchange and speculate on currencies. Foreign exchange markets are 

made up of banks, forex dealers, commercial companies, central banks, investment management firms, 

hedge funds, retail forex dealers and investors. 
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Characteristics of the Foreign Exchange Market 

To understand what a forex market is, we must first go through its essential features. 

Discussed below are the various characteristics of the foreign exchange market which differentiates it 

from other financial markets: 

 

 
 

• Market Transparency: It is effortless to monitor the fluctuations in the value of currencies of 

different countries in a forex market easily through account tracking and real-time portfolio, 

without the involvement of brokers. 

• Dollar is Extensively Traded Currency: The USD, which is paired with almost every country’s 

currency and listed on the forex, is the most widely traded currency in the world. 

• Most Dynamic Market: The value of the currencies in the forex market keeps on changing 

every second and function twenty-four hours a day. This makes it one of the most active markets 

in the world. 

• International Network of Dealers: The foreign exchange market establishes a medium among 

the dealers and also with the customers. There are dealer’s institutions located globally to carry 

out the exchange and trading activities. 

• “Over-The-Counter” Market: In different countries, the forex market is the highly unregulated 

market initiating over the counter trade by the banks through telex and telephone. 

• High Liquidity: The currency is considered to be the most widely traded financial instrument 

across the globe, making the forex market highly liquid. 

• Twenty-Four Hour Market: The foreign exchange market is operational for twenty-four hours 

of the day, initiating the active trade and exchange of currencies at any time. 
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4.1.3 Structure of foreign Exchange Market 

The structure of the foreign exchange market constitutes central banks, commercial banks, brokers, 

exporters and importers, immigrants, investors, tourists. These are the main players of the foreign 

market, their position and place are shown in the figure below. 

 
 

 

At the bottom of a pyramid are the actual buyers and sellers of the foreign currencies- exporters, 

importers, tourist, investors, and immigrants. They are actual users of the currencies and 

approach commercial banks to buy it. 

 

The commercial banks are the second most important organ of the foreign exchange market. The banks 

dealing in foreign exchange play a role of “market makers”, in the sense that they quote on a daily 

basis the foreign exchange rates for buying and selling of the foreign currencies. Also, they function 

as clearing houses, thereby helping in wiping out the difference between the demand for and the supply 

of currencies. These banks buy the currencies from the brokers and sell it to the buyers. 

 

The third layer of a pyramid constitutes the foreign exchange brokers. These brokers function as a link 

between the central bank and the commercial banks and also between the actual buyers and commercial 

banks. They are the major source of market information. These are the persons who do not themselves 

buy the foreign currency, but rather strike a deal between the buyer and the seller on a commission basis. 

 

The central bank of any country is the apex body in the organization of the exchange market. They 

work as the lender of the last resort and the custodian of foreign exchange of the country. The 

central bank has the power to regulate and control the foreign exchange market so as to assure that it 

works in the orderly fashion. One of the major functions of the central bank is to prevent the aggressive 

fluctuations in the foreign exchange market, if necessary, by direct intervention. Intervention in the form 

of selling the currency when it is overvalued and buying it when it tends to be undervalued. 
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4.1.4 Participants in the Foreign Exchange Market 

The participants here refer to the people involved in the exchange or trade of foreign currency. These 

can be the buyers, sellers or the intermediaries. 

The participants in a forex market include the following five parties: 

 

 
 

1. Central Bank: The central bank regulates the exchange rates of the currency of their respective 

country to ensure fluctuations within the desired limit and keep control over the money supply in 

the market. 

 

2. Commercial Banks: The commercial banks are the medium of forex transactions, facilitating 

international trade and exchange to its customers along with other forex functions like making 

foreign investments. 

 

3. Traditional Users: The traditional users involve foreign tourists, companies carrying 

out business operations across the globe, patients taking treatment in other country’s hospitals 

and students studying abroad. 

 

4. Traders and Speculators: The traders and speculators are the opportunity seekers and look 

forward to making a profit through trading on short-term market trends. 

 

5. Brokers: They are considered to be financial experts who act as an intermediary Traditional 

Users: The traditional users involve foreign tourists, companies carrying out business operations 

across the globe, patients taking treatment in other country’s hospitals and students studying 

abroad. 

 

 

 

https://theinvestorsbook.com/business.html


                      DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

                    Subject: BANKING & FINANCE II (3421)                   CLASS: TYB.Com (2013 PATTERN) 

 

   PROF. KAVITA PAREEK                                                                                                                            www.dacc.edu.in 

                                                                                  

4.2 Operation of The Foreign Exchange Market 

The FX market is a global market operating 24 hours a day. It consists of a vast, highly sophisticated 

global network of telecommunication systems that provide current buy/sell rates for various currencies 

in dealing rooms located around the globe. It comprises all financial transactions denominated in foreign 

currency. FX is usually part of a banks treasury operation (dealing room). 

 

Spot and Forward Transactions 

 
 

The Value Date (delivery or maturity date) refers to the FX contract date at which delivery of a 

currency & financial settlement occur. Spot transactions have a maturity date 2 days after the contract 

is entered into, whilst forward transactions have value date in excess of 2 days. If it’s the 13th Aug, the 

spot delivery date is the 15th & the 1 month forwards delivery date is Sept 15th. 

 

Spot Market Quotations 

Asking for A Quotations 

The price of a currency must be expressed in terms of another currency. The 1st currency is the ‘base 

currency’ (unit of quotation or price being sought) & the 2nd is the ‘terms currency’. USD/AUD (USD 

– Base, AUD – Terms, this is the price of 1 USD in terms of AUD). 

 

2 Way Quotations 

EUR/AUD 1.6755-65. The lower number is the dealers buy (bid) price & the higher number is the 

dealers sell (offer) price.  

 
 

Transposing Quotations 

EUR/AUD 1.6755-65 

1. Reverse the bid & offer prices - EUR/AUD 1.6765-55 

2. Invert - AUD/EURO 0.5965-68 

Originally, the dealer would give (sell) 1.6755 AUD to buy 1 EURO. Thus 1.6755 AUD is the ‘offer’ 

for 1 EUR. Hence, if the dealer was to buy AUD (AUD/EUR) the offer is 0.5968 EUR for 1 AUD. 

Originally, the dealer would sell 1 EUR to get (buy) 1.6765 AUD. Thus 1.6765 AUD is what the dealer 

gets (buys) for 1 EURO. The dealer bids 1.6765 for 1 EURO which is AUD/EUR 0.5965. 

http://www.unistudyguides.com/wiki/File:FINS161282.jpg
http://www.unistudyguides.com/wiki/File:FINS161283.jpg
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To put it simply, the original bid refers to the rate at which the dealer would buy the base currency and 

sell the terms currency. Thus, the original bid is the offer rate when the original terms currency is 

transposed to become the base currency. 

 

Calculating Cross Rates 

All currencies are quoted against the USD. Direct quotes are when the USD is the base 

currency & indirect quotes are when the USD is the terms currency. When FX transactions take 

place between 2 currencies, with neither being USD, a cross rate is calculated. E.g. can calculate 

EUR/JPY with EUR/USD & JPY/USD 

 

Crossing 2 Direct Foreign Exchange Quotations 

Book Method 

Crossing 2 Direct FX Quotations: 

1. Place the currency that is to become the unit of quotation 1st 

2. Divide opposite bid & offer rates 

1. Dividing the base currency offer into the terms currency bid = bid rate 

2. Divide base currency bid into terms currency offer = offer rate 

 

Personal Method 

Transpose one of the direct quotations (whilst aligning the correct base currency to what is required) to 

get a direct and an indirect quotation. Then you can simply multiply bid with bid and offer with offer. 

This can be seen in the below example.  

 
Crossing A Direct and Indirect Quotations 

Multiple bid with bid and offers with offer.    

 
 

Crossing 2 Indirect Foreign Exchange Quotations 

Book Method 

1. Place the currency that is to become the unit of quotation 1st 

2. Divide opposite bid & offer rates 

1. Divide the terms currency offer rate into the base currency bid rate = bid rate 

2. Divide the terms currency bid rate into the base currency offer rate = offer rate 

 

Personal Method 

http://www.unistudyguides.com/wiki/File:FINS161284.jpg
http://www.unistudyguides.com/wiki/File:FINS161285.jpg
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Transpose one of the indirect quotations (the exact one depends on the question - you must make sure 

the base currency is first). Then multiply bid with bid and offer with offer. This can be seen in the below 

example.   

 
Forward Market Quotations 

Foreign currencies may be bought/sold at a price determined today, but with delivery occurring at a 

specific date beyond spot. 

 

Forward Points and Forward Exchange Rates 

The forward exchange rate varies from the spot rate owing to interest rate parity. Interest rate parity 

is the principle that exchange rates will adjust to reflect interest rate differentials between countries. 

Forward exchange rates are quoted as forward points either above or below the spot rate. Forward 

points represent the forward exchange rate variation to a spot rate base. 

▪ If forward points are rising, add them to the spot rate 

▪ The base currency is at a forward premium as its interest rate is lower 

▪ If forward points are falling, deduct them from the spot rate 

▪ The base currency is at a forward discount as its interest rate is higher 

 

This following 2 examples demonstrate the knowledge required for this course.  

 
 

Forward Exchange Rate Contracts 

Forward exchange rate contracts lock in an exchange rate today for delivery at a specified future 

date. FX dealers quote forward points on standard delivery dates, (usually monthly, out to 12 months) of 

a specified amount of currency against another. In the previous example, the dealer buys 1 million USD 

(invests at 3% p.a. = 1,007,500) by borrowing CHF 1,156,000 (cost 4% p.a. = 1,167,560). The forward 

exchange rate is 1,167,560 / 1,007,500 = 1.1589 (29 points). 

 

Forward Market Complications 

2 Way Quotations 

FX quotes show what the buyer will pay for the base currency & the rate at which they will sell. Dealers 

must be careful in selecting appropriate bid/offer rates for forward points, cross rates, transposing etc. 

 

 

http://www.unistudyguides.com/wiki/File:FINS161286.jpg
http://www.unistudyguides.com/wiki/File:FINS161287.jpg
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Different Interest Rate Year Conventions 

Dealers need to convert interest rates based on 360 days to 365 (or vice versa). 

 

Borrowing and Lending Interest Rates 

FX dealers need to recognise borrowing & lending interest rate margins. 

 
Compound Interest Rates 

The effective value of deposits & cost of borrowings should be calculated by using the effective rate of 

interest. 

 

4.3 Basics of Exchange Rate Determination 

In a fixed exchange rate regime, exchange rates are decided by the government, while a number of 

theories have been proposed to explain (and predict) the fluctuations in exchange rates in a floating 

exchange rate regime, including: 

• International parity conditions: Relative purchasing power parity, interest rate parity, Domestic 

Fisher effect, International Fisher effect. To some extent the above theories provide logical 

explanation for the fluctuations in exchange rates, yet these theories falter as they are based on 

challengeable assumptions (e.g., free flow of goods, services, and capital) which seldom hold 

true in the real world. 

• Balance of payments model: This model, however, focuses largely on tradable goods and 

services, ignoring the increasing role of global capital flows. It failed to provide any explanation 

for the continuous appreciation of the US dollar during the 1980s and most of the 1990s, despite 

the soaring US current account deficit. 

• Asset market model: views currencies as an important asset class for constructing investment 

portfolios. Asset prices are influenced mostly by people's willingness to hold the existing 

quantities of assets, which in turn depends on their expectations on the future worth of these 

assets. The asset market model of exchange rate determination states that “the exchange rate 

between two currencies represents the price that just balances the relative supplies of, and 

demand for, assets denominated in those currencies.” 

 

 

 

 

https://en.wikipedia.org/wiki/Fixed_exchange_rate
https://en.wikipedia.org/wiki/Floating_exchange_rate
https://en.wikipedia.org/wiki/Floating_exchange_rate
https://en.wikipedia.org/wiki/Relative_purchasing_power_parity
https://en.wikipedia.org/wiki/Balance_of_payments
http://www.unistudyguides.com/wiki/File:FINS161288.jpg
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None of the models developed so far succeed to explain exchange rates and volatility in the longer time 

frames. For shorter time frames (less than a few days), algorithms can be devised to predict prices. It is 

understood from the above models that many macroeconomic factors affect the exchange rates and in 

the end currency prices are a result of dual forces of supply and demand. The world's currency markets 

can be viewed as a huge melting pot: in a large and ever-changing mix of current events, supply and 

demand factors are constantly shifting, and the price of one currency in relation to another shifts 

accordingly. No other market encompasses (and distills) as much of what is going on in the world at any 

given time as foreign exchange.  

Supply and demand for any given currency, and thus its value, are not influenced by any single element, 

but rather by several. These elements generally fall into three categories: economic factors, political 

conditions and market psychology. 

 

Economic factors 

Economic factors include: (a) economic policy, disseminated by government agencies and central banks, 

(b) economic conditions, generally revealed through economic reports, and other economic indicators. 

• Economic policy comprises government fiscal policy (budget/spending practices) and monetary 

policy (the means by which a government's central bank influences the supply and "cost" of 

money, which is reflected by the level of interest rates). 

• Government budget deficits or surpluses: The market usually reacts negatively to widening 

government budget deficits, and positively to narrowing budget deficits. The impact is reflected 

in the value of a country's currency. 

• Balance of trade levels and trends: The trade flow between countries illustrates the demand for 

goods and services, which in turn indicates demand for a country's currency to conduct trade. 

Surpluses and deficits in trade of goods and services reflect the competitiveness of a nation's 

economy. For example, trade deficits may have a negative impact on a nation's currency. 

• Inflation levels and trends: Typically, a currency will lose value if there is a high level of 

inflation in the country or if inflation levels are perceived to be rising. This is because inflation 

erodes purchasing power, thus demand, for that particular currency. However, a currency may 

sometimes strengthen when inflation rises because of expectations that the central bank will raise 

short-term interest rates to combat rising inflation. 

• Economic growth and health: Reports such as GDP, employment levels, retail sales, capacity 

utilization and others, detail the levels of a country's economic growth and health. Generally, the 

healthier and more robust a country's economy, the better its currency will perform, and the more 

demand for it there will be. 

• Productivity of an economy: Increasing productivity in an economy should positively influence 

the value of its currency. Its effects are more prominent if the increase is in the traded sector.  

 

 

 

 

 

https://en.wikipedia.org/wiki/Algorithmic_trading
https://en.wikipedia.org/wiki/Supply_and_demand
https://en.wikipedia.org/wiki/Economic_indicator
https://en.wikipedia.org/wiki/Fiscal_policy
https://en.wikipedia.org/wiki/Monetary_policy
https://en.wikipedia.org/wiki/Monetary_policy
https://en.wikipedia.org/wiki/Interest_rate
https://en.wikipedia.org/wiki/Budget_deficit
https://en.wikipedia.org/wiki/Trade_deficits
https://en.wikipedia.org/wiki/Purchasing_power
https://en.wikipedia.org/wiki/Capacity_utilization
https://en.wikipedia.org/wiki/Capacity_utilization
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Political conditions 

Internal, regional, and international political conditions and events can have a profound effect on 

currency markets. 

All exchange rates are susceptible to political instability and anticipations about the new ruling party. 

Political upheaval and instability can have a negative impact on a nation's economy. For example, 

destabilization of coalition governments in Pakistan and Thailand can negatively affect the value of their 

currencies. Similarly, in a country experiencing financial difficulties, the rise of a political faction that is 

perceived to be fiscally responsible can have the opposite effect. Also, events in one country in a region 

may spur positive/negative interest in a neighbouring country and, in the process, affect its currency. 

 

Market psychology 

Market psychology and trader perceptions influence the foreign exchange market in a variety of ways: 

• Flights to quality: Unsettling international events can lead to a "flight-to-quality", a type 

of capital flight whereby investors move their assets to a perceived "safe haven". There will be a 

greater demand, thus a higher price, for currencies perceived as stronger over their relatively 

weaker counterparts. The US dollar, Swiss franc and gold have been traditional safe havens 

during times of political or economic uncertainty.  

• Long-term trends: Currency markets often move in visible long-term trends. Although currencies 

do not have an annual growing season like physical commodities, business cycles do make 

themselves felt. Cycle analysis looks at longer-term price trends that may rise from economic or 

political trends.  

 

• "Buy the rumour, sell the fact": This market truism can apply to many currency situations. It is 

the tendency for the price of a currency to reflect the impact of a particular action before it 

occurs and, when the anticipated event comes to pass, react in exactly the opposite direction. 

This may also be referred to as a market being "oversold" or "overbought". To buy the rumour or 

sell the fact can also be an example of the cognitive bias known as anchoring, when investors 

focus too much on the relevance of outside events to currency prices. 

• Economic numbers: While economic numbers can certainly reflect economic policy, some 

reports and numbers take on a talisman-like effect: the number itself becomes important to 

market psychology and may have an immediate impact on short-term market moves. "What to 

watch" can change over time. In recent years, for example, money supply, employment, trade 

balance figures and inflation numbers have all taken turns in the spotlight. 

• Technical trading considerations: As in other markets, the accumulated price movements in a 

currency pair such as EUR/USD can form apparent patterns that traders may attempt to use. 

Many traders study price charts in order to identify such patterns.  

 

 

 

 

 

https://en.wikipedia.org/wiki/Coalition_government
https://en.wikipedia.org/wiki/Pakistan
https://en.wikipedia.org/wiki/Thailand
https://en.wikipedia.org/wiki/Market_psychology
https://en.wikipedia.org/wiki/Flight-to-quality
https://en.wikipedia.org/wiki/Capital_flight
https://en.wikipedia.org/wiki/Safe-haven_currency
https://en.wikipedia.org/wiki/Gold_as_investment
https://en.wikipedia.org/wiki/Business_cycle
https://en.wikipedia.org/wiki/Cognitive_bias
https://en.wikipedia.org/wiki/Anchoring
https://en.wikipedia.org/wiki/Technical_analysis
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4.4 Methods of Foreign Exchange Control 

The various methods of exchange control may broadly be classified into two types, direct and indirect. 

Direct methods of exchange control include those devices which are adopted by governments to have an 

effective control over the exchange rate, while indirect methods are designed to regulate international 

movements of goods. 

There are many ways to introduce exchange control in an economy. These are usually classified into two 

groups: 

(i) Direct Exchange Control and 

(ii) Indirect Exchange Control. 

 

Direct Methods of Exchange Control: 

In direct exchange control, certain measures are adopted which effectuate immediate direct restriction on 

foreign exchange from all sides – its quantum, use and allocation. 

In general, direct exchange control includes measures like: 

(i) Intervention; 

(ii) Exchange restrictions; 

(iii) Exchange clearing agreements; 

(iv) Payment agreements; and 

(v) Gold policy. 

 

Indirect Methods of Exchange Control: 

Apart from the direct methods, there are several indirect methods also regulating the rates of exchange. 

Important ones are briefly discussed below. 

(i) Changes in Interest Rates 

(ii) Tariffs Duties and Import Quotas 

(iii) Export Bounties 

 

4.5 Exchange Risk Management 

 

Foreign Exchange Risk 

Foreign exchange risk refers to the losses that an international financial transaction may incur due to 

currency fluctuations. Also known as currency risk, FX risk and exchange-rate risk, it describes the 

possibility that an investment’s value may decrease due to changes in the relative value of the involved 

currencies. Investors may experience jurisdiction risk in the form of foreign exchange risk. 

 

 

 

 

 

 

 

https://www.investopedia.com/terms/f/foreign-exchange.asp
https://www.investopedia.com/terms/j/jurisdiction-risk.asp
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Types of Exposure: 

 

 
 

4.6 Role of RBI in controlling Foreign Exchange Market 

Foreign Exchange Management Act (“FEMA”) envisages that Reserve Bank of India (“RBI”) will have 

a key role in management of foreign exchange. The main functions of RBI under FEMA are as follows: 

 

a) Controlling dealings in foreign exchange by giving general or special permission for dealing in 

foreign exchange, excluding those cases where specific provisions have been made in Act, Rules or 

Regulations – Section 3. 

 

b) RBI cannot impose any restrictions on current account transactions. These can be imposed only by 

Central Government in consultation with RBI – Section 5. However, in certain cases, prior approval of 

RBI is required for current account transactions as provided in Foreign Exchange Management (Current 

Account Transactions) Rules, 2000. 

 

c) Specifying conditions for payment in respect of capital account transaction – Section 6(2). 

 

 

https://fema.taxmann.com/
https://rbi.org.in/
https://fema.taxmann.com/fema-rules.aspx
https://fema.taxmann.com/fema-rules.aspx
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d) Regulate/prohibit/restrict the following, by issuing Regulations: 

• Transfer or issue of foreign security to resident and Indian security to non-resident; 

• Borrowing and lending in foreign exchange or to a foreign person; 

• Export/import of currency or currency notes; 

• Transfer of immovable property outside India; 

• Giving guarantee or surety where foreign exchange transaction is involved – Section 6(3) 

 

e) Specify (by regulation) period and manner in which foreign exchange due from export of goods and 

services should be received – Section 8. 

 

f) To grant exemption from realisation and repatriation in cases specified under Section 9. 

 

g) Granting authorisation to ‘Authorised Person’ to deal in foreign exchange, to give directions to them 

and to inspect the authorised person – Sections 10, 11 & 12. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



                      DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

                    Subject: BANKING & FINANCE II (3421)                   CLASS: TYB.Com (2013 PATTERN) 

 

   PROF. KAVITA PAREEK                                                                                                                            www.dacc.edu.in 

                                                                                  

Unit 5: NBFIs (Non - Banking Financial Institutions) 

 
5.1 Meaning and types of NBFIs 

(A) Meaning of NBFIs 

"The Non-Banking Financial Intermediaries (NBFIs) are just intermediaries or middlemen transferring 

funds from ultimate lenders to ultimate borrowers. The financial intermediaries obtain funds by issuing 

to the public their own liabilities such as saving deposits and loan shares and then use this money to buy 

financial assets namely stocks, bonds and mortgages for themselves. In this way the financial 

intermediaries intermediate between original savers and final borrowers".7 "A Benefit Fund (BFs) is 

treated like any other financial/investment company for compliance with the various company law 

provisions as well as the NBFIs (Reserve Bank) directions, 1977. In theory, a Benefit Fund can be 

promoted to transact any type of finance business with its own members, which the other finance or 

investment companies normally do with members of the public". 

 

(B) Definition of NBFIs 

According to Reserve Bank Act "Non-Banking Finance Company" (NBFC) means: 

 1) A financial institution which is a company, 

 2) A non-banking institution is a company which has as its principal business of receiving of deposits 

and advancing loans,  

3) Such other non-banking institution or class of such institutions as the bank may with the previous 

approval of the central government specify. 

 

(C) Types of NBFIs 

1. Risk-pooling institutions 

Insurance companies underwrite economic risks associated with illness, death, damage and other risks of 

loss. In return to collecting an insurance premium, insurance companies provide a contingent promise of 

economic protection in the case of loss. There are two main types of insurance companies: general 

insurance and life insurance. General insurance tends to be short-term, while life insurance is a longer-

term contract, which terminates at the death of the insured. Both types of insurance, life and general, are 

available to all sectors of the community. 

 

2. Contractual savings institutions 

 Contractual savings institutions (also called institutional investors) give individuals the opportunity to 

invest in collective investment vehicles (CIV) as a fiduciary rather than a principal role. Collective 

investment vehicles pool resources from individuals and firms into various financial instruments 

including equity, debt, and derivatives. Note that the individual holds equity in the CIV itself rather what 

the CIV invests in specifically. The two most popular examples of contractual savings institutions 

are pension funds and mutual funds. The two main types of mutual funds are open-end and closed-end 

funds. 

 

https://en.wikipedia.org/wiki/Equity_(finance)
https://en.wikipedia.org/wiki/Debt
https://en.wikipedia.org/wiki/Derivative_(finance)
https://en.wikipedia.org/wiki/Pension_fund
https://en.wikipedia.org/wiki/Mutual_fund
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3. Market makers 

Market makers are broker-dealer institutions that quote a buy and sell price and facilitate transactions for 

financial assets. Such assets include equities, government and corporate debt, derivatives, and foreign 

currencies. After receiving an order, the market maker immediately sells from its inventory or makes a 

purchase to offset the loss in inventory. The differential between the buying and selling quotes, or 

the bid–offer spread, is how the market-maker makes a profit. A major contribution of the market 

makers is improving the liquidity of financial assets in the market. 

 

4. Specialized sectorial financiers 

They provide a limited range of financial services to a targeted sector. For example, real estate 

financiers channel capital to prospective homeowners, leasing companies provide financing for 

equipment and payday lending companies that provide short-term loans to individuals that 

are Underbanked or have limited resources. for example Uganda Development Bank. 

 

5. Financial service providers 

Financial service providers include brokers (both securities and mortgage), management consultants, 

and financial advisors, and they operate on a fee-for-service basis. Their services include: improving 

informational efficiency for the investors and, in the case of brokers, offering a transactions service by 

which an investor can liquidate existing assets. 

 

5.2 Distinguish between Banks and NBFIs/NBFCs 

(A) Similarities between Commercial Banks and NBFIs: 

1. Like NBFIs, commercial banks acquire the primary securities of borrowers, loans and deposits, and in 

turn, they provide their own indirect securities and demand deposits to the lenders. Commercial banks 

resemble NBFIs in that both create secondary securities in their role as borrowers. 

2. Commercial banks create demand deposits when they borrow from the central bank, and NBFIs create 

various forms of indirect debt when they borrow from commercial banks. 

3. Both commercial banks and NBFIs act as intermediaries in bringing ultimate borrowers and ultimate 

lenders together and facilitate the transfer of currency balances from non-financial lenders to non-

financial borrowers for the purpose of earning profits. 

4. Both commercial banks and NBFIs provide liquid funds. The bank deposits and other assets of 

commercial banks and the assets provided by NBFIs are liquid assets. Of course, the degree of liquidity 

varies in accordance with the nature and the activity of the concerned financial intermediaries. 

5. Both banks and NBFIs are important creators of loanable funds. The commercial banks by net 

creation of money and the NBFIs by mobilising existing money balance in exchange for their own 

newly issued financial liabilities. 

 

 

 

 

 

https://en.wikipedia.org/wiki/Broker-dealer
https://en.wikipedia.org/wiki/Bid%E2%80%93offer_spread
https://en.wikipedia.org/wiki/Real_Estate_Finance
https://en.wikipedia.org/wiki/Real_Estate_Finance
https://en.wikipedia.org/wiki/Leasing
https://en.wikipedia.org/wiki/Payday_lending
https://en.wikipedia.org/wiki/Underbanked
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(B) Difference between Commercial Banks and NBFIs 

 

 
 

5.3 Functions of the following: 

(A) Lease Financing 

Lease financing is the source of payment which comes when the owner of assets (lesser) ready to 

provide their assets to another person in exchange of that lessor provides some agreed payment. In this 

way, the lessor leases the assets for a period of time on rent and lesser gets funds from the lessor. The 

periodical payment made by the lessee to the lessor is called the lease rental. 

Under lease financing, the lessee is given the right to use the asset but the ownership lies with the lessor 

and at the end of the lease contract, the asset is returned to the lessor or an option is given to the lessee 

either to purchase the asset or to renew the lease agreement. 

 

Types of lease financing 

(A) Financial Lease 

This is where the lessor transfers substantially all the risks and rewards of ownership to the lessee for 

rentals. In other words, it puts the lessee in the same condition where the lessee would have been if the 

lessee purchased the asset. 
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Finance lease is classified into two phrases: 

1. Primary period 

2. Secondary period 

Primary period: This is the non-cancellable period and, in this period, the lessor recovers his total 

investment through lease rental and this period may last for an indefinite period of time. 

 

Secondary period: This period is also known as a peppercorn. It is almost the same as the primary 

period but in this period the lease rental is much smaller than that of primary period.  

 

 
 

Features of Financial Lease 

1. A finance lease is a device that gives the lessee the right to use an asset. 

2. The money charged by the lessor on the primary period of lease is pretty much sufficient to 

recover his/her investment. 

3. The lessee is responsible for the maintenance of asset 

(B) Operating lease: 

This is also known as service lease, in this type of lease the risks and rewards incidental to the 

ownership of asset are not transferred by the lessor or the lessee. The term of such lease is much less 

than the economic life of the asset and thus the total investment of the lessor is not recovered through 

lease rental during the period of lease. In operating lease, the lessor usually provides advice to the lessee 

for repair, maintenance and technical know-how of the leased asset. 

 

Features of operating lease 

1. The lessor provides the technical know how of the leased asset to the lessee. 

2. Risk and rewards incidental to the ownership of the asset are borne by the lessor. 

3. The lease term is much lower than the economic life of the asset. 
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Advantages of lease financing 

To the Lessor: 

• Assured regular income: the lessor gets lease rental by leasing an asset during the period of the lease 

which is an assured regular income. 

• The benefit of tax: as ownership lies with the lessor, the tax benefit is enjoyed by the lessor by way of 

depreciation of respect of the leased asset. 

To the lessee: 

• Tax benefits: a company is able to enjoy the tax advantage on lease payments as payments can be 

deducted as a business expense. 

• Cheaper: leasing is a source of financing which is cheaper than almost all sources of all the source of 

financing. 

 

Disadvantages of lease financing 

To the Lessor: 

• Double taxation: sales tax may be charged twice; first at the time of purchase of assets and second at 

the time of leasing the asset. 

• Unprofitable in case of inflation: lessor gets a fixed amount of lease rental every year and they cannot 

increase this even if the cost of the asset goes up. 

To the Lessee: 

• Ownership: the lessee will not become the owner of the asset at the end of lease agreement unless he 

decides to purchase it. 

• Compulsion: finance lease is non-cancellable and even if a company does not want to use the asset, 

the lessee is required to pay the lease rentals. 

 

(B) Mutual Funds 

Mutual fund is a trust that pools money from a group of investors (sharing common financial goals) and 

invest the money thus collected into asset classes that match the stated investment objectives of the 

scheme. Since the stated investment objective of a mutual fund scheme generally forms the basis for an 

investor's decision to contribute money to the pool, a mutual fund can not deviate from its stated 

objectives at any point of time.  

 

Every Mutual Fund is managed by a fund manager, who using his investment management skills and 

necessary research works ensures much better return than what an investor can manage on his own. The 

capital appreciation and other incomes earned from these investments are passed on to the investors 

(also known as unit holders) in proportion of the number of units they own. 

 

A mutual fund is a professionally-managed type of collective investment scheme that pools money from 

many investors to buy securities (stocks, bonds, short-term money market instruments, and/or other 

securities). A mutual fund has a fund manager that trades (buys and sells) the fund's investments in 

accordance with the fund's investment objective.  

https://www.howtofinance.online/
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 The Security and Exchange Board of India (Mutual Funds) Regulations,1996 defines a mutual fund as a 

" a fund establishment in the form of a trust to raise money through the sale of 1 units to the public or a 

section of the public under one or more schemes for investing in securities, including money market 

instruments." 

 

Importance/Significance of Mutual Funds 

1. Professional Management: You avail of the services of experienced and skilled 

professionals who are backed by a dedicated investment research team which analyses 

the performance and prospects of companies and selects suitable investments to achieve 

the objectives of the scheme.  Diversification: Mutual Funds invest in a number of 

companies across a broad  

2. cross-section of industries and sectors: This diversification reduces the risk because 

seldom do all stocks decline at the same time and in the same proportion. You achieve 

this diversification through a Mutual Fund with far less money than you can do on your 

own.   

3. Convenient Administration: Investing in a Mutual Fund reduces paperwork and helps 

you avoid many problems such as bad deliveries, delayed payments and unnecessary 

follow up with brokers and companies. Mutual Funds save your time and make investing 

easy and convenient. 

4. Return Potential: Over a medium to long term, Mutual Funds have the potential to 

provide a higher return as they invest in a diversified basket of selected securities.  

5.  Low Cost: Mutual Funds are a relatively less expensive way to invest compared to 

directly investing in the capital markets because the benefits of scale in brokerage, 

custodial and other fees translate into lower costs for investors.  

6.  Liquidity: In open-ended schemes, you can get your money back promptly at Net Asset 

Value (NAV) related prices from the Mutual Fund itself. With close-ended schemes, you 

can sell your units on a stock exchange at the prevailing market price or avail of the 

facility of repurchase through Mutual Funds at NAV related prices which some close-

ended and interval schemes offer you periodically.   

7. Transparency: You get regular information on the value of your investment in addition 

to disclosure on the specific investments made by your scheme, the proportion invested in 

each class of assets and the fund manager‘s investment strategy and outlook.   

8. Flexibility: Through features such as Systematic Investment Plans (SIP), Systematic 

Withdrawal Plans (SWP) and dividend reinvestment plans, you can systematically invest 

or withdraw funds according to your needs and convenience.   

9. Choice of Schemes: Mutual Funds offer a variety of schemes to suit your varying needs 

over a lifetime.   
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10. Well Regulated: All Mutual Funds are registered with SEBI and they function within the 

provisions of strict regulations designed to protect the interests of investors. The 

operations of Mutual Funds are regularly monitored by SEBI.   

11. Tax Benefits: Specific schemes of mutual funds (Equity Linked Savings Schemes) give 

investors the benefit of deduction of the amount invested, from their income that is liable 

to tax. This reduces their taxable income, and therefore the tax liability. 

 

(C) Factoring 

Factoring may broadly be defined as the relationship, created by an agreement, between the seller of 

goods/services and a financial institution called .the factor, whereby the later purchases the receivables 

of the former and also controls and administers the receivables of the former.  

 

Factoring may also be defined as a continuous relationship between financial institution (the factor) and 

a business concern selling goods and/or providing service (the client) to a trade customer on an open 

account basis, whereby the factor purchases the client’s book debts (account receivables) with or 

without recourse to the client - thereby controlling the credit extended to the customer and also 

undertaking to administer the sales ledgers relevant to the transaction. 

 

Types of Factoring 

 
 

▪ 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 turns out to be irrecoverable. 

 

▪ 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. 

 

 

https://businessjargons.com/wp-content/uploads/2017/06/types-of-factoring.jpg
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▪ 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. 

 

▪ 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. 

 

Functions of a Factoring 

 The purchase of book debts or receivables is central to the function of factoring permitting the factor to 

provide basic services such as:  

1. Administration of sellers’ sales ledger.  

2. Collection of receivables purchased.  

3. Provision of finance.  

4. Protection against risk of bad debts/credit control and credit protection.  

5. Rendering advisory services by virtue of their experience in financial dealings with customers. 

 

(D) Housing Finance 

The Housing Finance Company is yet another form of non-banking financial company which is engaged 

in the principal business of financing of acquisition or construction of houses that includes the 

development of plots of lands for the construction of new houses.  

 

The Housing Finance Company is regulated by the National Housing Bank. Any non-banking finance 

company can operate as a housing finance company, subject to the fulfillment of basic requirements as 

specified in the Companies Act, 1956. 

▪ The company should have its primary business of providing finance for housing, whether 

directly or indirectly. 

▪ The company should obtain a certificate of registration (COR) from the National Housing 

Bank (NHB). The company conducting such business without a COR is an offense punishable 

under the provisions of the National Housing Bank Act, 1987, also the NHB can demand the 

winding up of such company. 

▪ The company should have minimum Net Owned Fund of Rs 10 Crore. 
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Objectives of Housing Finance 

(a) To promote a sound, healthy viable and cost effective housing finance system to cater to all segments 

of the population and to integrate the housing finance system with the overall financial system. 

(b) To promote a network of dedicated housing finance institutions to adequately serve various regions 

and different income groups. 

(c) To augment resources for the sector and channelize them for housing. 

(d) To make housing credit more affordable. 

(e) To regulate the activities of housing finance companies based on regulatory and supervisory 

authority derived under the Act. 

(f) To encourage augmentation of supply of buildable land and also building materials for housing and 

to upgrade the housing stock in the country. 

(g) To encourage public agencies to emerge as facilitators and suppliers of serviced land, for housing. 

 

The National Housing Bank has the following functions: 

i. To promote and develop specialized housing finance institutions for mobilizing resources 

and extending credit for housing 

ii. To provide refinance facilities to housing finance institutions and scheduled banks 

iii. To provide guarantee and underwriting facilities to housing finance institutions 

iv. To formulate schemes for mobilization of resources and extension of credit for housing, 

especially catering to the needs of economically weaker sections of society 

v. To provide guidelines to housing finance institutions to ensure their healthy growth 

vi. To co-ordinate the working of all agencies connected with housing. 

 

(E) Venture Capital Finance 

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 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. 

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 
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Methods of Venture capital financing 

• Equity 

• participating debentures 

• conditional loan 

 

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

• Idea generation 

• Start-up 

• Ramp up 

• Exit 

 

Step 1: Idea generation and submission of the Business Plan 

The initial step in approaching a Venture Capital is to submit a business plan. The plan should include 

the below points: 

• There should be an executive summary of the business proposal 

• Description of the opportunity and the market potential and size 

• Review on the existing and expected competitive scenario 

• Detailed financial projections 

• Details of the management of the company 

There is detailed analysis done of the submitted plan, by the Venture Capital to decide whether to take 

up the project or no. 

 

Step 2: Introductory Meeting 

Once the preliminary study is done by the VC and they find the project as per their preferences, there is 

a one-to-one meeting that is called for discussing the project in detail. After the meeting the VC finally 

decides whether or not to move forward to the due diligence stage of the process. 

 

Step 3: Due Diligence 

The due diligence phase varies depending upon the nature of the business proposal. This process 

involves solving of queries related to customer references, product and business strategy evaluations, 

management interviews, and other such exchanges of information during this time period. 

 

Step 4: Term Sheets and Funding 

If the due diligence phase is satisfactory, the VC offers a term sheet, which is a non-binding document 

explaining the basic terms and conditions of the investment agreement. The term sheet is generally 

negotiable and must be agreed upon by all parties, after which on completion of legal documents and 

legal due diligence, funds are made available. 
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(F) Merchant Banking 

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 fee. Merchant 

banks are a specialist in international trade and thus, excel in transacting with large enterprises. 

 

Functions of Merchant Banking 

In serving corporations, merchant banks provide many functions that enhance how business is 

conducted, as well as the security of a corporation. Some of the functions of merchant banking include: 

• Fundraising: Merchant banks work domestically and internationally to help clients raise funds 

through investors, loans and other funding sources.  

 

• Project Management: Merchant banks handle projects for clients by conducting feasibility 

studies, designing funding plans and offering legal financial advice throughout the process.  

 

• Financial Advising: Merchant banks help clients design realistic financial plans and goals, and 

then craft a strategy for achieving those aims as quickly and easily as possible.  

 

• Brokering: Merchant banks buy and sell stocks on behalf of their clients in order to enhance 

their portfolios and help them reach their financial goals.  

 

• Restructuring: Merchant banks help companies reorganize their efforts to be more cost 

effective and efficient so they can get the most bang for their buck. They also assist with 

mergers, takeovers and other major shifts in company structure.  

 

• Underwriting: Merchant banks perform international underwriting for things like foreign 

investment, trade finance and real estate.  

 

• Financial Management: The merchant bank manages its clients' portfolios to help them feel 

more secure about financial decisions, as well as the timing of those decisions.  
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Unit 6: Development Financial Institutions (DFIs) 

 
6.1 Introduction 

A development finance institution (DFI) also known as a development bank or development finance 

company (DFC) is a financial institution that provides risk capital for economic development projects on 

non commercial basis. They are often established and owned by governments or charitable institutions 

to provide funds for projects that would otherwise not be able to get funds from commercial lenders. 

Some development banks include socially responsible investing and impact investing criteria into their 

mandates. Governments often use development banks to form part of their development aid or economic 

development initiatives. 

 

DFIs can include multilateral development banks, national development banks, bilateral development 

banks, microfinance institutions, community development financial institution and funds. These 

institutions provide a crucial role in providing credit in the form of higher risk loans, equity positions 

and risk guarantee instruments to private sector investments in developing countries.DFIs are typically 

backed by countries with developed economies. 

 

Objectives of Development Banks 

The main objectives of the development banks are 

1. to promote industrial growth, 

2. to develop backward areas, 

3. to create more employment opportunities, 

4. to generate more exports and encourage import substitution, 

5. to encourage modernization and improvement in technology, 

6. to promote more self employment projects, 

7. to revive sick units, 

8. to improve the management of large industries by providing training, 

9. to remove regional disparities or regional imbalance, 

10. to promote science and technology in new areas by providing risk capital, 

11. to improve capital market in the country. 

 

 

 

 

 

 

 

 

 

https://en.wikipedia.org/wiki/Financial_institution
https://en.wikipedia.org/wiki/Risk_capital
https://en.wikipedia.org/wiki/Economic_development
https://en.wikipedia.org/wiki/Socially_responsible_investing
https://en.wikipedia.org/wiki/Impact_investing
https://en.wikipedia.org/wiki/Development_aid
https://en.wikipedia.org/wiki/Economic_development
https://en.wikipedia.org/wiki/Economic_development
https://en.wikipedia.org/wiki/Multilateral_development_bank
https://en.wikipedia.org/wiki/National_development_bank
https://en.wikipedia.org/wiki/Microfinance_institution
https://en.wikipedia.org/wiki/Community_development_financial_institution
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Functions of Development Banks 

 

 
1. Small Scale Industries (SSI) 

Development banks play an important role in the promotion and development of the small-scale sector. 

Government of India (GOI) started Small industries Development Bank of India (SIDBI) to provide 

medium and long-term loans to Small Scale Industries (SSI) units. SIDBI provides direct project 

finance, and equipment finance to SSI units. It also refinances banks and financial institutions that 

provide seed capital, equipment finance, etc., to SSI units. 

 

2. Development of Housing Sector 

Development banks provide finance for the development of the housing sector. GOI started the National 

Housing Bank (NHB) in 1988. 

NHB promotes the housing sector in the following ways: 

1. It promotes and develops housing and financial institutions. 

2. It refinances banks and financial institutions that provide credit to the housing sector. 

 

http://kalyan-city.blogspot.com/2011/03/what-is-industry-meaning-classification.html
http://kalyan-city.blogspot.com/2010/11/what-is-capital-meaning-features-and.html
http://kalyan-city.blogspot.com/2012/02/what-is-production-definition-meaning.html
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3. Large Scale Industries (LSI) 

Development banks promote and develop large-scale industries (LSI). Development financial 

institutions like IDBI, IFCI, etc., provide medium and long-term finance to the corporate sector. They 

provide merchant banking services, such as preparing project reports, doing feasibility studies, advising 

on location of a project, and so on. 

 

4. Agriculture and Rural Development 

Development banks like National Bank for Agriculture & Rural Development (NABARD) helps in the 

development of agriculture. NABARD started in 1982 to provide refinance to banks, which provide 

credit to the agriculture sector and also for rural development activities. It coordinates the working of all 

financial institutions that provide credit to agriculture and rural development. It also provides training to 

agricultural banks and helps to conduct agricultural research. 

 

5. Enhance Foreign Trade 

Development banks help to promote foreign trade. Government of India started Export-Import Bank of 

India (EXIM Bank) in 1982 to provide medium and long-term loans to exporters and importers from 

India. It provides Overseas Buyers Credit to buy Indian capital goods. It also encourages abroad banks 

to provide finance to the buyers in their country to buy capital goods from India. 

 

6. Review of Sick Units 

Development banks help to revive (cure) sick-units. Government of India (GOI) started 

Industrial investment Bank of India (IIBI) to help sick units. 

IIBI is the main credit and reconstruction institution for revival of sick units. It facilitates modernization, 

restructuring and diversification of sick-units by providing credit and other services. 

 

7. Entrepreneurship Development 

Many development banks facilitate entrepreneurship development. NABARD, State Industrial 

Development Banks and State Finance Corporations provide training to entrepreneurs in developing 

leadership and business management skills. They conduct seminars and workshops for the benefit of 

entrepreneurs. 

 

8. Regional Development 

Development banks facilitate rural and regional development. They provide finance for starting 

companies in backward areas. They also help the companies in project management in such less-

developed areas. 

 

 

http://kalyan-city.blogspot.com/2011/10/what-is-merchant-banking-meaning.html
http://kalyan-city.blogspot.com/2011/03/what-is-foreign-trade-types-and.html
http://kalyan-city.blogspot.com/2011/06/what-is-investment-meaning-and-types-of.html
http://kalyan-city.blogspot.com/2010/11/what-is-entrepreneur-qualities-or.html
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9. Contribution to Capital Markets 

Development banks contribute the growth of capital markets. They invest in equity shares and 

debentures of various companies listed in India. They also invest in mutual funds and facilitate the 

growth of capital markets in India. 

 

 6.2 Industrial Finance Corporation of India (IFCI) 

Government of India set up the Industrial Finance Corporation of India (IFCI) in July 1948 under a 

special Act. This is the first financial institution set up in India with the main object of making medium 

and long term credit to industrial needs. 

The Industrial Development Bank of India, Scheduled banks, insurance companies, investment trusts 

and co-operative banks are the shareholders of IFCI. The Union Government has guaranteed the 

repayment of capital and the payment of a minimum annual dividend. 

The corporation is authorised to issue bonds and debentures in the open market, to borrow foreign 

currency from the World Bank and other organisations, accept deposits from the public and also borrow 

from the Reserve Bank. 

The authorised share capital of the IFCI was Rs. 10 crore at the initial stage, According to the Industrial 

Finance Corporation (Amendment) Act, 1986, the authorised capital of the corporation has been raised 

from Rs. 100 crore to Rs. 250 crore (the authorised capital may be fixed by the government of India by 

notification from time to time) 

 

Functions: 

The functions of the IFCI base as follows: 

(i) The corporation grants loans and advances to industrial concerns. 

(ii) Granting of loans both in rupees and foreign currencies. 

(iii) The corporation underwrites the issue of stocks, bonds, shares etc. 

(iv) The corporation can grant loans only to public limited companies and co-operatives but not to 

private limited companies or partnership firms. 

 

Organization and Management: 

The Head Office of the IFCI is in New Delhi. It has also established its Regional offices in Bombay, 

Chennai, Kolkata, Chandigarh, Hyderabad, Kanpur and Guwahati. The branch office of IFCI is located 

in Bhopal, Pune, Jaipur, Cochin, Bhubaneswar, Patna, Ahmedabad and Bangalore. 

 

The IFCI is managed by a Board of Directors, headed by a Chairman, who is appointed by the 

Government of India, in consultation with RBI. The chairman holds his position for a period of 3 years, 

subject to extension. 

http://kalyan-city.blogspot.com/2010/09/what-is-capital-market-meaning.html
http://kalyan-city.blogspot.com/2012/02/what-is-mutual-fund-investment-meaning.html
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Of the 12 directors, 4 are nominated by the IDBI, three of whom are experts in the fields of industry, 

labour and economics and the fourth is the General Manager of the IDBI. The remaining 8 directors are 

nominated. 

Two directors are nominated for a term of 4 years by each of the following-scheduled banks, co-

operative banks, insurance companies and investment companies making up eight directors. 

 

Activities of the IFCI: 

The promotional activities of IFCI are explained below: 

1. Soft Loan Assistance: 

This scheme provides soft loan assistance to existing industries in small and medium sector for 

developing technology through in-house research and development. 

 

2. Entrepreneur Development: 

IFCI provides financial support to EDPs (Entrepreneur Development Programmes) conducted by several 

agencies all-over India. In co-operation with Entrepreneurship Development Institute of India. 

 

3. Industrial Development in Backward Areas: 

IFCI also take measures to promote industrial development in backward areas through a scheme of 

concessional finance. 

 

4. Subsidized Consultancy: 

The IFCI gives subsidized consultancy for, 

(i) Small Entrepreneurs for Meeting the Cost of Project. 

(ii) Promoting Ancillary Industries 

(iii) To do the Market Research. 

(iv) Reviving Sick Units. 

(v) Implementing Modernization. 

(vi) Controlling Pollution in Factories. 

 

5. Management Development: 

To improve the professional management the IFCI sponsored the Management Development Institute in 

1973. It established the Development Banking Centre to develop managerial, manpower in industrial 

concern, commercial and development banks. 
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Working of the IFCI: 

The working of the IFCI came in for a large measure of criticism. In the first place, the rate of interest 

which the corporation charged was extremely high. Secondly, there was a great delay in sanctioning 

loans and in making the amount of the loans available. 

Thirdly, the ‘corporation’s insistence on the personal guarantee of managing directors in addition to the 

mortgage of property was considered wrong In the last two decades the corporation had entered into new 

lines of activity, viz, underwriting debentures and shares and guaranteeing of deferred payment in 

respect of imports from abroad of plant an equipment by industrial concerns and subscribing to stocks 

and shares of industrial concerns directly Besides, the performance of IFCI together with the work of 

other public sector financial institutions has been extremely credit worthy in the last two decades. 

 

6.3 Small Industries Development Bank of India (SIDBI) 

Small Industries Development Bank of India (SIDBI) helps small scale industrial units by refinancing 

loans extended by primary lending institutions. It serves as a major financial institution for Micro, Small 

and Medium Enterprises (MSME) sectors. They help MSMEs get the funds that they need to grow, 

market, develop and commercialize the products that they create. SIDBI’s key initiatives over 25 years 

have been: 

• Providing an assistance of around Rs. 5.40 lakh crore to the MSME sector 

• Extending loans to lakhs of disadvantaged people, mostly women, through its Microfinance operations 

• Supporting budding and existing entrepreneurs by taking initiatives to help them build their skills. 

 

Objectives of SIDBI 

1. To promote marketing of products of small scale sector. 

2. To upgrade technology and also undertaking modernization of small scale units. 

3. To provide more financial assistance to small scale ancillary and tiny sector. 

4. To encourage employment oriented industries. 

5. To coordinate all the other institutions involved in the promotion of small scale industries. 

 

Functions of Small Industries Development Bank of India (SIDBI): 

• SIDBI refinances loans that are extended by financial institutions to small scale industries 

• Helps in expanding marketing channels for the products of Small Scale Industries 

• It offers services like factoring, leasing etc to small-scale sector 

• Promotes employment opportunities across small scale industries in semi-urban areas 

• Initiates steps towards technology upgradations 

• Enables credit flow as working capital or as term loans to Small Scale Industries. 
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Benefits of Small Industries Development Bank of India 

• Tailor-made - The loans are designed by SIDBI in such a way that it meets the requirements of the 

enterprises. If the original categories does not suit one's needs, then SIDBI will always assist in getting 

funds in the right manner. 

• Size - Loans are given to the industries vary and change depending on the size of the enterprise. 

• Attractive Rate of Interest - SIDBI has collaborations with banks and financial institutions, and it 

receives the loan from them at a concessional rate of interest, and the same benefit is passed on to the 

industries. SIDBI has the tie-up with World Bank, Japan International Co-operative Agency. 

• Venture & Equity Funding - SIDBI Venture Capital Limited is a wholly owned subsidiary of SIDBI. 

It provides capital to the MSMEs sector for growth through equity funding. 

• Subsidies - SIDBI helps entrepreneurs to take benefit of various schemes that the government offers at 

relaxed terms and concessional rates. SIDBI has a good understanding and in-depth knowledge of 

multiple loans and plans provided by the government. With this experience, it helps MSMEs to take the 

best decision for their company. 

• Transparency - The process and the rate structure is transparent in nature. There are no hidden 

charges which the companies have to pay. 

 

 

6.4 State Finance Corporation (SFCs) 

At the time of setting up of the Industrial Finance Corporation of India, the necessity of establishing 

similar other institutions at the state level for assisting the smaller industrial concern had not been 

recognized because it was not possible for a single institution to satisfy the capital needs of smaller 

concerns spreaded all over the country. In 1951, the State Financial Corporation was passed by the 

Central Government to create a separate financial corporation for the states. The S.F.C. meets the 

financial requirements of small industrial concerns in the private sectors. 

 

Objectives and Scopes: 

      The main objectives of the S.F.C are to provide financial assistance to medium and small scale 

industries which are outside the scope of I.F.C.I. The main function of S.F.C. is limited within its states. 

It covers not only public limited companies but also private limited companies, partnership firms and 

proprietary concerns. 

 

Functions Of SFC: 

The main functions of S.F.C. are as follows: 

1.It grants loan and advances to industrial concerns that are repayable within the maximum period of 20 

years. 

2.It subscribes the shares and debentures of industrial concerns. 
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3.It underwrites the shares and debentures of the industrial concerns. 

4.It guarantees loans raised by the industrial concerns repayable within 20 years. 

5.Guarantees deferred payments for purchase of capital goods with India. 

6.It acts as an agent of the State and central Government. 

 

 According to section 2(C) of the SFC Act 1951 as amended in 1961, the SFC can assist an industrial 

concern that is engaged in any of the following activities: 

1.Manufacture, preservation or processing of goods 

2.Hotel Industries 

3.Road Transport 

4.Generation or distribution of electricity or any other form of power 

5.Development of any area of land as industrial estate. 

6.Fishing or providing facilities for fishing or manufacture of fish products. 

7.Providing special or technical knowledge or other services for the promotion of industrial growth. 

  

SFC provides foreign exchange loans under World Bank schemes. The SFC occupies an important place 

as an institution for industrial development in the country. The major beneficiaries of the SFC are 

assistances are the following industries: 

1.Food Processing 

2.Textile Chemical and Chemical Products 

3.Metal Production 

4.Cement. 

 

Organization and Management: 

The State Finance Corporations management is vested in a Board of ten directors. The State 

Government appoints the managing director generally in consultation with the Reserve Bank and 

nominates three other directors. 

The insurance companies, scheduled banks, investment trusts, co-operative banks and other financial 

institutions elect three directors. Thus, the majority of the directors are nominated by the government 

and quasi-government institutions 

 

Working of SFCs: 

The government of India passed the State Financial Corporation Act in 1951 and made it applicable to 

all the States. The authorized Capital of a State Financial Corporation is fixed by the State government 

within the minimum and maximum limits of Rs. 50 lakh and Rs. 5 crore and is divided into shares of 

equal value which were taken by the respective State Governments, the Reserve Bank of India, 

scheduled banks, co-operative banks, other financial institutions such as insurance companies, 

investment trusts and private parties. 
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The shares are guaranteed by the State Government. The SFCs can augment its fund through issue and 

sale of bonds and debentures, which should not exceed five times the capital and reserves at Rs. 10 

Lakh. 

 

6.5 National Small Scale Industrial Development Corporation (NSSIDC) 

The National Small Industries Corporation Ltd. (NSIC), an ISO 9000 certified company, since its 

establishment in 1955, has been working to fulfill its mission of promoting, aiding and fostering the 

growth of small-scale industries and industry related small-scale services/businesses in the country. 

Over a period of six decades of transition, growth and development, the NSIC has proved its strength 

within the country and abroad by promoting modernization, up gradation of technology, quality 

consciousness, strengthening linkages with large and medium enterprises and enhancing export projects 

and products from small-scale enterprises. 

 

At present, the NSIC operates through 6 Zonal Offices, 26 Branch Offices, 15 Sub-offices, 5 Technical 

Services Centres, 3 Extension Centres and 2 Software Technology Parks supported by a team of over 

5000 professionals spread across the country. To manage operations in Gulf and African countries, the 

NSIC operates from its offices in Dubai and Johannesburg. 

 

Functions of NSIC: 

NSIC provides a wide range of services, predominantly promotional in character, to small-scale 

industries.Its main functions are to: 

a. Provide machinery on hire-purchase scheme to small-scale industries. 

b. Provide equipment leasing facility. 

c. Help in export marketing of the products of small-scale industries. 

d. Participate in bulk purchase programme of the Government. 

e. Develop prototype of machines and equipments to pass on to small-scale industries for commercial 

production. 

f. Distribute basic raw material among small-scale industries through raw material depots. 

g. Help in development and up-gradation of technology and implementation of modernization 

programmes of small-scale industries. 

h. Impart training in various industrial trades. 

i. Set up small-scale industries in other developing countries on turn-key basis. 

j. Undertake the construction of industrial estates. 

 

NSIC carries forward its mission to assist small enterprises with a set of specially tailored schemes 

designed to put them in competitive and advantageous position. The schemes comprise of facilitating 

marketing support, credit support, technology support, and other support services. 

These are discussed in seriatim as follows: 
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A. Marketing Support: 

Marketing, a Strategic tool for business development, is critical to the growth and survival of small 

enterprise in today’s intensely competitive market. NSIC acts as a facilitator to promote small industries 

products and has devised a number of schemes to support small enterprises in their marketing efforts, 

both in and outside the country. These schemes are briefly discussed as under: 

 

1.Consortia and Tender Marketing: 

Small enterprises in their individual capacity face problems to procure and execute large orders, which 

inhibit and restrict their growth. NSIC accordingly adopts Consortia approach and forms consortia of 

units manufacturing the same products; thereby easing out marketing problems of SSIs. NSIC explores 

the market and secures orders for bulk quantities. These orders are then distributed to small units in tune 

with their production capacity. 

 

2.Single Point Registration for Government Purchase: 

NSIC operates a Single Point Registration Scheme under the Government Purchase Programme, 

wherein the registered SSI units get purchase preference in Government Purchase Programme, 

exemption from payment of Earnest Money Deposit etc. 

 

The units registered under this scheme get the following facilities: 

a. Issue of tender sets free of cost. 

b. Advance intimation of tenders issued by DGS&D. 

c. Exemption from payment of earnest money. 

d. Waiver of security deposit up to the monetary limit for which the unit registered. 

e. Issue of competency certificate in case the value of an order exceeds the monetary limit, after due 

verification. 

 

3.Exhibitions and Technology Fairs: 

To showcase the competencies of Indian SSIs and to capture market opportunities, NSIC participates in 

select International and National Exhibitions and Trade Fairs every year. NSIC facilitates the 

participation of the small enterprises by providing concessions in rental, etc. Participation in these events 

exposes SSI units to international practices and enhances their business skills. 

 

4.Buyer-Seller Meets: 

Bulk and departmental buyers such as the Railways, Defence, Communication departments and large 

companies are invited to participate in buyer-seller meets to enrich SSI units’ knowledge regarding 

terms and conditions, quality standards, etc. required by the buyer. 
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5.Export of Products and Projects: 

NSIC is a recognized export house and exporting products and projects of small industries of India to 

other countries. The major areas of operation are: 

a. Exports of products such as handicrafts, leather items, hand tools, pipes/ fittings, builders’ hardware 

etc.  

b. Supply of small industry products on turnkey basis. 

 

B. Credit Support: 

NSIC provides credit support to small enterprises in the following areas: 

 

1.Equipment Financing: 

The Corporation is facilitating small enterprises in securing loans for purchase of equipment and 

machinery. 

 

2.Tie-up with Commercial Banks: 

To meet the credit requirements of small enterprises, NSIC has tied up with commercial banks for 

sanction of term loans and working capital facilities as per the convenience of the small enterprises. The 

accreted small enterprises under the performance and credit rating scheme of NSIC will stand at a good 

chance to get the credit from these commercial banks at liberal rates. 

 

3.Financing for Procurement of Raw Material (Short-Term): 

NSIC’s Raw Material Assistance Scheme aims at helping small-scale industries/enterprises by way of 

financing the purchase of raw material (both indigenous and imported). 

 

The salient features of the scheme are: 

a. Financial assistance for procurement of raw materials up to 90 days. 

b. Bulk purchase of basic raw materials at competitive rates. 

c. NSIC facilitates import of scarce raw materials. 

d. NSIC takes care of all the procedures, documentation & issue of letter of credit in case of imports. 

 

4.Financing of Marketing Activities: 

NSIC facilitates financing of marketing activities such as Internal Marketing, Exports and Bill 

Discounting, Finance through syndication with banks. In order to ensure smooth credit flow to small 

enterprises, NSIC is entering into strategic alliances with commercial banks to facilitate long-

term/working capital financing of the small enterprises across the country. The arrangement envisages 

forwarding of loan applications of the interested small enterprises by NSIC to the banks and sharing the 

processing fee. 
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5.Performance and Credit Rating Scheme for Small Industries: 

By providing performance and credit rating scheme, NSIC enables small enterprises to ascertain the 

strengths and weaknesses of their existing operations and take corrective measures to enhance their 

organizational strength. 

 

The scheme is operated through empaneled agencies like CARE, CRISIL, ICRA ONICRA and SMERA. 

Small enterprises have the liberty to choose among any of the rating agencies empaneled with NSIC. 

Rating agencies will charge the credit rating fee according to their policies. 

 

The benefits the small enterprises derive from these agencies are as follows: 

a. An independent, trusted third party opinion on capabilities and credit worthiness of SSI units. 

b. Facilitate prompt credit decisions from banks on proposals of SSI units. 

c. 75 % of the credit rating fee subject to a maximum of Rs. 25,000/- will be reimbursed to the small 

enterprise having a turnover up to Rs. 50 lakhs by way of grants. 

d. 75 % of the credit rating fee subject to a maximum of Rs. 30,000/ reimbursed to the small enterprise 

having a turnover above Rs. 50 lakhs to Rs. 200 lakhs by way of grants. 

e. 75 % of the credit rating fee subject to a maximum of Rs. 40,000/- will be reimbursed to the small 

enterprise having a turnover above Rs. 200 lakhs by way of grants. 

f. The accredited small enterprises under the scheme will benefit from commercial banks. 

g. The credit rating also improves the market image of the small enterprise in domestic and international 

markets. 

 

C. Technology Support: 

Technology is the key to enhancing an enterprise’s competitive advantage in today’s dynamic 

information age. Small enterprises need to develop and implement a technology strategy in addition to 

financial, marketing and operational strategies and adopt the one that helps integrate their operations 

with their environment, customers and suppliers. 

 

NSIC offers small enterprises the following support services through its Technical Services Centers and 

Extension Centres: 

a. Advising on application of new techniques. 

b. Material testing facilities through accredited laboratories. 

c. Product design including CAD. 

d. Common facility support in machining, EDM, CNC, DNC etc. 

e. Energy and environment services at selected centres. 

f. Classroom and practical training for skill up gradation. 
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6.6 Mudra Bank 

'Micro Units Development and Refinance Agency Bank (or 'MUDRA Bank is a public sector financial 

institution in India. It provides loans at low rates to micro-finance institutions and non-banking financial 

institutions which then provide credit to MSMEs. It was launched by Prime Minister Narendra Modi on 

8 April 2015. 

Primary Products of Mudra: 

 
 

6.7 Bharatiya Mahila Bank 

Bharatiya Mahila Bank (BMB) was an Indian financial services banking company based in Mumbai, 

India. Former Indian Prime Minister Manmohan Singh inaugurated the system on 19 November 2013 on 

the occasion of the 96th birth anniversary of former Indian Prime Minister Indira Gandhi. As part of the 

Modi government's banking reforms and to ensure greater banking outreach to women, the bank merged 

with State Bank of India on 1 April 2017.  

While being run by women, and lending exclusively to women, the bank allowed deposits to flow from 

everyone. India was the third country, after Pakistan and Tanzania, to have a bank exclusively to benefit 

women. 

 

Banking for women 

In India, only 26% of women have an account with a formal financial institution, compared with 46% of 

men. This has changed after the initiation of Pradhan Manthri Jan Dhan Yojana – accounts of women 

jumped radically to 60%. That means an account in either a bank, a credit union, a co-operative, post 
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office or a microfinance institution, according to a study by the World Bank. Also, for women, per 

capita credit is 80 per cent lower than males.  

Furthermore, the results of a study using a global dataset covering 350 Microfinance Institutions (MFIs) 

in 70 countries indicates that more women clients is associated with lower portfolio-at-risk, lower write-

offs, and lower credit-loss provisions, ceteris paribus. Provision. 

 

Objective 

The bank placed an emphasis on funding for skills developments to help in economic activity. 

Moreover, the products were designed in a manner to give a slight concession on loan rates to women.  

The bank also aimed to inspire people with entrepreneurial skills and, in conjunction with NGOs, 

planned to locally mobilise women to train them in vocations like toy-making or driving tractors or 

mobile repairs, according to Usha Ananthasubramanian (CMD).  

One of the other objectives of the bank was to promote asset ownership amongst women customers. 

Studies have shown that asset ownership amongst women reduces their risk of suffering from domestic 

violence.  

 

Capital 

The Bank's initial capital consisted of Rs 1,000 crores. The government planned to have 25 branches of 

the said bank by the end of March 2014 and 500 branches by 4th year of operation (2017). As on date of 

merger it had 103 Branches. 

US-based FIS Global, in partnership with Wipro was providing IT systems at the country's first women-

focussed bank.  

 

Branches 

The bank had 103 branches and was planning to open more than 700 branches within next two years. 

Bharatiya Mahila Bank's branches were located in Mumbai-Nariman Point, Central Mumbai-Ghatkopar, 

Thane, Pune, Patna, Noida, Chandigarh, Bhubaneshwar, Panchkula, Kochi, Vadodara, Ahmedabad, 

Indore, Bhopal, New Delhi-Nehru Palace, New Delhi-Model Town, Chandigarh, Gurgaon, Patna, 

Ranchi, Raipur, Guwahati, Shimla, Shillong, Gangtok, Thiruvananthapuram, Chennai, Coimbatore, 

Madurai, Bengaluru, Mangalore, Hyderabad, Visakhapatnam, Jaipur, Alwar, Dholpur, Komargiri, 

Kakinada, Goa-Panji, Agartala, Agra, Haridwar, Kanpur, Lucknow, Dehradun, Doddapalya, Kutiyatu, 

Murshidabad and Lalithadripura. 

The merger of this bank with SBI would mean 103 branches and business of Rs. 1,600 crores added to 

SBI.  

 

Key management 

Bharatiya Mahila Bank was wholly owned by Government of India. Initially the bank had a board of 

directors consisting of eight women. Mrs. Usha Ananthasubramanian was the chairman and managing 
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director and SM Swathi was executive director. The board consisted of a business graduate sarpanch 

from Rajasthan, Chhavi Rajawat, Dalit entrepreneur Kalpana Saroj, who turned around a tubes business, 

retired public banker Nupur Mitra, academic Pakiza Samad, private equity professional Renuka 

Ramnath, Godrej Group executive Director Tanya Dubash and a government nominee. Details can be 

seen on the bank's website www.bmb.co.in. 

One of the key objective of the Bank was focus on the banking needs of women and promote economic 

empowerment through women's growth and developments. The largest branch by way of volume of 

business, Mumbai Branch situated in the iconic Air India Building was headed by A.J. Gogoi, Chief 

Manager, deputed from United Bank of India. 

 

Criticism 

The bank has been criticised as adopting a segregationist approach to gender equality. Uma Shashikant 

of The Hindu writes: 

Women-only banks are another instance of wanting to treat women ‘differently’. We guise this in many 

forms, some in garbs of reverence, some as protection, but they are all forms of discrimination that 

promote gender-based stereotyping. Women-only organizations stem from this eagerness to patronize 

women in the name of preferential treatment. 
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Unit 7: Investment Institutions in India 

 

7.1 Unit Trust of India (UTI) 

Unit Trust of India (UTI) is a statutory public sector investment institution which was set up in February 

1964 under the Unit Trust of India Act, 1963. 

UTI began operations in July 1964. It provides opportunity for small-savers to invest in areas where 

their risk is diversified. 

The Unit-holders, if necessary, can sell their units to UTI at the prices determined by UTI. One of the 

attractions is that the investment in UTI has an income-tax rebate and the income from the UTI is 

exempted; from income-tax subject to certain limits. 

 

Objectives: 

The primary objectives of the UTI are: 

(i) To encourage and pool the savings of the middle and low income groups. 

(ii) To enable them to share the benefits and prosperity of the industrial development in the country. 

 

Organization and Management:  

UTI was established with an initial capital of Rs. 5 crore, contributed by the RBI, LIC, SBI and its 

subsidiaries and scheduled banks and financial institutions. The initial capital of Rs. 5 crore was divided 

into 1,000 certificates of Rs. 50,000 each. To supplement its financial resources, the trust can borrow 

from the Reserve Bank of India, the amount being repayable on demand’ or within a period of 18 

months. 

UTI is managed by a Board of Trustees, consisting of a chairman and four members nominated by 

Reserve Bank of India, one member nominated by LIC, one member nominated by the State Bank of 

India, and two members elected by the contributing institutions. 

 

Functions of UTI: 

The UTI functions are discussed below: 

(i) To accept discount, purchase or sell bills of exchange, promissory note, bill of lading, warehouse 

receipt, documents of title to goods etc., 

(ii) To grant loans and advances. 

(iii) To provide merchant banking and investment advisory service. 

(iv) To provide leasing and hire purchase business. 

(v) To extend portfolio management service to persons residing outside India. 

(vi) To buy or sell or deal in foreign exchange dealings. 

(vii) To formulate unit scheme or insurance plan in association with or as agent of GIC. 

(viii) To invest in any security floated by the Central Government, RBI or foreign bank. 
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Activities of UTI: 

The UTI can sell and purchase the units issued by it, investing, acquire, hold or dispose off securities. 

Keep money on deposit with the scheduled banks and undertake related functions incidental or 

consequential to that. All the units issued by the UTI are of the value of Rs. 10 each. These units were 

put on sale at face value and thereafter at prices fixed daily by the UTI. Units can be purchased in ten or 

multiples of ten. 

 

Schemes of UTI: 

The familiar schemes of UTI are given below: 

(i) Unit scheme—1964. 

(ii) Unit Linked Insurance Plan—1971. 

(iii) Children Gift Growth Fund Unit Scheme—1986. 

(iv) Rajyalakhmi Unit Scheme—1992. 

(v) Senior Citizen’s Unit Plan—1993. 

(vi) Monthly Income Unit Scheme. 

(vii) Master Equity Plan—1995. 

(viii) Money Market Mutual Fund—1997. 

(ix) UTI Growth Sector Fund—1999. 

(x) Growth and Income Unit Schemes. 

 

Advantages of Unit Trust: 

The advantages of Unit Trust are: 

(i) The investment is safe and the risk is spread over a wide range of securities. 

(ii) The Unit-holders will be getting regular and good income, as 90 percent of its income will be 

distributed. 

(iii) Dividends up to Rs. 1,000 received by the individual are exempt from income-tax. 

(iv) There is a high degree of liquidity of investment as the units can be sold back to the trust at any time 

at prices fixed by trust. 

 

7.2 Life Insurance Companies 

The Life Insurance Corporation of India (LIC) came into existence on July 1, 1956 and the LIC began to 

function on September 1, 1956. 

The LIC gets a large amount of insurance premium and has been investing in almost all sectors of the 

economy, viz, public sector, private sector, co-operative sector, Joint Sector and now it is one of the 

biggest term-lending institutions in the country. LIC was established to spread the message of Life 

Insurance in the country and mobilise people’s savings for nation-building activities. 
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Organization and Management: 

LIC with its central office in Mumbai and seven Zonal offices at Mumbai, Kolkata, Delhi, Chennai 

Hyderabad, Kanpur and Bhopal operates through 100 divisional offices in important cities and 2048 

branch offices. As on March 31, 2003 LIC had 9.88 lakh agents spread over the country. LIC also 

entered the international insurance market and opened its offices in England, Mauritius and Fiji. 

 

Objectives of LIC: 

The important objectives of LIC are as follows: 

(i) To mobilise maximum savings of the people by making insured savings more attractive. 

(ii) To extend the sphere of life insurance and to cover every person eligible for insurance under 

insurance umbrella. 

(iii) To act as trustees of the insured public in their individual and collective capacities. 

(iv) Promote all employees and agents of the LIC, in the sense of participation and job satisfaction 

through discharge of their duties with dedication towards achievement of LIC objectives. 

(v) To ensure economic use of resources collected from policy holders. 

(vi) To conduct business with utmost economy and with the full realization that the money belong to the 

policy holders. 

 

Activities of LIC: 

The LIC subscribes to and underwrites the shares, bonds and debentures of several financial 

corporations and companies and grants term-loans. It maintains a relationship with other financial 

institutions such as IDBI, UTI, IFCI, etc. for coordination of its investment. 

The LIC is a powerful factor in the securities market in India. It subscribes to the share capital of 

companies, both preference and equity and also to debentures and bonds. Its shareholding extends to a 

majority of large and medium sized non-financial companies and is significant in size. 

It is no doubt to say that the LIC acts as a kind of downward stabilizer of the share market, as the 

continuous inflow of fresh funds enables it to buy even when the share market is weak. 

 

Investment Policy: 

The investment policy of the LIC of India should bring a fair return to policy holders consistent with 

safety. Since the funds at the disposal of the LIC are in the nature of the trust money, they should be 

invested in such securities which do not diminish in value and give the highest possible return. 

In other words, principles of safety, yield, liquidity and distribution should be taken into consideration 

while investing insurance funds. The way in which these funds are invested is a great significance not 

only to policy holders but also to the entire economy. 
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7.3 Non- Life Insurance Companies 

GIC Re or GIC of India is a state owned enterprise in India. It was incorporated on November 22, 1972 

under Companies Act, 1956. GIC Re has its registered office and headquarters in Mumbai. It was the 

sole reinsurance company in the Indian insurance market until the insurance market was open to foreign 

reinsurance players by late 2016 including companies from Germany, Switzerland and France. GIC Re's 

shares are listed on BSE Limited and National Stock Exchange of India Ltd. GIC Re was ranked in 

Forbes' list of World's Best Employers and Top Regarded Companies in 2019. 

 

Organization 

The business of general insurance was nationalized through The General Insurance (Emergency) 

Provisions Ordinance promulgated on May 13, 1971 and thereby the business being carried on by 107 

entities was consolidated and restructured into four companies namely The New India Assurance 

Company Limited, Bombay, United India Fire & General Insurance Company Limited, Madras, Oriental 

Fire & General Insurance Company Limited, Bombay and National Insurance Company Limited, 

Calcutta (New India Assurance Co. Ltd., United India Insurance Co. Ltd., The Oriental Insurance Co. 

Ltd., and National Insurance Company Co. Ltd. respectively). 

 

The General Insurance Business (Nationalization) Act, 1972 (GIBNA) that followed paved the way for 

the Government to take over ownership of these businesses. Accordingly, GIC was incorporated on 

November 22, 1972 as a private company under Companies Act, 1956 in Bombay and received its 

Certificate for Commencement of Business on January 1, 1973. 

 

GIC’s stated role was to function as the holding company of the four companies, and superintend, 

control and carry on the business of General insurance on behalf of the Government of India. 

The first Chairman of GIC was A Rajagopalan, an Actuary and an officer of the Indian Administrative 

Service (IAS). M K Venkateshan and S K Desai were appointed the two Managing Directors of GIC. 

 

On January 1, 1973, GIC was notified as the reinsurer under Section 101 A of Insurance Act, 1938[6], 

making it the Indian reinsurer for receiving obligatory cessions, a role hitherto played by two companies 

called India Reinsurance Corporation Limited (India Re) and Indian Guarantee and General Insurance 

Company Limited (Indian Guarantee). 

GIC was reborn as a pure reinsurance company in November, 2000. It was re-notified as ‘Indian 

reinsurer’ under Insurance Act, 1938 and continued to receive obligatory cessions from direct insurers. It 

continued writing foreign inward reinsurance business purely on its own account from April 1, 2002. 

 

With effect from March 21, 2003, the four subsidiaries were delinked from GIC by an administrative 

order from the Ministry of Finance and became directly owned by the Government. 

Retaining its name, the company rebranded itself as “GIC Re” to denote its new identity. 

 

 

 



                      DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

                    Subject: BANKING & FINANCE II (3421)                   CLASS: TYB.Com (2013 PATTERN) 

 

   PROF. KAVITA PAREEK                                                                                                                            www.dacc.edu.in 

                                                                                  

Operations 

All direct general insurance companies of India are required by law to cede a mandatory percentage of 

every policy value to GIC Re subject to some limitations and exceptions. This percentage of cession is 

decided by the IRDAI on an annual basis. 

 

As GIC Re spreads its wings to emerge as an effective reinsurance solutions partner for the Afro-Asian 

region and has started leading the reinsurance programmes of several insurance companies in SAARC 

countries, South East Asia, Middle East and Africa. GIC Re has its liaison/representative/branch offices 

in Delhi, Chennai, Dubai, Malaysia, London and Moscow. 

 

In April 2020, GIC Re’s Operations in Brazil got status upgrade from ‘occasional reinsurer’ to ‘admitted 

reinsurer’ by the Brazilian Superintendence of Private Insurance (SUSEP). It was published in the 

Brazilian Gazette on April 14, 2020. 

 

Reinsurance Operations 

Reinsurance is insurance that an insurance company purchases from another insurance company to 

insulate itself (at least in part) from the risk of a major claims event. With reinsurance, the company 

passes on ("cedes") some part of its own insurance liabilities to the other insurance company. The 

company that purchases the reinsurance policy is called a "ceding company" or "cedent" or "cedant" 

under most arrangements.  

The company issuing the reinsurance policy is referred simply as the "reinsurer". In the classic case, 

reinsurance allows insurance companies to remain solvent after major claims events, such as major 

disasters like hurricanes and wildfires. In addition to its basic role in risk management, reinsurance is 

sometimes used to reduce the ceding company's capital requirements, or for tax mitigation or other 

purposes. 

 

7.4 Post Office Savings Schemes 

India Post, which controls the postal chain of the country, also provides several deposit avenues for 

investors, commonly known as post office saving schemes. These schemes were introduced to provide 

investment avenues and inculcate savings discipline among Indians from across economic classes. Every 

post office provides these savings schemes to enable individuals from across India to apply and enrol 

easily. 

 

Types of Savings Schemes Available 

Presently, the government provides 9 postal saving schemes for investment by the general masses. They 

are enumerated below. 

1. Public Provident Fund (PPF) 

PPF is one of the preferable schemes and is available with a lock-in period of 15 years. Nonetheless, 

investors can avail partial withdrawal after 5 years. A minimum deposit of Rs. 500 per year is required  

to keep the account active. 
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2.National Savings Certificate (NSC) 

You can invest in NSC with a small deposit amount of Rs. 100 as a single individual, jointly or as a 

guardian of a minor. The lock-in period for this scheme is 5 years. Also, the annual interest on NSCs is 

re-invested and paid out as an accumulated amount at the time of maturity. 

 

3.Post Office Monthly Income Scheme  

This post office monthly savings scheme is another reliable savings instrument that allows you to invest 

a maximum of Rs. 4.5 Lakh individually and Rs. 9 Lakh jointly. As an MIS plan, it allows investors to 

generate a steady monthly income. 

 

4.Sukanya Samriddhi Account 

SSY Scheme Under this Indian post office saving scheme, parents or legal guardians of any girl child up 

to 10 years of age are eligible to open this account in the child’s name. A maximum of 2 accounts is 

allowed for a household for two daughters individually. Once the child reaches 21 years of age, she is 

eligible to claim the maturity amount. 

 

Maturity of the account also differs as per the girl child’s age on the date of enrolment. Thus, with a 

limit of up to 10 years of age, the maturity term will be accordingly extended from 21 years of age. Like, 

if the child was 5 years old on the date of enrolment, the year of maturity will be 21 years + 5 years, i.e., 

26 years. 

 

5.Senior Citizen Savings Scheme 

Investors who are 60 years old, or 55 years old in case of voluntary retirement, can deposit up to Rs. 15 

lakhs over their lifetime in a Senior Citizen Savings Scheme to earn regular interest income. The plan 

also comes with a lock-in period of 5 years. 

 

6.Post Office Savings Account 

You can also open a savings account with the post office, which is similar to savings accounts opened 

with banks, by depositing a minimum of Rs.20. Also, you must maintain the account with a minimum of 

Rs.50. India Post also allows you to transfer money in your post office savings account online. 

 

7. 5-Year Post Office Recurring Deposit Account 

With small monthly investments, you can opt for as many RD accounts as you want with a post office. 

These investment options allow you to make periodic deposits while enabling substantial corpus 

creation over the tenure of investment. 

 

8.Post Office Time Deposit Account 

You can also open time deposits as a post office saving scheme for 1, 2, 3 and 5 years of tenure. Even 

minors over 10 years of age can invest in time deposits along with a guardian. The savings option is 

similar to fixed deposits offered by banks. 
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9.Kisan Vikas Patra (KVP) 

KVP certificates allow you to earn double the deposit amount in 9 years and 10 months. Also, the 

deposit can be enchased only after 2.5 years against the payment of a nominal penalty. 

 

Benefits of Post Office Savings Schemes 

The saving schemes offered by India Post share some common features and benefits. Here are some 

generic features you should know. 

1.Risk-free and reliable 

Regardless of any related parameters, all post office savings schemes are government-backed. Thus, 

they are considered risk-free investment options to park your funds. 

 

2.Attractive return generation 

The Ministry of Finance updates the interest rates of the post office saving scheme in every 3 months. 

Presently, the next interest review is due in March 2020. Nonetheless, the interest rate updates range 

between 4-9%, thus allowing investors to receive substantial returns. 

 

3.Simple investment process 

Minimal documentation and simple application procedures offered by the post office provide you with 

easy enrolment to any of the saving schemes. 

 

4.Long term investments 

Most of the post office saving schemes are long term investments which can run up to 15 years. A long 

tenure, such as with PPF, allows an investor to accumulate sizeable fund over time. Thus, they can be 

considered as effective plans for financial security as well as retirement benefits. 

 

5.Availability to investors across the economic strata 

Postal investments are designed to cover investors from every corner of the country and across different 

economic strata. With 1.55 lakh post office branches, from rural to urban, every Indian citizen can avail 

these schemes. 

 

6.Tax benefits 

Tax efficiency is another highly acknowledged feature of post office saving scheme. Some of the 

schemes such as National Saving Certificates come with tax exemptions on deposit amount under 

Section 80C. Also, some schemes like Kisan Vikas Patra offer tax deductions on the earned interest. 

 

7.Various types of product 

Indian post saving scheme options are spread across different types of savings and investment products 

to cater to various investors. The financial products are – savings deposit, recurring deposit, fixed 

deposit, monthly scheme, saving certificates, etc. Investors can choose from these options as per their 

financial goals. 
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7.5 Provident Fund 

Provident fund is another name for pension fund. Its purpose is to provide employees with lump sum 

payments at the time of exit from their place of employment. This differs from pension funds, which 

have elements of both lump sum as well as monthly pension payments. As far as differences between 

gratuity and provident funds are concerned, although both types involve lump sum payments at the end 

of employment, the former operates as a defined contribution plan, while the latter is a defined benefit 

plan. 

 

How a Provident Fund Works 

The money held in private savings accounts continues to grow in many developing countries, but it's still 

rarely enough to provide most families with a comfortable life in retirement. 

 

The challenge of retirement has been further deepened by social change. Societies in the developing 

world are still catching up with the rapid rise of industrialization, the movement of citizens from rural 

areas to urban centers, and changing family structures. In traditional societies, for example, the elderly 

was provided for by their extended families. But declining birth rates, widely dispersed family members, 

and longer life expectancies have made it more difficult to sustain this age-old safety net. 

 

For these reasons and more, governments in many developing countries have stepped in to provide long-

term financial support to retirees and other vulnerable populations. A provident fund finances such 

support in a way that readily scales payouts to the available balance and enlists employers and workers 

to help cover the cost. 

 

Types of Provident Fund 

There are mainly three different types of PFs, which include the following: 

 

1.The General Provident Fund is a type of PF which is maintained by governmental bodies, including 

local authorities, the Railways and other such bodies. Thus, these types of PFs are mainly defined by the 

government bodies. 

 

2.The Recognized Provident Fund is the one which applies to all privately-owned organizations that 

contain more than 20 employees. Moreover, holding a rightful claim to the PF associated with your 

organization, you will be given a UAN or Universal Account Number. This enables you to transfer your 

PF funds from one employer to another whenever you move from one occupation to another. 

 

3.The Public Provident Fund is defined by the voluntary nature of investment on the part of the 

employee. The PPF is also associated with a minimum deposit of INR 50 and a maximum amount of Rs. 

1.5 lakhs. This PF also comes with a pre-determined maturity period of 15 years, only after which any 

form of withdrawal can be done from the account. 
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While Provident Funds are low-risk investment avenues that can help you grow your money easily, it is 

important to invest the PF funds in smarter investment avenues that enable you to grow your funds 

furthermore. Bajaj Finance Fixed Deposit is a preferred investment avenue for setting aside your funds, 

to multiply them. 

 

Benefits of the Provident Funds 

With the various types of Provident Fund Schemes, these also offer several benefits which allow the 

people to make their contributions. 

Some of the benefits are as listed below: 

 

1.Tax-free and Long-term: A lot of the middle-class people get hyped up about having to pay hefty 

amounts of taxes on their hard-earned money. These provident funds provide an escape and an excellent 

method for long-term secured financial savings. 

 

2.Emergencies: These Provident savings can be a major help in the case of emergencies and situations 

of crisis, like an accident, health issues and others. In such cases, one can withdraw the amount pre-

maturely. 

 

3.Death: In the unexpected cases of the death of the employee, the saved amount can be a relief to their 

family. 

 

4.Insurance and Pension: The life insurance of the employee and getting the interest amount as 

pension act as the added benefits of the Provident fund’s scheme. 

 

5.UAN Number: The UAN Number provided to make the withdrawals and the contribution allow the 

employees to access their accounts anytime, anywhere and easily check the status, without even having 

to worry about switching jobs or other such cases. 
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Unit 8: Regulatory Institutions in Market 
 

8.1 SEBI 

The Securities and Exchange Board of India (SEBI) is the regulator of the securities and commodity 

market in India owned by the Government of India. It was established in 1988 and 

given Statutory Powers on 30 January 1992 through the SEBI Act, 1992. 

 

History 

Securities and Exchange Board of India (SEBI) was first established in 1988 as a non-statutory body for 

regulating the securities market. It became an autonomous body on 12 April 1992 and was accorded 

statutory powers with the passing of the SEBI Act 1992 by the Indian Parliament. Soon SEBI was 

constituted as the regulator of capital markets in India under a resolution of the Government of India. 

SEBI has its headquarters at the business district of Bandra Kurla Complex in Mumbai and has 

Northern, Eastern, Southern and Western Regional Offices in New Delhi, Kolkata, Chennai, 

and Ahmedabad respectively. It has opened local offices at Jaipur and Bangalore and has also opened 

offices at Guwahati, Bhubaneshwar, Patna, Kochi and Chandigarh in Financial Year 2013 - 2014. 

Controller of Capital Issues was the regulatory authority before SEBI came into existence; it derived 

authority from the Capital Issues (Control) Act, 1947. 

The SEBI is managed by its members, which consists of the following: 

• The chairman is nominated by the Union Government of India. 

• Two members, i.e., Officers from the Union Finance Ministry. 

• One member from the Reserve Bank of India. 

• The remaining five members are nominated by the Union Government of India, out of them at 

least three shall be whole-time members. 

After the amendment of 1999, collective investment schemes were brought under SEBI except nidhis, 

chit funds and cooperatives. 

 

Organization structure 

Ajay Tyagi was appointed chairman on 10 February 2017, replacing U K Sinha,and took charge of the 

chairman office on 1 March 2017. In February 2020, Ajay Tyagi's term as chairman of SEBI was 

extended by another six months 

The board comprises: 

 

Name Designation 

Ajay Tyagi  Chairman 

Gurumoorthy Mahalingam Whole time member 

S.K Mohanty Whole time member 

Ananta Barua Whole time member 
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Madhabi Puri Buch Whole time member 

N S Vishwanathan Part-time member 

Anand Mohan Bajaj Part-time member 

K V R Murty Part-time member 

V Ravi Anshuman Part-time member 

 

Functions and responsibilities 

The Preamble of the Securities and Exchange Board of India describes the basic functions of the 

Securities and Exchange Board of India as "...to protect the interests of investors in securities and to 

promote the development of, and to regulate the securities market and for matters connected there with 

or incidental there to". 

SEBI has to be responsive to the needs of three groups, which constitute the market: 

• issuers of securities 

• investors 

• market intermediaries 

SEBI has three functions rolled into one body: quasi-legislative, quasi-judicial and quasi-executive. It 

drafts regulations in its legislative capacity, it conducts investigation and enforcement action in its 

executive function and it passes rulings and orders in its judicial capacity. Though this makes it very 

powerful, there is an appeal process to create accountability. There is a Securities Appellate Tribunal 

which is a three-member tribunal and is currently headed by Justice Tarun Agarwala, former Chief 

Justice of the Meghalaya High Court. A second appeal lies directly to the Supreme Court. SEBI has 

taken a very proactive role in streamlining disclosure requirements to international standards. 

 

Powers 

For the discharge of its functions efficiently, SEBI has been vested with the following powers: 

• to approve by−laws of Securities exchanges. 

• to require the Securities exchange to amend their by−laws. 

• inspect the books of accounts and call for periodical returns from recognized Securities 

exchanges. 

• inspect the books of accounts of financial intermediaries. 

• compel certain companies to list their shares in one or more Securities exchanges. 

• registration of Brokers and sub-brokers 

 

8.2 IRDA 

The Insurance Regulatory and Development Authority of India (IRDAI) is an autonomous, statutory 

body tasked with regulating and promoting the insurance and re-insurance industries in India. It was 

constituted by the Insurance Regulatory and Development Authority Act, 1999,an Act of 

https://en.wikipedia.org/w/index.php?title=Madhabi_Puri_Buch&action=edit&redlink=1
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Parliament passed by the Government of India.The agency's headquarters are in Hyderabad, Telangana, 

where it moved from Delhi in 2001. 

IRDAI is a 10-member body including the chairman, five full-time and four part-time members 

appointed by the government of India. 

 

Structure 

Section 4 of the IRDAI Act 1999 specifies the authority's composition. It is a ten-member body 

consisting of a chairman, five full-time and four part-time members appointed by the government of 

India. At present (1 Sept, 2018), the authority is chaired by Dr. Subhash C. Khuntia and its full-time 

members are Mrs T.L.Alamelu, K.Ganesh, Pournima Gupte, Praveen Kutumbe and Sujay Banarji. 

 

Functions 

The functions of the IRDAI are defined in Section 14 of the IRDAI Act, 1999,[1] and include: 

• Issuing, renewing, modifying, withdrawing, suspending or cancelling registrations 

• Protecting policyholder interests 

• Specifying qualifications, the code of conduct and training for intermediaries and agents 

• Specifying the code of conduct for surveyors and loss assessors 

• Promoting efficiency in the conduct of insurance businesses 

• Promoting and regulating professional organizations connected with the insurance and re-

insurance industry 

• Levying fees and other charges 

• Inspecting and investigating insurers, intermediaries and other relevant organizations 

• Regulating rates, advantages, terms and conditions which may be offered by insurers not covered 

by the Tariff Advisory Committee under section 64U of the Insurance Act, 1938 (4 of 1938) 

• Specifying how books should be kept 

• Regulating company investment of funds 

• Regulating a margin of solvency 

• Adjudicating disputes between insurers and intermediaries or insurance intermediaries 

• Supervising the Tariff Advisory Committee 

• Specifying the percentage of premium income to finance schemes for promoting and regulating 

professional organizations 

• Specifying the percentage of life- and general-insurance business undertaken in the rural or 

social sector 

• Specifying the form and the manner in which books of accounts shall be maintained, and 

statement of accounts shall be rendered by insurers and other insurer intermediaries. 
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8.3 PERDA  

 

The Government of India had, in the year 1999, commissioned a national project titled “OASIS” (an 

acronym for old age social & income security) to examine policy related to old age income security in 

India. Based on the recommendations of the OASIS report, Government of India introduced a new 

Defined Contribution Pension System for the new entrants to Central/State Government service, except 

to Armed Forces, replacing the existing system of Defined Benefit Pension System. On 23rd August, 

2003, Interim Pension Fund Regulatory & Development Authority (PFRDA) was established through a 

resolution by the Government of India to promote, develop and regulate pension sector in India. The 

contributory pension system was notified by the Government of India on 22nd December, 2003, now 

named the National Pension System (NPS) with effect from the 1st January, 2004. The NPS was 

subsequently extended to all citizens of the country w.e.f. 1st May, 2009 including self employed 

professionals and others in the unorganized sector on a voluntary basis. 

 

The Pension Fund Regulatory & Development Authority Act was passed on 19th September, 2013 and 

the same was notified on 1st February, 2014. PFRDA is regulating NPS, subscribed by employees of 

Govt. of India, State Governments and by employees of private institutions/organizations & unorganized 

sectors. The PFRDA is ensuring the orderly growth and development of pension market. 

 

Structure 

The Authority consists of a Chairperson and not more than six members, of whom at least three shall be 

whole-time members, to be appointed by the Central Government. 

Current members 

1. Shri Supratim Bandyopadhyay, Chairperson  

2. Shri Pramod Kumar Singh, Whole-Time Member (Law) 

National Pension System 

National Pension System is a defined contributory pension introduced by Government of India. It is 

mandatory for all Central Government employees with effect from 1 January 2004. It extends to all 

citizens of India including workers of the unorganized sector on a voluntary basis with effect from 1 

May 2009. On 29 October 2015 the Reserve Bank of India allowed Non-Resident Indians (NRI) to 

subscribe to NPS. 
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Pension Funds 

A pension fund, also known as a superannuation fund in some countries, is any plan, fund, or scheme 

which provides retirement income. 

 

Pension funds typically have large amounts of money to invest and are the major investors in listed and 

private companies. They are especially important to the stock market where large institutional 

investors dominate. The largest 300 pension funds collectively hold about $6 trillion in assets.[1] In 

January 2008, The Economist reported that Morgan Stanley estimates that pension funds worldwide hold 

over US$20 trillion in assets, the largest for any category of investor ahead of mutual funds, insurance 

companies, currency reserves, sovereign wealth funds, hedge funds, or private equity. 

 

The Federal Old-age and Survivors Insurance Trust Fund is the world's largest public pension fund 

which oversees $2.72 trillion USD in assets. 
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