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Preface

Financial markets are exceptionally imperative to the general fiiness of an

economy. Financial markets cater to the credit need of individuals and institutions. Mobilization of
savings and their channelization into more productive uses, facilitates price discovery, provides
liquidity to financial assets and reducing the cost of transactions are the most imporiant funciions of
any financial market. :
This book is prepared with the intention of benefitting SDE students of the Commerce and
Management Studies in University of Calicut. The function of the book is to put a base in the minds
of post graduate students, on the subject ‘Financial Markets and Institutions’. I have taken every
effort to make the content of this book simple, precise and instructive. [ acinowledge with thanks the
support provided by my colledgues, especially the Doctoral Research Scholars, Mr. Hareesh Kumar
A.G and Ms. Febina. K, in the preparation of this study material.

I expect the book will be helpful to students who are eager to learn the subject, but are
restrained due to lack of foundation in Economics and Commerce.

To enrich and develop the contents of the book, suggestions are welcome at all times.

Dr. Thomas Paul Kattookaran

Thrissur

30-08-2016
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MODULE |
AN OVERVIEW OF FINANCIAL MARKETS

Unit 1 Financial Markets: An Introduction
Iatroduction
The economic development of any nation is reflected by the progress of the various economic
units, broadly classified into corporate sector, government and household sector. These units are
always placed in a surplus/deficit/balanced situation, which gives rise to the process of lending
and borrowing. There are units or people with surplus funds and there are those with a deficit.
A financial system or financial sector functions as an intermediary and facilitates the flow of
funds amongst the various units. People from the areas of surplus provide funds to the areas of
deficit. Tt forms the economic foundation of an economy and it is a composition of various
institutions, markets, regulations and laws, practices, money managers, analysts, transactions,
claims, assets and liabilities. The financial system plays the key role in the economy by
stimulating economic growth, influencing economic performance of the units, affecting
economic welfare. This is achieved by financial infrastructure, in which entities with funds
allocate those funds to those who have potentially more productive ways to invest those funds.
A financial system makes it possible a more efficient transfer of funds. As vnc party of the
transaction may possess superior information than the other party, it can lead to the information
asymmetry problem and inefficient allocation of financial resources. By overcoming the
information asymmetry problem the financial system facilitates balance between those with
funds to invest and those needing funds. The word "system", in the term "financial system",
implies a set of complex and closely connected or interlined financial institutions, agents,
practices, markets, transactions, claims, assets and liabilities in the economy helping to facilitate
the movement of funds in order to enhance development. The economic development of any
nation, is therefore, reflected by the progress of the various economic units, broadly classified
into corporate sector, government and the household sector. They contribute to the economic
growth by providing funds and encouraging investment and other sustainable activities.
Financial system-Meaning and definition
According to Howells and Bain, financial system is defined as “A set of markets for financial
instruments, and the individuals and institutions that wade in those markets, together with the
regulators and supervisors of the system”. A financial system is a system that allows the
exchange of funds between lenders, investors and borrowers. They consist of complex, closely
related services, markets, and institutions used to provide an efficient and regular linkage
between investors and depositors. In other words, financial system is a set of specialized and
non specialized financial institutions, organized and unorganized financial markets, financial
services and instruments which facilitate transfer of funds. It is an institutional arrangement
through which financial surplus in the economy are mobilized from the surplus units and
transferred to the deficient units.
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Functions of financial system
The basic function of the financial system is to transfer resources from those. with excess funds
for investment, to those who require more funds for investment. A financial system also

performs the following functions in order to provide growth and sustainability to the economy:

(1) It serves as a link between savers and investors. It helps in utilizing the mobilized savings of -
: (=}

scattered savers in all the communities in a more efficient and effective manner. .
(i) It assists in the selection of the projects to be financed and also reviews the performance of
such projects periodically, making sure that funds are not wasted on unprofitable investments..

(i11) It provides a payment mechanism for the proper exchange of goods and services!
(iv) It provides a mechanism for the transfer of resources across: geog

zones with surpluses to zones where funds are scarce and needed for pro

o} iy
raphic boundaries, from

. . fitable investments,
(v) It provides a mechanism for managing and controlling the risk involy

savings and allocating credit. ; :
(vi) It promotes the process of capital formation by bringing together the su
the demand for investible funds.

(vii) It helps in lowering the cost of transaction and increases returns. It 3
the cost of funds and motivates the people to save more. YRRy '

ed in ‘roobilizing

pply of savings and
i Lsq

Iso helps in‘reducing

€rs in the market: such as

Ip them decide

(viii) It provides the detailed information to the QperatorsZ play
individuals, business houses, Governments and creditors to he
investment opportunities. g 59

The financial system plays the key role in the economy by stimﬁ]a
influencing economic performance of the actors, affecting economjc welfare. This ig; Bl
by financial infrastructure, in which entities with funds allocate those funds to o 43}(1, 1eve)
potentially more productive ways to invest those funds. A financial SyStem makes if:,w o. have
more efficient transfer of funds. As one party of the transaction s ot 1~possxbh? a
information than the other party, it can lead to the information asymmetrr) S€ss superior
inefficient allocation of financial resources. By overcoming the informat Lo and

. : s 10n as
the financial system facilitates balance between those with funds to i ymmetry problem
funds. _ St and thoge needing

I

ion famre
b

ting economje growth,

Components of Indian financial system
The following are the four important components of Indian financial

] 1 System. Thev are. .
I. Financial markets ' Thcy are;

1. Financial institutions E

IIT. Financial instruments

IV.Financial services i f
Financial Markets!
Financial markets facilitate the flow of funds in order to finance inVeStment )
governments and individuals. Financial institutions are the key play S by Corporatios,

Crs i ¢ s %
o the illlanclal markigts
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as they perform the function of intermediation and thus determine the flow of funds. The
financial regulators perform the role of monitoring and regulating the participants in the
financial system.
Financial markets studies, based on-capital market theory, focus on the financial system, the
structure of interest rates, and the pricing of financial assets. An asset is any resource that is
expected to provide future benefits, and thus possesses economic value. Assets are divided into
two categories: tangible assets with physical properties and intangible assets. An intangible
asset represents a legal claim to some future
economic benefits. The value of an intangible asset bears no relation to the form, physical or
otherwise, in which the claims are recorded.
Financial assets, often called financial instruments, are intangible assets, which are expected
to provide future benefits in the form of a claim to future cash. Some financial instruments are
called securities and generally include stocks and bonds.
Any transaction related to financial instrument includes at least two parties:
1) The party that has agreed to make future cash payments and is called the issuer;
2) The party that owns the financial instrument, and therefore the right to receive the payments
made by the issuer, is called the investor.
Financial assets provide the following key economic functions.

1. They allow the transfer of funds from those entities, who have surplus funds to invest to

those who need funds to invest in tangible assets; :
2. They redistribute the unavoidable risk related to cash generation among deficit and
surplus economic units.

The claims held by the final wealth holders generally differ from the liabilities issued by those
entities who demand those funds. They role is performed by the specific entities operating in
financial systems, called financial intermediaries. The latter ones transform the final liabilities
into different financial assets preferred by the public.
Financial markets and their economic functions
A financial market is a market where financial instruments are exchanged or traded. The
positive contribution expected from the financial market range from assemblage of savers and
users from complicated economic development. So the financial market is presumed to be an
agent of economic development. It mobilizes the precious savings of the people and hand it to
the productive ventures. The ventures, after using the funds, provide rewards through these
financial markets.
Financial markets provide the following three major economic functions:
1) Price discovery
2) Liquidity
3) Reduction of transaction costs
4) Mobilization of Savings
5) Economic Development

0 T ST I e (TR RR S
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1) Price discovery function means that transactions between buyers and sellers of financial
instruments in a financial market determine the price of the traded asset. At the same time the
required return from the investment of funds is determined by the participants in a financial
market. The motivation for those seeking funds (deficit units) depends on the required return
that investors demand. It is these functions of financial markets that signal how the funds
available from those who want to lend or invest funds will be allocated among those needing
funds and raise those funds by issuing financial instruments.

2) Liquidity function provides an opportunity for investors to sell a financial instrument, since it
is referred to as a measure of the ability to sell an asset at its fair market value at any time.
Without liquidity, an investor would be forced to hold a financial instrument until conditions
arise to sell it or the issuer is contractually obligated to pay it off. Debt instrument 1s liquidated
when it matures, and equity instrument is until the company is either voluntarily or involuntarily
liquidated. All financial markets provide some form of liquidity. However, different financial
markets are characterized by the degree of liquidity.

3) The function of .reduction of transaction costs is performed, when financial market
participants are charged and/or bear the; costs.of trading a financial mstrument. In market

economies the economic rationale for the existence of institutions and instruments is related to

transaction costs, thus the surviving institutions and instruments are those that have the | ¢
' ¢ that n e lowes

_transaction costs. msaiy 13 sliedin i ‘

4) Mobilization of savings: Capable financial markets mobilize the savings from differ t strat

: i ; ; S erent strata

to mediate the same. to. productivej ventures. Banks, Capital Markets and othe bank
'S a r non bank

mediators efficiently collect the. surplus -money from the people and hand 1
' € same to the

of the economy,
ust be mobilized.
eir long term and :
§ are required to

productive ventures. Depending up;on the circumstances -and characteristicg
these intermediaries determine about the type of sector in which the savings m
Thus different avenues- agriculture, industry and service sector got funds for th
short term requirements. Apart from the selection of sectors, thege mediator,
select proper instruments to make financial intermediation more meanip, gful.
5) Economic Development: Surplus of income after consumption
productive ;sectors . and thus more, employment is made. Thig way,
~strengthened or catalyzed with the proper functioning of financial market, Aye A
of products automatically. augments the demand for financial productg Thigb'inenked demand
term and short term funds are. important .components of production, Thi -S 1S because; long
given by the-users of the products, flows through financial markes. Users of\th Urp.lus, generally
factor providers to the fimms, ;o500 000 € products are the

Properly channelized to
a cyclic one, shall be

Geert Bekaert and Campbell R Harvey (1997) explored the link between f
. . T 3 1 Y
economic growth; with,a special emphasis on the stock marker ang capital
They stressed the role of regulators in making financial markets an enﬂiné‘f e A
STHEAOr economic srowth.
€ growth. .

ancial markets and

So the role of powerful regulators shall not be overemphasized (g augment gt
S th
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Financial intermediaries and their functions

Financial intermediary is a special financial entity, which performs the role of efficient
allocation of funds, when there are conditions that make it difficult for lenders or investors of
funds to'deal directly with borrowers of funds ih financial markets. Financial intermediaries
include’ depository institutions, insurance companies, regulated investment companies,
investment banks, and pension funds. v
The role of financial intermediaries is to create more favourable transaction terms than could be
realized by lenders/investors and borrowers dealing directly with each other in the financial
market. Financial intermediaries obtain funds from lenders or investors and lending or investing
the funds that they borrow to those who need funds. I ‘

The funds that a financial intermediary acquires become, depending on the financial claim,
cither the liability of the financial intermediary or equity participants of the financial
intermediary. The funds that a financial intermediary lends or invests become the asset of the
financial intermediary. ; \

Financial intermediaries are engaged in transformation of financial assets, which are less
desirable for a large part of the investing public into other financial assets—their own
liabilities—which are more widely preferred by the public.

Structure of Financial Markets , - | ,

Money market is the sector of the financial market that includes financial instruments that have
a4 maturity or redemption date that is one year or less at the time of issuance. These are mainly
wholesale markets. The capital market is the sector of the financial market where long-term
financial instruments issued by corporations and governments trade. Here “long-term” refers to
a financial instrument with an original maturity greater than one year and perpetual securities
(those with no maturity). There are two types of capital market securities: those that represent
shares of ownership interest, also called equity, issued by corporations, and those that represent
indebtedness, or debt issued by corporations and by the state and local governments.

Financial markets can be classified in terms of cash market and derivative markets. The cash
market, also referred to as the spot market, is the market for the immediate purchase and sale
of a financial instrument. In contrast, some financial instruments are contracts that specify that
the contract holder has either the obligation or the choice to buy or sell another something at or
by some future date.'The “sor.nething” that is the subject of the contract is called the underlying
(asset ). The underlying asset 1s a stock, a bond, a financial index, an interest rate, a currency, or
4 commodity- Because the price of such contracts derives their value from the value of the
e derlying assets, these contracts are called derivative instruments.and the market where they
ed is called the derivatives market.

are trad 4l | g 5 :

When 4 financial instrument is first issued, it is sold in the pri market. A secondary
arket 18 such in which financial instruments are resold among investors. No new capital is

m

d by the issuer of the security. Trading takes place among investors. Secondary markets are

raise ! . 8
Jassified in terms of organized stock exchanges and over-the counter (OTC) markets.

also €
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Unit 2 Players in Financial Markets

Financial Iustitutions
A financial institution (FI) is a company engaged in the business of dealing with monetary
transactions, such as deposits, loans, investments and currency exchange. Financial institutions
encompass a broad range of business operations within the financial services sector, including
banks, trust companies, insurance companies, and brokerage firms or investment dealers.
Financial institutions are the intermediaries who facilitate smooth functioning of the financial
system by creating a link between savers and borrowers. They mobilizc savings of the surplus
units and allocate them in productive investments promising a better rate of return. Financial
institutions also provide services to entities seeking advice on various issues ranging from
restructuring to diversification of investments. They provide a whole range of services to the
entities who want to raise funds from the markets and elsewhere. Financial institutions act as
financial intermediaries, because they act as middlemen between savers and borrowers.
Types of financial institutions
These financial institutions may be of two types:

1. Banking institutions

2. Non-Banking institutions

1. Banking Institutions
A banking institution (also referred to as a universal or commercial bank) can range from a large
financial institution with a highly visible brand name and an internationa] presence to a small
organization with a local presence. A banking institution’s ﬁnancing activities

' \ ) . generally involve
various types of lending, such as corporate finance, housing

» Project finance, retail, short-term
finance, small-medium enterprises, trade, and others. Alternatively, the focus of 3 banking

institution may be only on specific transactions with clients that meet certain requirements and
within certain industry sectors. Banking institutions may also provide financia] products with a

rming commercial
ns can be broadly

focus on environmental business opportunities. The main legislation gove
banks in India is the banking regulation act, 1949. Indian banking institutiq
classified into two categories:

1. Organized sector

2. Unorganized sector

1) Organized sector

The organized banking sector consists of commercial banks, cooperative banks, regional rural
banks and foreign banks
a) Commer [ banks

Commercial banks form a significant part of the country’s Financial Institution System
ystem.

accept deposits from general

l oAl ¥ . T J eneurs, businessmen etc. with
the prime objective of earning profit in the form of interest, commission etc, Th

Commercial Banks are those profit seeking institutions which
public and advance money to individuals like household, entrepr

€ operations of
ntral bank and

Financial Markets and Institutions
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supreme financial authority in India. The main source of income of a commercial bank is the
difference between these two rates which they charge to borrowers and pay to depositors.

The Banking Companies Act of 1949 defines banking company as “accepting for the purpose of
Jending or investment of deposit money from the public, repayable on demand or otherwise and
withdmw&;kg,le by cheque, drafts, order or otherwise”.

b) Cooperative banks

Cooperative banks serve an important role in the Indian economy, especially in rural areas. In
urban areas, they mainly serve small industry and self-employed workers. They are registered
under the .Cooperative Societies Act, 1912. They are regulated by the Reserve Bank of
India under the Banking Regulation Act, 1949and Banking Laws (Application to Co-operative
Societies), Act, 1965. Anyonya Sahakari Mandali, established in 1889 in the province of Baroda,
is the earligst known cooperative credit union in India.

¢) Regional rural banks

Regional Rural Banks in India are an integral part of the rural credit siructure of the country.
Since the very beginning, when the Regional Rural Banks in India (RRBs) were established in
October 2, 1975, these banks played a pivotal role in the economic development of the rural
India. The main goal of establishing regional rural banks in India was to provide credit to the
people who are not economically strong enough, especially the small and marginal

rural
farmers, artisans, agricultural labours, and even small entrepreneurs.

d) Foreign banks : ,
The story of foreign banks in India goes back to the 19th century when the colonial economy
brought with it the need for modern banking services, uniform currency and remittances by
British army personnel and civil servants. The opening-up of the economy to increased
paﬂicipation by foreign players created greater opportunities for foreign banks to work with
their multinational clients in India. In the more recent past, foreign banks have followed Indian
corporate entities in the.ir. outbound expansions. The survival of the banking system in India
through the financial crisis has demonstrated its trengths and most foreign banks present in
[ndia believe that India is a market with undeniable potential.

2. Unorganized sector

"1‘"h6 unorganized banking sector include indigenous bankers, money lenders etc.

a) Indigenous hankers . . ot

Indigenous bankers ,a;‘e private fl.rms or individuals who .operate as banks and as such both
e deposits and give loans. Like banks, they are also financial intermediaries. They should

reCZ . tinguished h professional moneylenders whose primary business is not banking but money

bs dTS i\ pure moneylender lends his own funds an indigenous banker raises a part of his

lgnéss funds from the public in deposits or other forms. A moneylender conducts his

IOanablf.’ 1s in cash, while a large pan of die transactions of an indigenous banker are based on

;;ans-aCU? short terlﬁ credit instruments like hundis and commercial bills.

@Falmgs in § f indigenous banking in India dates back to ancient times. Until the middle of the

The system © A s : T b, 4 it
nth century the indigenous financial agencies constituted the bulk of the Indian financial
ninetec

utions Page 11
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system. They provided credit not only to traders and producers but also to the governments of
the day. '

b) Money lenders

A moneylender is a person or group who typlcally offers small personal loans at hloh rates of
interest and is distinct from banks and fmancral institutions that typically prov1de such
loans. The high interest rates charged by them are justified in many cases by the risk involved.
They play an active role in lending to people with less access to banking act1V1t1es such as
the unbanked or under-banked or in situations where borrowers do not have good cred1t history.
They sometimes lend to people like gamblers and compulswe shoppers who often oet into debt.
Many countries have laws in place that require moneylenders 1o be registered, and set limits on
the interest rates. that may be charged For example, 1n Indla hcensed moneylenders are
governed by Money Lenders Acts of respechve states
B) Non Bankmg Fmancnal Instltutlons

oy i
Non Bank financial Institutions engage m fmanmal mtermedlatlon other than bankmo activities.
Here, Insurance companies, development hnancral 1nst1tut10ns _stock broklng aoents etc,
constitute the non banking mstltutronsv In short the f1nanc1al msntutlons other than the banks
are non banking financial 1nst1tut10ns _ .
Types of Non Banking Fmancnal Entlties (Regulated by RBI)

1. Non-Banking Financial Company
Equipment leasing company (EL) . i
Hire purchase finance company ( HP) \ o Y '
Investment company (IC)
Loan company (LC)
Residuary non-banking company (RNBC)
Mutual Benefit Financial Company (MBFC)
Mutual Benefit Company (MBC) i.e., potential Nidhi company

9. Miscellaneous non-banking company (MNBC)
Non Banking Finance Company (NBFC)
NBFCs are financial intermediaries engaged ptimarily in the bus1ness of a
delivering credit. NBFCs supplement the role of banklno sector in meetj
financial needs of the corporate sector, delivering credit to the unorgamzed se
borrowers. Apart from the corporate reqmrements NBFCs cater the rmcro
of households. However these companies, generally, does not engage i
banking activities like issuance of cheques etc. In terms of the Section 43 -I(
45-i(c) of the RBI Act, 1934, as amended in 1997, their principal busmess
deposits or that of a financial institution, such as lending, i
finance or equipment leasing.

QO RSl Oy SN LTI 1D

ccepting deposits,
ng the increasing
Ctors to small local
credit requirements
n the conventional
f) read with Section

t 1s that of receiving
investment ip Securities, hire purchase

Financial instruments ' ' : s
A financial instrument can be classrfied by the type of claims that the IHVesto' ’ o
r h

as on, the
issuer. A financial instrument in which the issuer agrees to pay the invegtq

I interest plus repay
o A WWW‘M
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the amount borrowed is a debt instrument. A debt instrument also referred to as an instrument
of indebtedness, can be in the form of a note, bond, or loan. The interest payments that must be
made by the issuer are fixed contractua]ly For example, in the case of a debt instrument that is
required to ‘make payments in Buros, the amount can be a fixed Euro amount or it can vary
dependlng ’upon some benchmark. The investor in a debt instrument can realize no more than the
contractual “'‘amount. For this reason, debt instruments are offen called fixed income
instruments. i G s et |

Fixed incor“ne instruments form ‘a wide and diversified fixed incorne market. In contrast to a debt
obligation, an equity instrument specifies that the 1ssuer pays the investor an amount based on
earnings, if’ any, after the obhgatlons that the issuer is requlred to make to investors of the firm’s
debt instruments have been paid. Common stock is ‘an example of equity instruments. Some
financial instruments due to their characteristics can be viewed as a mix of debt and equity.
Preferred stock is a financial 1nstrument which has the attribute of a debt because typically the
investor is only entitled to receive a fixed contractual amount However, it is similar to an equity
instrument because the payment is only made after payments to the 1nvestors in the firm’s debt
instruments are satisfied. Another * ‘combination” 1nstrument is a convertible bond, which
allows the investor to convert debt 1nto equ1ty under certaln circumstances. Because preferred
stockholders typically are entitled to a fixed contractual’ amount preferred stock is referred to as
a fixed income instrument. : ‘

From the perspective of country origin, its financial market can be broken down into an internal
market and an external market. The internal market, also called the national market, consists
of two parts: the domestic market and the foreign market. The domestic market is where issuers
domiciled in the country issue securities and where those securities are subsequently traded.

The foreign market is where securities are sold and traded outside the country of issuers.
External market is the market where securities with the following two distinguishing features
are trading: 1) at issuance they are offered simultaneously to investors in a number of countries;
and 2) they are issued outside the jurisdiction of any single country. The external market 1s also
referred to as the international market, offshore market, and the Euromarket (despite the

fact that this market is not limited to E_ugope) 07, TR 1L

Financial Servu,es
ial Services can be descrlbed as the process of acqu1r1ng the financial
Financ

good.
ancial sector covers man
consumer finance, banklng, and’ 1nsurance The financial services

(Flnancml Sector Intermedlarles) cover a ‘broad spectrum of
including securities. It channels money from savers to

It involves the transaction requ1red to obtain the financial good. The

y different types of transactions in such areas as
fin

rea]_ estatG,
1ntermed1arles
vestment funding,”

and it ma
k. An individual may not have expertise to deal with the

in
borrowers,
take on that ris
. 1icated nediation function ' as 7 ’
comp lso contribute in these transactions. Lending and
ﬂuwmm«mmum

selling. Time factor al te_in_these transection
L Page 13
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collecting payments are complicated and risky, and savers often don’ t have
the expertise or time to do so. So it is necessary to entrust some mediator
to deal. Thus the financial intermediaries are experts with distinguished

capability to mediate the financial transactions. Banks, Insurers, Non

Banking Financial Institutions are financial Service providers. Intermediary

matches people who want to lower risk with those willing to take:.on that
risk. Financial services are crucial to the functioning of an-~«economy
Without them, individuals with money to save might have trouble find.j‘;lg those

who need to borrow, and vice versa. And without financia] services;: people
would be so intent on saving to cover risk that they might not buyry"ery many
goods and services®. There are two types of financial services; .

Ty )&

a. Fund Based financial Services: Hire purchases, Installment etc are the fund based
; 4 . . . R 1 ase

financial services provided by some financial intermediaries, These firms provide short

: ovide shor

term and long term financial support to purchase the asset (or in the form of assets itsel )
ssets itself).

ot o5

b. Fee Based Financial Services: Specialized institutions charge interest for théi dvi '
t advices.

They charge interest as their remuneration.

Share issue management, IPO management, Portfolio investmen advices are g f th
are some of the

fee based financial services provided by the financial service providers. Fee i th :
- f'eer1s the main

source of income for such type of service providers. ,
. by

Financial market regulation

In general, financial market regulation is aimed to ensure the fair ¢
> catment of partici
riicipants.

the key aims of
estment decision
hose have major
- : : a8 1o provide t
access to disclosures by companies’. In India, there is a broad COverage of nz B
rms, regulations
the Uniop Government.
3‘(RBI), Companies Act
ation will pe: followed in

Many regulations have been enacted in response to fraudulent practices. Ope of
regulation is to ensure business disclosure of accurate information for iny
making. When information is disclosed only to limited set of investors, t
advantages over other groups of investors. Thus regulatory framework h

and rules that are timely developed by various institutions headed by
Securities and Exchange Board of India (SEBI), Reserve Bank of Indi
are some of them. A brief description of such bodies and type of regul
the following discussion

Financial Derivatives '

Financial derivatives are financial instruments that are linked to a specific fj

E : ; e iy nancial i :
or indicator or commodity, and through which specific financial riskg can be P

traded in financial
treated g separate
ions tq .which they
7Ot an undexlying item,
1S advanced to be. repaid

markets in their own right. Transactions in financial derivativeg should, be
transactions rather than as integral parts of the value of underlying transact
may be linked. The value of a financial derivative derives from the price jof
such as an asset or index. Unlike debt instruments, no principal amount

% Irena Asmundson (2011), What Are Financial Services?, Back to Basics, Finance & Development i NAeni’l
® Financial Markets, Leonardo da Vinci programme project (2010) i
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and no investment income accrues. Financial derivatives are used for a number of purposes
including risk management, hedging, arbitrage between markets, and speculation.

Financial derivatives enable parties to trade specific financial risks -- such as interest rate risk,
currency, equity and commodity price risk, and credit risk, etc — to other entities who are more
willing, or better suited, to take or manage these risks, typically, but not always, without trading
in a primary asset or commodity. The risk embodied in a derivatives contract can be traded
either by trading the contract itself, such as with options, or by creating a new contract which
embodies risk characteristics that match, in a countervailing manner, those of the existing
contract owned.

Financial derivatives contracts are usually settled by net payments of cash, often before maturity
for exchange traded contracts such as commodity futures. Cash settlement is a logical
consequence of the use of financial derivatives to trade risk independently of ownership of an
underlying item. However, some financial derivative contracts, particularly involving foreign
currency, are associated with transactions in the underlying item®.

Derivatives markets

Derivatives are traded either on organized exchanges or in OTC (Over the Counter) markets.
The differences between the exchange-traded and OTC derivatives are not limited to where they
are traded but also how. In exchange-traded markets, derivatives contracts are standardized with
spccific delivery or settlement terms. Derivative trades in OTC markets are bilateral in nature.
All contract terms such as delivery quality, quantity, location, date and prices are negotiable
between the two parties. Transactions can be arranged by telephone or other communication
means and prices are not reported publicly5 . Trading in derivatives of securities in India started
in June 2000 with the enactment of enabling legislation in early 2000. SEBI allowed the
derivative segment of two stock exchanges, ie. NSE and BSE, and their clearing
house/corporation to commence trading and settlement in approved derivative contracts.
Derivatives Market in India®

The first step towards introduction of derivatives trading in India was the promulgation of the
aws (Amendment) Ordinance, 1995, which withdrew the prohibition on options in

Securities L -
The market for derivatives, however, did not take off, as there was no regulatory

securities. f )
framework to govern trading of derivatives. SEBI set up a 24-member committee under the
Chai ;manship of Dr. L. C. Gupta on November 18, 1996 to develop appropriate regulatory

f amework for derivatives trading in India. The committee submitted its report on March 17,

r 1t1 1 1 : 2 - . .

1998 prescribing necessary pre-conditions for introduction of derivatives trading in India. The
mittee recommended that derivatives should be declared as ‘securities™ so that regulatory

com

work applicable to trading of ‘securities’ could also govern trading of securities. SEBI also
frame

u

up a gro ' D : : : mmen
i g for risk containment in derivatives market in India. The report, which was submitted in
measure

p in June 1998 under the chairmanship of Prof. J. R. Varma, to recommend

el g), Statistics Department, International Monetary Fund
4 ginancial Der|vat|ves(199 )

5 (chui, 2008) | o
sean . odule- NCEM, National Stock Exchange Of India Limited
6 gecurities Market (Basic) Mo Nationl Sock Bxchange
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October 1998, worked out the operational details of margining system, methodology for
charging initial margins, broker net worth, deposit requirement and real-time monitoring
requirements.
The SCRA was amended in December 1999 to include derivatives within the ambit of
‘securities’ and the regulatory framework was developed for governing derivatives trading. The
act also made it clear that derivatives shall be legal and valid only if such contracts are traded on
a recognized stock exchange, thus precluding OTC derivatives. The government also rescinded
in March 2000, the three-decade old notification, which prohibited forward trading in securities.
Derivatives trading commenced in India in June 2000 after SEBI granted the fina] approval to
this effect in May 2000. SEBI permitted the derivatives segments of two stock exchanges NSE
and BSE, and their clearing house/ corporation to commence trading and settlement in approved
derivatives contracts. To begin with, SEBI approved trading in index futures contracts based on
S&P CNX Nifty and BSE-30 (Sensex) index. This was followed by approval for trading in
options which commenced in June 2001 and the trading in options on individual securities
commenced: in July 2001. Futures contracts on individual stocks were launched in November
2001. Futures :and Options contracts on individual securities are available on more than 200
- securities. Trading and settlement in derivative contracts is done in accordance with the rules,
byelaws, and regulations of the respective exchanges and their clearing

; house/corporation duly
approved by SEBI and notified in the official gazette. !

Unit 3 Securities Market in India
‘Securities Market in India
The securities markets in India have witnessed numerous policy Initiatives, w
the market micro-structure, modernized operations and broadened Invesim
investors. The irregularities in the securities transactions in the last quarter o
the introduction and implementation of several reforms. A Joint Parliament
constituted to go into the irregularities and manipulations in all thejr ramifications in all
transactions, relating to securities and decisions were taken to complete
demutualization and corporatization of stock exchanges to separate ownership,
trading rights on stock exchanges and to effect legislative changes for inveg
enhance the effectiveness of SEBI as the capital market regulator.
basis was introduced in respect of most active 251 securities from Ju
balance securities from 31st December 2001. Rolling settlement o
listed securities from April 1, 2002 and subsequently on T+2 basis fr

The Indian stock market regulator, Securities & Exchange Board of India (SERI), allowedithe
direct market access (DMA) facility to investors in India on April 3, |
was extended to the institutional investors. In addition to the DMA fa

hich hag developed
ent choices for the
f 2000-01, hastened
ary Committee was

1 process of
anagement and
tor protection, and to
Rolling settlement on T+5
1y 24,2001 ang i respect of
0 T3 basis staried for all
om April 1, 20037,

2998.' To begin with, DMA
cility; SEBI also decided to

7 gecurities Market (Basic) Module- NCFM, National Stock Exchange of India Limited
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permit all classes of investors to short sell and the facility for securities lending and borrowing
scheme was operationalised on April 21, 2008.

Stock Exchanges

Stock Exchange means —

(a) Any body of individuals, whether incorporated or not, constituted before corporatisation and
demutualization under sections 4A and 4B, or

(b) a body corporate incorporated under the Companies Act, 1956 (1 of 1956) whether under a
scheme of corporatisation and demutualization or otherwise, for the purpose of assisting,
regulating or controlling the business of buying, selling or dealing in securities.

SEBI is authorised to call for periodical returns from the recognised Stock Exchanges and make
enquiries in relation to their affairs. Every Stock Exchange is obliged to furnish annual reports to
SEBL Recognized Stock Exchanges are allowed to make bylaws for the regulation and control
of contracts but subject to the previous approval of SEBI and SEBI has the power to amend the
said bylaws. The Central Government and SEBI have the power to supersede the governing
body of any recognized stock exchange. The Central Government and SEBI also have power to
suspend the business of the recognized stock exchange to meet any emergency as and when it
arises, by notifying in the official gazette.

The National Stock Exchange (NSE)

The National Stock Exchange (NSE), established in 1992, is India's leading :stock exchange
covering various cities and towns across the country. NSE was set' up by some leading
institutions to provide a modern, fully automated screen-based trading system with the aim of
national reach. The Exchange has brought about unparaﬂeled transparency, speed & efficiency,
safety and market integrity. It has set up facilities that serve as a model for the securities
industry in terms of systems, practices and procedures. NSE has played a catalytic role in
reforming the Indian securities market in terms of microstructure, market practices and trading
yolumes. The market today uses state-of-art information technology to provide an efficient and
transparent trading, clearing and settlement mechanism, and has witnessed several innovations
in products & services Viz. demutualization of stock exchange governance, screen based trading,
compression of settlement cycles, dematerialization and electronié transfer of = securities,
securities lending and ‘borrowing, professionalization of trading members, fine-tuned risk
management systems, emergence of clearing corporations to assume counterparty risks, market
of debt and derivative instruments and intensive use of information technology.

The investor community gets easy access to liquidity and markets through a network of mote
than 200,000+ NSE terminals across 600 districts through more than 34000+ NSE member
pranches. In addition, investors can ‘also access the NSE platform through internet and mobile
applicétions. NSE has also introduced services like DMA, FIX capabilities and co-location
facilities for more evolved categories of investors. NSE has made its global presence felt with a
wide '~fange of cross-listing arrangements with leading global exchanges across American,
European and Asian markets.

R B
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rading System
The NSE trading system called 'National Exchange for Automated Trading' (WEAT) is a
state-of-the-art, fully automated, screen-based trading system which adopts the principle of an
order-driven market. It facilitates an automated online system providing a nationwide
anonymous, order-driven, screen-based trading platform. In addition to the NEAT system, NSE
has provided a web-based system, NOW (NEAT on Web) that allows its users to trade in all the
products being ordered by NSE.
National Securities Clearing Corporation Limited (NSCCL) is the clearing and settlement
agency for all deals executed on the Derivatives (Futures & Options) segment. NSCCL
legal counterparty to all deals on NSE's F&O segment and guarantees settlement. A Clearing
Member (CM) of NSCCL has the responsibility of clearing and settlement of all deals executed
by Trading Members (TM) on NSE, who clear and settle such deals through them.
Mutual Funds Service System (MFSS)

acts as

NSE launched India's first Mutual Fund Service System (MFSS) on November 30, 2009, 1¢ is an
online system that allows purchase and redemption of mutual fund scheme
order collection system that eliminates the physical paper-based mechan
prevalent in the mutual fund industrys.

s. It is essentially an
1sSm that is currently

Derivatives on Volatility Index (NVIX), Securities Lending & Borrowing Scheme (SLBS) are so

e of the current
innovative offerings of NSE,

Table I Trading Value of different market segments NSE Lid (Crores)

{
|

[

[ 2011-12 2012-13 01314 1200415 21590
| Segment/Year ‘;
) K ——— \
| Capital Market |_2.810,893 210827 | 2808488 | 4,325,655 | 433c985
i‘[jgﬁgiuiures & Ol)ﬁong 3 1 ,349,732 3 1 ,533,004 38,21 1,408 55,606,453 64’.825 834
| Wholesale Debt Market 633,179 792214 | 851,434 | 773369 569,495
| Currency F&O * 4,674,990 5,274,465 | 4,012,513 | 3023 g m
| Interest Rate Futures ** 3.959 0.22 30,173 421,558 526’4')5
E otal 39,472,753 40,307,962 | 45,914,017 64,153 943 74,660, 6:2
T 000,622 |
Source: Fact Book 2016 NSE Ltd
*Trading in Currency Futures commenced on August 28, 2008
** Trading in Interest Rate Futures were Relaunch on January 21,2010
Table Il Performance of NSE Indices during the year 2015-16
[ Rl e o= T R R 1| \\\
: AT T Avg. Duilv
Record high Closing inde £. Daily
1 Val%les ¢ Volatility | Y-o.y
J Indices Value Date (31'03-16) (%) Returns
o R = T i
| Nifty 50 8,844.80 | 15-Apr2015| 773840 1.09 ?
‘ - ———— e \—\ .
| Nifty 100 1889520 | 15-Aproors| 783215 1.09 s o
‘ Y a e L T ——\~\\\\\\ -8.07
\\-—4
* National Stock Exchange of India Limited, Corporate Brochure
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| Nifty 500 | 729055 | ts-Ape0ts | O L i e E
[_Nifty FI»«CQ o loieseso | 15-apraors| 1975 | 118 Srndil

‘Il\'iwaT Wl e 1236940 | 15.Apr2015 | 130930 L i

Nifty Fr¢c_1f'1§git'Mi&cap‘, 100 | 14237.60 | 10-Aug2015 | ‘279260 -5 e

| Nifty Next 50 2173080 | 10-Aug201s | 1875660 LB el
@F}mn;ﬁgi l}Scrvices: 788635 | lentans| 740 1 WP i
Nifty Midcap/50 ' & 358170 | ‘15-Apr201s | 20060 1.62 IO
[ISL CNX Betrochiemicals* | 23,680.40 29.Jul-2015 | 1769512 R '16'327_,!
IISL CNX Pharmaceuticals* 21,96&%.24 8-Apr-2015 17,830.90 40 -12.79 jt

[

Source: Fact Book 2016 NSE Ltd
Note: * Closing-Record High, Other - Record Intra-day High
Note : Vola[ilitiy, is calculated as standard deviation of the Natural Log of returns for the respective month/year.

Bombay Stock Exchange (BSE)

History of Bombay Stock Exchange is the excerpts of national history itself. Established in
1875. BSE (formerly known as Bombay Stock Exchange Ltd.), is Asia's Tirst & the Fastest
Stock Exchange in world with the speed of 6 micro seconds and one of India’s leading exchange
groups. Over the past 140 years, BSE has facilitated and conditioned the growth of the Indian
corporate sector by providing it an efficient capital-raising platform. Popularty known as BSE.
the bourse was established as "The Native Share & Stock Brokers' Association" in 1875. BSE is
a Corporatich and demutualised entity, with a broad shareholder-base which includes two
leading global exchanges, Deutsche Bourse and Singapore Exchange as strategic partners. BSE
provides an efficient, effective and transparent market for trading in equity, debt instruments,
derivatives, mutual funds. It also has a platform for trading in equities of small-and- medium
enterprises.

More than 5500 companies are listed on BSE making it world's No. 1 exchange in terms of
listed members. This can be understood from the volume of market capitalization. The
companies lisied on BSE command a total market capitalization of USD 1.64 Trillion as of Sep
2015. It is also one of the world's leading exchanges (5th largest in Septernber 2015) for Index
options trading (Source: World Federation of Exchanges).

BSE is providing a host of other services to capital market participants including risk
management, clearing, settlement, market data services and education. It has a global reach with
abundant customers around’ the world and a nation-wide presence. BSE systems and processes
are designed to safeguziljé’l‘ market integrity, drive the growth of the Indian capital mai'et and
stimulate innovation and competition across all market segments. BSE is the first exc ange in
India and second in the world to obtain an ISO 9001:2000 certification. It is also he first
Exchange in the country and second in the world to receive Information Security Managzement
System Standard BS 7799-2-2002 certification for its On-Line trading System (BOLT). It
operates one of the most respected capital market educational institutes in the country (the BSE
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Institute Ltd.). BSE also provides depository services through its Central Depository Services
Ltd. (CDSL) arm.

BSE's popular equity index - the S&P BSE SENSEX - is India's most widely tracked stock
market benchmark index. It is traded internationally on the EUREX as well as leading
exchanges of the BRCS nations (Brazil, Russia, China and South Africa). Its recent milestones
include the launching of BRICSMART indices derivatives, BSE-SME Exchange platform, S&P
BSE GREENEX to promote investments in Green India.

The Over the Counter Exchange of India (OTCEI)

It is also known as the Over-the-Counter Exchange of India and 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. Stock exchanges are central
trading locations where financial instruments are traded. In contrast, an OTC (Over the Counter)
market is generally where unlisted financial instruments are traded. 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 recognized stock exchange under the SCR Act,

Securities and Exchange Board of India (SEBT Act), 1992:

The SEBI Act, 1992 was enacted to empower SEB] with statutory powers for (a) protecting the
interests of investors in securities, (b) promoting the development of the securities market, and
(c) regulating the securities market. Its regulatory jurisdiction extends over corporates in the
issuance of capital and transfer of securities, in addition to all intermediaries and persons
associated with securities market. It can conduct enquiries, audits and ispection of gll
concerned and adjudicate offences under the Act. Tt hag powers to register and regulate all
market intermediaries and also to penalize them in case of violations of the provisions of the
Act, Rules and Regulations made there under. SEBI has ful] autonomy and authority to regulate
and develop an orderly securities market’.

It has been given necessary autonomy and authority to regulate and develop an orderly securities
market. All the ciintermediaries a?d persons associated with securities market, viz., brokers and
sub-brokers, underwriters, merchant bankers, bankers to the i % 1 oents
registrars to the issue, depositories, Participants, portfolio mana:;esrlf,dzggﬁui?l:r?srteicfri{gre?gi
institutional investors, custodians, venture capitgl funds, mutual funds, collective investme;ts
schemes, credit rating agencies, etc., shall be registered with SEBI and shall be governed

1 /¢ . bv the
SEBI Regulations pertaining to respective market intermediary. Y the
Constitution of SEBI
The Central Government has constituted a Board by the name of SEBI under Section 3 of SEB]

Act. The head office of SEBI is in Mumbai. SEBI may establish offices at other pla

: ! ces in Indis
SEBI consists of the following members, namely:- lndia.

(a) A Chairman;

(b) Two members from amongst the officials of the Ministry of the Central Governmept :
with Finance and administration of Companies Act, 1956; ent dealing
(c) One member from amongst the officials of the Reserve Bank of India;

Securities Market (Basic) Module- NCFM, National Stock Exchange Of India Limited
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(d) Five other members of whom at least three shall be whole time members to be appointed by
the Central Government.

The general superintendence, direction and management of the affairs of SEBI vests in a Board
of Members, which exercises all powers and do all acts and things which may be exercised or
done by SEBI. The Chairman also has powers of general superintendence and direction of the
affairs of the Board and may also exercise all powers and do all acts and things which may be
exercised or done by the Board. The Chairman and members referred to in (a) and (d) above
shall be appointed by the Central Government and the members referred 1o in (b) and (c) shall
be nominated by the Central Government and the Reserve Bank respectively. The Chairman and
the other members are from amongst the persons of ability, integrity and standing who have
shown capacity in dealing with problems relating to securities market or have special knowledge
or experience of law, finance, economics, accountancy, administration or in any other discipiine
which, in the opinion of the Central Government. shall be useful to SEBI.

Functions of SEBY

SEBI has been obligated to protect the interests of the investors in securities and to promote and
development of, and to regulate the securities market by such measures as it thinks fit.
The measures referred to therein may provide for:-

(2) Regulating the business in stock exchanges and any other securities markets;

(b) Registering and regulating the working of stock brokers, sub-brokers, share transfer agents,
bankers to an issue, trustees of trust deeds, registrars to an issue, merchant bankers,
underwriters, portfolio managers, investment advisers and such other intermediaries who may be
associated with securities markets in any manner;

(c) Registering and regulating the working of the depositories, participants, ustodians of
securities, foreign institutional investors, credit rating agencies and such other intermediaries as
SEBI may, by notification, specify in this behalf;

(d) Registering and regulating the working of venture capital funds and collective mvestment
schemes including mutual funds;

(e) Promoting and regulating self-regulatory organizations;

(f) Prohibiting fraudulent and unfair trade practices relating to securities markets;

(g) Promoting investors’ education and training of intermediaries of securities markets;

(h) Prohibiting insider trading in securities;

(1) Regulating substantial acquisition of shares and take-over of companies;

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

(k) Calling for information and record from any bank or any other authority or board or
corporation established or constituted by or under any Central, State or Provincial Act in respect
of any transaction in securities which is under investigation or inquiry by the Board;

(1) Performing such functions and exercising according to Securities Contracts (Regulation) Act,
1956, as may be delegated to it by the Central Government;

(m) Levying fees or other charges for carrying out the purpose of this section;

(n) Conducting research for the above purposes;

(o) Calling from or furnishing to any such agencies, as may be specified by SEBI, such
information as may be considered necessary by it for the efficient discharge of its functions;

(p) Performing such other functions as may be prescribed.
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Unit 4 International Stock Markets |

Characteristics of Globhal Financial Markets!'*

. The global financial system is vast and varied; it consists of many different types of
. . . “ . L ~ . 5 ) i d
financial institutions, as well as financial markets in stocks, bonds, COmnT(‘)di{ies_ and
CricfRe ’

derivatives. ‘
2. The global financial system promotes economic growth by: R
a. creating money and money-like claims; : Eoeo
facilitating specialization and promoting trade; ' Blieean |

facilitating risk management, enabling individuals and firms to be insured asainst
adversity in bad states of the world, thereby increasing investment and gl¢ bt sc‘on:?omic
growth; _ IR Y ERRE
d. Mobilizing resources globally and thereby improving the effect;
challenges are met; 31 L
e. Obtaining information for the evaluation of businesses and individoalg
capital, thereby managing problems of asymmetric information that
costly for individuals and firms to obtain capital and
f. Increasing the group of opportunities available. to Companies,
businessmen to engage to and participate in and contribute to global eco
3. The global financial system is highly interconnected. This intercon
complexity and the need for international harmonization of regulation.
4. Firms use the global financial markets to raise capital. The d
financial markets help companies reduce their capital costs, imp
more, and grow. ¢

5. Global financial system promotes global trade through fi
banking system, such as trade credit.
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International Stock Markets

There are 16 stock exchanges (bourse) in the world that have
USS$ I trillion each. They are sometimes referred to as the
exchanges accounted for 87% of global market capitalizatio
Exchange (US), NASDAQ (US), London Stock Exchange Gr
Group (Tokyo), Shanghai Stock Exchange (Shanghai), Hong
Kong), Euronext (European Union), Shenzhen Stock Exch
(Toronto), Deutsche Borse (Frankfurt), BSE, and NSE are pro

New York Stock Exchange (NYSE)
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The exchange offers many kinds of financial products and Servicesg
futures, options, exchange-traded products, bonds, market data, apg Cor .
solutions. It is the world's largest stock exchange by market capitalization‘» 1113.1'ner.01
at US$19.3 trillion as of June 2016. With many Chinese COmpanies dO “lts“ listed companies
NYSE, it is a well-known bourse in China. The average daily trading v, legldmg to list on the
US$169 billion in 2013. The NYSE is owned by Intercontinemaf-g‘\, Ue wag approximately

holding company it also lists (NYSE: ICE). Previously, it was part of .\T\{;}%ilnge, 31| Afinericnn
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*International Financial Markets: A diverse System is the Key to Commerce, Winter £
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which was formed by the NYSE's 2007 merger with the fully electronic stock exchange
Euronext. NYSE and Euronext now operate as divisions of Intercontinental Exchange.

NASDAQ Stock Market,

NASDAQ (currently-stylized as Nasdaq), is an American stock exchange. It is the second-
largest exchange in the world by market capitalization, behind only the New York Stock
Exchange. The exchange platform is owned by Nasdagq, Inc., which also owns the OMX stock
market network and several other US stock and options exchanges. NASDAQ is an acronym of
National Association of Securities Dealers Automated Quotations. NASDAQ was founded in
1971 by the National Association of Securities Dealers (NASD), which divested itself of
NASDAQ in a series of sales in 2000 and 2001. NASDAQ is owned and operated by Nasdag,
Inc., the stocks of which were listed on its own stock exchange marketing July 2, 2002, under
the ticker symbol NDAQ.

The London Stock Exchange Group plc is a British-based stock exchange and financial
information company. It is headquartered in London, United Kingdom. It owns the Borsa
Italiana, MillenniumIT, Russell Investments, FTSE International, Exactpro, majority stake in
LCH, majority stake in MTS and the London Stock Exchange.

Japan Exchange Group (JPX) is an Asian financial services corporation that operates multiple
securities exchanges including Tokyo Stock Exchange and Osaka Securities Exchange. It was
formed by the merger of the two companies on January 1, 2013. It is the world's third largest
(behind NYSE Euronext and NASDAQ OMX Group) and Asia's largest bourse.

Shanghai Stock Exchange is a stock exchange that is based in the city of Shanghai, China. It ig
one of the two stock exchanges operating independently in the People’s Republic of China, the
other being the Shenzhen Stock Exchange. Shanghai Stock Exchange is the world's 5th large;:
stock market by market capitalization at US$3.5 trillion as of February 2016, and 2nd largest in
East Asia and Asia. Unlike the Hong Kong Stock Exchange, the Shanghai Stock Exchange is
still not entirely open to foreign investors due to tight capital account controls exercised b: the

Chinese mainland authorities and often manipulated by the decisions of the Central
Government.

The Stock Exchange of Hong Kong Limited (SEHK) is a stock exchange located in Hong
Kong. It is East Asia's and Asia's third largest stock exchange in terms of market cupir;ﬁiyzar_imﬁ
behind the Tokyo Stock Exchange and Shanghai Stock Exchange, and the sixth largest in the
world before Euronext. As of 30 November 2013, SEHK had 1,615 listed companies, 776 of
which are from mainland China, 737 from Hong Kong and 102 from abroad (e.¢. Cambodia,

Italy, Kazakhstan, etc.) Hong Kong Exchanges and Clearing owns SEHK and is itself listed on
SEHK.

Euronext NV is a European stock exchange seated in Amsterdam, Brussels, London, Lisbon
and Paris. In addition to cash and derivatives markets, the Furonext group provides listing
market data, market solutions, custody and settlement services. Its total product offering
includes equities, exchange-traded funds, warrants and certificates, bonds, derivatives,
commodities and indices.As of the first quarter of 2014, Euronext was the largest in continental
Europe with 1,300 issuers representing a €2.6 trillion market capitalization. Euronext merged .
with NYSE Group, Inc. on April 4, 2007 to form NYSE Euronext (NYX). On November 13.
2013 Intercontinental Exchange (NYSE: ICE), completed acquisition of NYSE Euronext. In
June 2014 Euronext completed an initial public offering making it a standalone company again.
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International Markets Overview

Table I Major Stock Indexes as on 26/Aug/2016

Last Chg % Chg

Global Dow 2449.10 - -1.52 -0.06

DJ Global Total Stock Market  3325.00 -2.98 -0.09

DJ Global exUS TSM 2194.59 -4.04 -0.18 -
DJ Asia-Pacific TSM 1456.90 -6.70 -046 U7
Australia: S&P/ASX* it 5515.50 -26.40 -0.48 [
China: Shanghai Composite* ©  3070.31 F98* 0.06 ARF
Hong Kong: Hang Seng* ' ' 22909.54 - 94.59 0.41 i
India: S&P BSE Sensex* = 2778225  -5366 -0.19 -
Japan: Nikkei 225% - -/ - 16360.71 ' -195.24 rdad® S0
Taiwan: TAIEX*~ -~ ~ “=9131.72 "' 1625 0%g ot
Stoxx Europe 600 341.77 -0.25 -0.07
Belgium: Bel-20 21711353825 0 34 0.10 " "oxs
France: CAC40 . . .1 <l:0:014403.17 - -3.44 -0.08 21
Germany: DAX 10506.54 -23.05 -0.22 d
Italy: FTSEMIB © ;...\ 16625.89; . :84.89 -0.51 ey
Sweden: OMX Stockholm 505.07 0.87 0.17
UK:FTSE100 682159 . = 469 007 .
DJ Americas TSM | 525672 104 {0 ek
Argentina: MerVal* 1590077 8565 Qo o
Brazil: Bovespa* . 577122.14 4.25 0.01 ¢

1463092 443 1

Canada: S&P/TSX* ' 0.03

Source: The Wall Street Journal, US Edition, 26/Aug/20i6 ¥ T
. : >0 I 2 ‘
08/26/16, 7:27 am. EDI

Analysis of International Financial Centers

Public markets with strong institutional environments and robugt
positioned to attract foreign companies because they make it possi
their quality. Again, Capital markets with stronger and better corpor
provide a more transparent financial setting for global invest
attractive place for.internationally ‘active. firms, to raise capital,
integration is further underscored by the significance of the trag
broader equity markets operating in, countries or regions with
stronger economic fundamentals are better able to attract foreig
domestic issuing companies. Corporate issuers also tend to flock
economic regions with open trade policies and stronger commj
Significant political events in many parts of the world includj
growth among developed and emerging-market economieg lik
deeper pools of capital and to more liquid and sophisticated fina

g0vernance rules are better
ble for thege firms to certify
ate g0Vermnance requirements
0{; -an.d are therefore a more
e lz:(.i;rrxllportance of financial
o eess sco.re. Larger and
n lisings ang egs e
L ! n their own
i I?t to} . marl\ets_ Operating in
od In‘dia ;ntlernatlonaygzation.
¢ Asian Cor-l strong economic
Wi marketuntnes -have."]ed to
S adhering to-better

OWS alone caphiisg by

a lead clegy position of

\\_&mu
\%W

A

corporate governance principles. Analysis of aggregate global 1pQ inf]
raw volumes and in degree measures reveals th '

at U.S. exchanges helq
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dominance th

e uitro:g{'kl()-ltlt the 199{)?. U.S. stock exchanges have so far kept a leadin ition i
% . r)éatgr y ac 1v1. y, competition from the new and up-and-coming financial ccn%ep O_Smf)r.] in

L . & 2 . S 8
e 5 e plzopenlilty of foreign companies to issue domestically does not neces 15-115 Bt
c

dicate th t - 1ets are becoming less attractive in an absolute sense; instead, thlzatn e
indicate tha cap1ta markets in developed countries have simply caugl rend raay
counterparts'” y caught up with their U.S.
Market making in mternatmnal capital markets
f;réargéirlnzrgerzsgéa:;es have played a Slgmflcant role in the stock market design in the USA
g erz markete lﬂlfeptlon of stock markets in the nineteenth century. Even in t;d

makers, continue to be widely used in one form or a th ity
providers, stabilizers and order. manacers of the market. nother as liquidity
Four factors are proposed that re
gulatory authonues in em
e!’gmg markets
when deciding whether, and which of; the three market-making syst should consider
These are: g systems they should implement.
a. Current exchange design and the costs of restructuring,
b. International and domestic investors’ sentiment towards the exchan
c. Size of the emerging market and £
d. The market designs in countries hosting the e
th :
te g the target foreign capital.
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[Fe—ms

2. Mention any two International Stock Exchanges

3. What do you mean by financial derivatives?

4. What are the financial instruments used in a financial system?
5. What is Money market?

6. What is NBFI?

7. Write a short note on the trading system of NSE

8. Write a short note on the OTCEI

9. Enumerate different types of financial services

10. What are the characteristics of global financial markets?
Essay Type Questions

1. What is the role of SEBI in regulating the financial market in India? Evaluate the recent
initiatives of SEBI in this respect.

2. International Financial centers are the resulting ventures of strong institutional environments
and robust governance. Comment

3. “Financial markets play a great role in the economic development of any country”. In the light
of the recent global financial issues and developments, appreciate the performance of major
players in the financial market in India.

4. Evaluate the role and functions of major stock exchanges in India.

: i T “M-uu-.-.—
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MODULE I
INTEREST RATES

Unit 5 Interest Rates
The Traditional Banking System

Before the 1970s, banks were the primary means of credit extension between lenders and
borrowers. In traditional banking, the lenders are primarily households with savings and
businesses with excess cash to deposit; the borrowers are households and businesses requiring
loans for homes, goods, and capital investment. Banks, as financial intermediaries, are agents
that undertake three critical activities: maturity, liquidity, and credit transformation. Meaningful
financial intermediation takes place when these three activities are being taken place with the
help of these banks. As the three elements are the»fundamentals of banking, a short description
of the same 1s given

a. Mai‘z%fiiy Transformation: Banks use short-term deposits to fund longer-term loans.
Traditional deposits are a bank’s liabilities, collected in the form of savings and checking
accounts and redistributed as loans to consumers and businesses. Because short-term
deposits are a bank’s liabilities and long-term loans are its assets, there is an inherent risk
in maturity transformation. Because the maturity of the loans is longer than that of the
Jiabilities, a bank assumes interest rate risk. When interest rates increase, the value of a
bank’s assets declines more than the value of its liabilities, assuming all else holds equal.
Interest rate risk was once a significant concern, but interest rate hedges now commonly
reduce its effects. . _

b, Liquidity Transformation: Closely related to maturity transformation, liquidity
transformation refers to t.he.f.a.ct that a bank’s assets are less liquid than its liabilities.
Depositors” money (the liabilities that fund the assets) is available “on demand” at any
time, while the loans (a bank’s assets) have a longer, often fixed life. Most banks
worldwide are requi.red to hold only a f{‘actlon of bank deposits as cash on hand, available
for withdrawal. This allows the banking system to “create money” after meeting the
reserve requirements manda_lted by central banks. If all depositors simultaneously
withdraw their funds, a bank is forced to s 'l assets to meet depositor demand. Such mass
exits at fire-sale prices can cause bank insolvency as the value of assets declines below
the value of liabilitlfls- y iy o) 3 34 )

Credit Transformation. Whllf? any individual loan carries risk specific to that transaction,

bank diffuses 1tS over.all risk exposure by lending to a large number of borrowers.
: ite this diversification, the riskiness of a bank’s assets usually exceeds that of its
I.)etjﬁities. The credit quality of the debt issued by an intermediary is enhanced by the
h:-ii ority Of claims. Senior deposits are of better credit quality than the underlying loan
ponfolio because tl?e 1:ntex.’med12.1ry’s junior equity is available to absorb any losscg
Taking on this credit risk 1is typxca!ly how bank.s earn a rf:turn above the cpst of their
. bilities, a concept knqwn as net interest margin. Assuming banks hedge interest rate
11.a they can earn the difference between their cost of funds (the weighted average rate
n:ii on liabilities) and the weighted average rate at which they lend (Luttrell, Rosenblum,

& Thies, 2012).
(1986), renowned banking leader and former chief executive officer of Citicorp

’ jston _ " ; ; ’ el
walter s ) from 1967 to 1984, described commercial banks as depository institutions that

(latet, Citigroup
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will take your money for safekeeping, pay you a rent called interest for the use of your money,
and then lend it to a third

Party- if possible, at a rate sufficiently higher than the rent to cover their costs of operation and,
if managed properly, makes a profit to finance their future growth.” ;

Theories of Interest Rates

Borrowers and lenders think mostly in terms of real interest rates. There are two economic
theories explaining the level of real interest rates in an economy:
1. The loanable funds theory
2. Liquidity preference theory

Loanable funds theory

In an economy, there is a supply of loanable funds (i.e.; credit) in the capital market by
households, business, and governments. The higher the level of interest rates,'the more such
entities are willing to supply loan funds; the lower the level of interest, the less they are willing
to supply. These same entities dernand loanable funds, demanding more when the level of
interest rates is low and less when interest rates are higher. The extent to which people are
willing to postpone consumption depends upon their time preference. The term ‘loanable
funds’ simply refers to the sums of ‘money offered for lendirig and demanded by consumers and
investors during a given period: The'interest rate in the model is determined by 'the interaction
between potential borrowers anid potential savers. = : I

The loanable funds theory was formulated by, the Swedish economist Knut Wicksell in the
1900s. According to him, the level of interest rates is determined by the supply and demand of
loanable funds available in an economy’s credit market (i.e., the sector of the capital markets for
long-term debt instruments). This theory suggests that investment and savings in the economy
determine the level of long-term interest rates. Short-term interest rates, however. are
determined by an economy’s financial and monetary conditions. Here, in this context. i m\;qt be
remembered that, the overall effect of the short term and long-term interest ratej beﬂin‘ the
functioning of commercial banking sector.

Liquidity preference theory

This theory is another one aimed at explaining interest rates. J. M. Keynes hag proposed (back in
1936) a simple model, which explains how interest rates are determined based on the
preferences of households to hold money balances rather than spending or investing those fn d{
In this context, we can assume that, the household preferences had more impoﬁancz ir; tir t L:‘n :
Money balances can be held in the form of currency or checking accounts, however it dode Tlu,
a very low interest rate or no interest at all. A key element in the theory is the moti\f'flti5 w;fm
individuals to hold money balance despite the loss of interest income. Money is the m(; tOlp ocrl
of all financial assets and, of course, can easily be utilized to consume or to inyegt :Ihe S '1q91
of money held by individuals depends on their level of incom; and, ¢ OnSeqL;-olltl 'ql}dnu’ty
economy the demand for money is directly related to an economy’s income, Therf:“is }t,r (? ) ‘13‘
between holding money balance for purposes of maintaining liquidity and invegtipo Wlghii
funds in less liquid debt instruments in order to earn a competitive market interos vl lending
difference in the interest rate that can be earned by investing in ifltérest-bea11'ng deb:'s.t o The
and money balances represents an opportunity cost for maintaining liquj &y T inimum-cnts
opportunity cost, the greater the demand for money balances; the higher the op (‘m (' fower the
lower the demand for money balance. According to the liquidity preference ¢ fﬁ)eo .uymty cost, the
interest rates is determined by the supply and demand for money balances. The ml (\)/T,l et;leqic;/c;l ?f
7 supply is
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controlled by the policy tools available to the country’s Central Bank. Conversely, in the loan
funds theory the level of interest rates is determined by supply and demand, however it is in the
credit market. ,

Generally, the reward taken by the banks is in the form of excess interest given by the
depositors. A lot of theories are there to explain the mechanism of interest. However, prominent
theory which elaborately describe about each and every elements of interest is Keynes’s
monetary theory of interest.

Keynes’s monetary theory of interest

From a practical perspective, Keynes’s primary concern was the arrangement of domestic and
international monetary systems to permit the full and stable utilization of resources, and to
prevent crisis, rather than the use of fiscal policy in the event of crisis. Prevention of crisis was
corollary congern for major economists. Because, the consequences followed by the crisis would
affect an effective financial mediation, at global level. Keynes was, from his first contributions,
a monetary ;economist. His later: celebrations of Alfred Marshall’s contributions to the
development; of monetary theory.show. that Keynes, considered his work to be in direct
succession to, Marshall’s own. Equally, from the very. beginning, Keynes’s work was aimed at
practical ends. The dominant economic policy issue of the day was the monetary developments
in India in the wake of the bimetallist controversy. In 1893, India had suspended its silver
standard and adopted an innovative exchange policy that, Keynes saw as the first manifestation
of exchange or currency management systems. His choosing to begin his Civil Service career in
the India Office was no coincidence.

Keynes successfully championed these systems for the greater part of his life. He held that
central banks should preserve exchange parities through purchases and sales in the currency
market, rather than through interest rate action. Under these systems in India, the rupee was not
convertible to gold internally but was convertible into othér”currencies at a fixed exchange rate
in terms of gold. Fundamentally, these arrangements did not involve the manipulation of the
discount rate, which was then freed to be aimed at internal rather than external considerations.
“The classical economists” was a name invented by Marx to cover Ricardo and James Mill and
their predecessors that is to say for the founders of the theory which culminated in the Ricardian
economics. One may become accustomed, perhaps perpetrating a solecism, to include in “the
classical school” the followers of Ricardo, those, that is to say, who adopted and perfected the
theory of the Ricardian economics, including (for example) J. S. Mill, Marshall, Edgeworth and
prof. Pigou. . ‘

Keynes argue that the postulates of the classical theory are applicable to a special case only and
not to the general case, the situation which it assumes being a limiting point of the possible
positions of equilibrium. Moreover, the characteristics of the special case assumed by the
classical theory happen not to be those of the economic society in which we actually live, with
the result that its teaching is misleading and di§a§trous if we attempt to apply it to the facts of

experience. : Ao ime

The analysis of the propensity to consume, the definition of the marginal efficiency of capital
and the theory of the rgte of mteres.t are the three main gaps in our existing knowledge which it
will be necessary to fill. When this has been accomplished, we shall find that the theory of
into its proper place as a matter which is subsidiary to our general theory. We shall

prices falls & Jual _ :
owever, that money plays an essential part in our theory of the rate of interest; and

discovers h

I_.‘.
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we shall attempt to disentangle the peculiar characteristics of money which distinguish it from
other things'.

Term Structure of Interest Rates

We can define the term structure of interest rates as calculation of the relation betwsehl the yields
on default-free securities which only differ in their term to maturity. This relatidnship has
several determinants, such as interest rates and yield curves, which are always concerned by
economics to establish the term structure. Investors and economists strongly believe that the
shape of the yield curve reflects the conditions for monetary policy and the market's future
expectation for interest rates. In other words, term structure is important for u because it
integrates the market’s anticipations of future events by offering a complete schedulé of interest
rates across time. Thus, the understanding of the explanation of the term structure g>i)\f‘és us a way
to extract this information and to predict how changes in the underlying variables will affect the
yield curve (Irturk, 2006). The variety of interest rates that exist in the economy and the
structure of interest rates is subject to considerable change due to different factors. Such changes
are important to the operation of monetary policy. Interest rates vary because of differences in
the time period, the degree of risk, and the transactions costs associated with diffegent financial
Instruments. The relationship between the yields on comparable securities; byt different
maturities is called the term structure of interest rates. The primary focus here is the Treasury
market. The graphic that depicts the relationship between the yield on Treasury securities with

different maturities is known as the yield curve and, therefore, the maturity _s'g'm‘:ud is also
referred to as the yvield curve spread. ‘~i!

The term structure of interest rates looks the relationship among the yields on, default-free
securities that differ only in their term to maturity. The factors of this relationship bave long
been an interesting topic for economists. The term structure embodies the market’s gnticipations
of future events. It is possible by offering a complete schedule of interest rates across time.
Anticipations, risk aversion, investment alternatives, and preferences about the timing of
consumption all play a role in determining the term structure!®. Accordingly, the term structure

may be affected by the domestic happenings and the regiona] packeround related with the risk
perception. £

Financial repression and interest rate

“Financial repression” refers to a wide array of policies that allyyw o eovernment to place its
debt with financial institutions at relatively low interest rates. Fina'nccial repression policies
should only be used when two conditions are met: The government ha , ‘m)t_;wed Rl e
debt and, because of worries about its willingness to re e

financial credibility'® ,
Financial repression refers to the notion that a set of government regulati laws, and other
non-market restrictions prevent the financial intermediaries of an eCO?]om\I/O;‘]S, a;& S, ;Onino 7
their full capacity. The policies that cause financial repression inclyde ; trom ‘Altnc ; q_l_?u‘q
liquidity ratio requirements, high bank reserve requirements, capital i4COntm;n erest ilat_e. 1c;u 1{ gs
market entry into the financial sector, credit ceilings or restrictions op Sagnd {estﬁmtf.oiw_b Snt
allocation, and government ownership or domination of banks. However. o ?Vec-t:om 0 ~‘ dei
the intermediaries on the grounds of equity, sustainability and ihClUSi()I; government restricts

. : In Indian cHanging
ideology has great role in constructing the above said policies. So ugu,d&fyhil Jgjté":l
¥ sually, politice

pay its debts—that is, concerns about

* (Keynes, 2003.)
15 (Cox, Jr, & Ross, 1986)
16 (Chari, Devis, & Kehoe, 2016)
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arrangements are eagerly observed by the mediators. The level and type of control vary
according to the type and stage of development of economy. In India, materialization of
liberalization demands a free intermediation. The volume of free enterprises determines the type

of restrictions.

Economists have commonly argued that financial repression prevents the efficient allocation of
capital and thereby impairs economic growth. The possible negative effect of financial
repression on economic growth does not automatically mean that countries should adopt a
laissez-faire stance on financial development.and remove all regulations and controls that create
financial repression. Many developing countries that liberalized their financial markets
experienced crises partly because of the external shocks that financial liberalization introduces
or amplifies (World Economy Financial Repression).

Using financial repression governments create a type of “sheep shearing” framework. For
maximum efficiency, all of investors, depositors or policy holders are sheared whenever they
buy government bonds. Using capital requirements and the creation of regulatory incentives and
oovernments can effectively force the institutions to take on investments that pay less than the
roate of inflation. Institutions take their margins, and pass through lower real return to their
depositors and policyholders. Eventually, the last ones ‘pay government’s debts with private

savings.
A little dose of financial repression could be justified i,n‘a normal economic e‘n\,'ironn'lent.
Slightly negative rea'l interest rates could generate stronger.present—day demand by reducing
savings and increasing borrowmg. GDR growth would rise anq unemployment fall. Bat
nowadays, when the debt ]ever.age 1s too high, t}.la't type of actions aims only at providing cheap
funding for gov.emment spending and debt servicing. Eventually, once mgre in the history, the
weaker economic players have to pay for the mistakes of the stronger ones'’.

China has been experienc.ing financial repression' for a lopg tim‘e. The main fea'ture. of this
repression is a regulated interest rate system. This result in private firms’ low likelihood of_‘
getting money from th_e 01_°f1c1al banking system, and_ at tk.le same t1m§ seeded the emergence of
the shadow banks, which introduces 1.1ncontr.o].lable risks into the Chm;se economy. Also, o‘thcr
policy goals, such as monetary pohgy efﬁmency‘, cr.oss-borQer cap}tal mobility and a free-
foating exchangg rate, have to be. sa'crlﬁced. to mam.tam the dlctateq ‘mterest rates. .If the state-

d firm continues to have priority getting credit from the official banks, an interest rate
o-wnzlization may not deliver a convergence of the two interest rate systems and a shrinkage of
:g;e:hadow banking industry'®.

. »ds of high indebtedness have historically been associated with a rising incidence of default
Fertous .curing of public and private debts. Sometimes the debt restructuring is more subtle and
or r estrucformvof “financial repression”. Consistent negative real interest rates are equivalent to
takes the bond holders and, more generally, savers. In the heavily regulated financial markets of the
a tax on Ods system, a variety of financial domestic and international restrictions facilitated a sharp
Bretton.wozuctioﬂ or “liquidation” of public debt from the late 1940s to thel970s. The restrictions or
and rapid ¢ asures of that era had their origins in what would now come under the heading of “macro
ngUlatqrynm chems in the wake of the severe banking crises that swept many countries in the early
pmdennal, ":urge in public debts, that followed during the Great Depression and through World War 11
1930s. The sthe case for stable and low interest rates and directed credit more compelling to
on}}' y‘;iizrs_ The resurgence of financial repression in the wake of the 2007-2009 financial crises
po 1C

1ziclifski. T, (2014)
18 Hu, (2014)
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alongside the surge in public debts in advanced economies is documented here. This process of financial
“de-globalisation” may have only just begunlg.

As observed by Maxwell Fry [1997] and others, financial repressive policies in developing countries
typically originate as restrictions on financial activities adopted ‘in the interest of a' variety of
development and social objectives. Eventually, the primary role of policies that require financial
intermediaries to hold large percentages of their assets in government debt, usually at below-market
rates of interest, that control domestic rates of interest and that restrict residents access to' international
financial markets ‘is fiscal. Governments seek to finance the ‘gap between public 'spending and
conventional tax revenues plus seignorage by borrowing at subsidized rates from commercial banks.
Under such policies, governments absorb relatively large shares of domestic credit and use restrictions
o‘nintemationalcapitalflowstocollectrgcinﬂationtaxrcvenues'atlowerra‘tesoﬁnflationthanwohldothelwisebe
possible. India provides . a premier example of how financial restrictions initially imposed for the
‘purpose of directing investment resources toward -development projects became
- important instruments of fiscal policyzo. il

.. Financial Repression, Fiscal Policy and Exchange Rate Management in India

For most of the past half century, India imposed very tight restrictions on international trade in
goods, services and financial assets. International cofrinmdityiand services trade were restricted
by a wide variety of quantitative restrictions and. tariff rates. International capital inflows and
outflows were réstricted by outright prohibition and'administrative controls on ithe purchase of
foreign: assets by residents, direct investment by foreigners and private external borrowing.
Domestic economic reforms and progressive liberalization 'of the trading regime began in the
late 1980s: After 1991, the government gradually began to relax restrictions on capital inflows
and direct investment. It also began to relax restrictions on the convertibility of the currency for
current account transactions in 1992 and made the rupee fully convertible for ‘current account
transactions in August 1994 with Indian acceptance of the obligations of Article VIII of the
Articles of Agreement of the International Morietary Fund. The government continues to
maintain effective controls on the acquisition of foreign financial assets by the private sector and
the currency is not convertible for capital account transactions for residents. Foreign investment
income is fully convertible, and limits of foreign equity participation were recently liberalized.
After 1991, the rate of tariff reduction and elimination of quantitative restrictions on imports
increased. The average tariff rate fell from 125 percent in 1991 to 50 percent in 19952!,

Financial repression in India

The financial system of India was relatively unrestricted until the 1960s when the government
began toimpose controls for the purpose of allocating credit towards development programs
Interest rate controls were 'adopted and liquidity requirements on banks were g
progressively during the decade. The government also established state banks and nationali‘zed
. the largest commercial banks (in 1969), allowfng a greater degree of control over the allocation
of credit by sector and enterprise. Throughout the 1970s and early '1980s, directed credit was a
rising share of domestic lending and interest rate sub;idies for individual sectors became
common. The government began to reverse this process in 1985 with the partial deresulation 61‘
barik deposit rates. These controls were reinstated in 1988, but the government beazn‘ to relax
- ceilings on lending rates the same year. By 1990, progressive reductions in controls on deposit
rates and on lending rates and reductions in directed' lending ' began. There \vz;s ﬁiﬁ-adual‘
reduction of these instruments of financial repression’ throughout the 1990Qs. Demetﬁac‘fcs and

¥ (Reinhart, 2011)
* (Lo & Rogoff, 2014)
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Luintel [1997] calculate an index of financial repression based on quantitative coutrols on
financial intermediation which reveals an upward trend from 1969 through 1984 and the
beginning of the downward trend in 1988. The tendency towards deficit financing of the public
sector in India with the government resorting to seignorage and financial repression to generate
revenues has been widely observed and documented. Important means for the government to
raise revenues through financial repression are the reserve requirements imposed on commercial
banks. Two such requirements are imposed, the cash reserve ratio (CCR) and the statutory
liquidity ratio (SLR). The first requires banks to hold cash assets in proportion to their liabilities,
while the second ' imposes .a lower bound on bank holdings of government interest-bearing
(domestlc currency denominated) debt. These are held at below-market rates of interest. Both
requlrements vary significantly over time and are used as active instruments of monetary policy.
The reserve and liquidity requirements vary over time and reports ratios of commercial bank
lending. to the government. Two patterns are -evident - the requlrements vary within years,
sometimes significantly, and they decrease over time the 1990s.

- Unit 6 The yield curvé
Introduction L
A yield curve is a plot of a specific set of bond ylelds asa functlon of their maturity. The yield .
curve, which plots a set of interest rates of bonds of dxfferent maturmes dCbpﬂbLS the
relationship among short-term, medlum—term and' long -term rates at a glven point in time 2 Ttis.
an important tool in fixed-income mvestmg Investors use the yield curve as'a reference point
for forecasting interest rates, pricing bonds and creating strategies for boosting tota] returns. The
yield curve has also become a reliable leading indicator of economic activity.
The yield curve is a line uTaph that plots the relationship between yields' to maturity and time to
maturity for bonds of the same asset class and credit quality. The plotted line begins with the
spot mterest rate, which is the rate for the shortest maturity, and extends out in time, typically to
30 years

From a conceptual perspective, the yield curve determines the value that investors place today
on nominal payments at all future dates—a fundamental determinant of almost all asset prices
and economic decisions. From a practical perspective, the U.S. Treasury market is one of the
Jargest and most liquid markets in the global financial system. In part because of this liquidity,
U.S. Treasuries are extensively used to manage interést rate risk, to hedge other interest rate
exposures, and to provide a benchmark for the pricing of other assets®*

22 ERBSF Economic Letter (2003)

23 (Basics, 2004)
2 (Gurkaynak, Sack, & Wright. 2006)

m:mummummwvwwwxwm

,__,_-——-————'——’—"’-——"————‘——.——_ <
Financial Markets and Institutions g 1 N . Page 33



School of Distance Education

Chart I Yield Curve
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Market Reatist™ _
Yield curve estimation
If the Treasury issued a full spectrum of zero coupon securities every day, then we could simply
observe the yield curve and have a complete set of the yields and forward rates described in the
previous section. That, unfortunately, is not the case. Treasury has instead issued a limited
number of securities with different maturities and coupons. Hence, we usually have to infer what
the yields would be across the maturity spectrum from the prices of existing securities. For each
date, we know the prices (and therefore yields) of a number of Treasury securities with different
maturities and coupon payments. Accounting for the differences in maturities and coupons is not
a problem; the estimation will simply view coupon bearing bonds as baskets of zerb—coupon
securities, one for each coupon payment and the principal payment. The more significant
problem is the fact that we do not have securities at all maturities. To come up with yields across
the complete maturity spectrum, we have to interpolate between the existing securities. This
exercise is what constitutes yield curve estimation. Primary purpose in estimating the yield
curve is to understand its fundamental determinants such as macroeconomic conditiong
monetary policy prospects, perceived risks, and investors’ risk preferences. Consideri o
this purpose, we will employ a parametric yield curve specification. As will be senc
below, this specification will allow for very rich shapes of the forward curve while lare 3n
ruling out variation resulting from a small number of securities at a given maturity®, PHy

wourca: WS, Deparmmentof Tremsury

If the term structure is plotted at a given point in time, based on the yield to maty
rate, at successive maturities against maturity, one of the three shapes of the yie
be observed. The type of yield curve, when the yield increases with maturity,
upward-sloping yield curve or a positively sloped yield curve. A disti
upward sloping yield curves based on the steepness of the yield curve. The Steepness of .
curve is typically measured in terms of the maturity spread between the 1°“°—termo the yield
term yields. A downward-sloping or inverted yield curve is the one, Where° and short-
decline as maturity increases. A variant of the flat yield is the one in which
term and long-term Treasuries are similar but the yield on intermediate-t
much lower than, for example, the six-month and 30-year yields. Such ai y‘i
to as a humped yield curve. ;

rity, or the spot
yield curve wonlg
18 referred to ag g,

nction ig made for

yields in general
the yield on short-
€Im Treasyrjeg are
eld curve g referred

i

What determines the shape of the yield curve?

Most economists agree that two major factors affect the slope of the yield curve.

5

» (Gurkaynak et al., 2006)
T T
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Investors’ expectations for future interest rates and certain “risk premiums” that investors
require to hold long-term bonds. Four widely followed theories have evolved that attempt to
explain these factors in detail:

Theories of term structure of interest rates®®

1.

The Pure Expectations Theory holds that the slope of the yield curve reflects only

investors’ expectations for future short-term interest rates. Much of the time, investors
expect interest rates to rise in the future, which accounts for the usual upward slope of the
yield curve. The pure expectations theory assumes that investors are indifferent between
investing for a long period on the one hand and investing for a shorter period with a view
to reinvesting the principal plus interest on the other hand. For example an investor
would have no preference between making a 12-month deposit and making a 6-month
deposit with a view to reinvesting the proceeds for a further six months so long as the
expected interest receipts are the same. This is equivalent to saying that the pure. .
expectatlons theory assumes that investors treat alternative maturities as pcrfect
substltutes for one another. The pure expectations theory assumes that inyestors are risk-
neutral A risk-neutral investor is not concerned about the possibility, that interest rate
expectatlons will prove to be incorrect, so long as potentlal favourable deviations from;
expectations are as hkely as unfavourable ones. Risk is not regarded negatively. )
However, most mvestors are risk-averse, i.e. they are prepared to forgo some mvestment
return in order to achieve greater certainty about return and value of their investments. As
a résult of nsk-aversmn investors may not be indifferent between alternative maturities.
Attitudes to risk may generate preferences for either short or long matuntxes If such is the .
case, the term structure of interest rates (the yield curve) would reflect risk premiums.

The Liquidity Preference Theory, an offshoot ‘of thé Pure Expectatlons Theory, asserts that long- - g
term interest rates not only reflect investors’ assumptions about future interest rates but also
include a premium for 'holding long-term bonds, called ‘the term premium or' the liquidity-~
premium. This premium compensates investors for the added risk of having their money tied up =
for a longer period, including the greater price uncertainty. Because of the term premium, long-
term bond yields tend to be higher than short-term yields, and the yield curve slopes upward. |,
Some investors may prefer to own shorter rather than longer term securities because a shorter ;
maturity represents greater liquidity. In such case they will be willing to hold long term securmes '
only if compensated with a premium for the lower degree of liquidity. Though long- term’
securities may be liquidated prior to maturity, their prices are more sensitive to interest ratet]
movements. Short-term securities are usually considered to be more liquid because they are more;-
likely to be converted to cash without a loss in value. Thus there is a liquidity premium for less
liquid securities which changes over time. The impact of 11qu1d1ty premium on interest rates is,
explained by hqu]d]ty premium theory.

, | ; jL
Another variation:on the Pure Expectatxons Theory, the Preferred Habitat Theory states that inr-
addition to interest rate expectations, investors have distinct investment horizons .and require a

- meaningful premiym to buy bonds with maturities outside their “preferred” maturity, or habnet
Proponents of this theory believe that sho1t term investors are more prevalent in the hxcd- _
;mcome market and therefore longer-term rates tend to be hlgher than short-term rates. chlu‘rgd

habitat theory is a variation on the market segmentation theory. The preferred habitat theory
allows for some substitutability between maturities. However the preferred habitat theory views
that interest premiums are needed to entice investors from their preferred maturities to other'
maturities. According to the market $egmentat10n and preferred habitat explanations, government,
can have a direct impact on the y1e1d curve. Governments borrow by selling bills and bonds of "’

26 Financial Markets, Leonardo da Vinci programme project (2010)
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various maturities. If government borrows by selling long-term bonds, it will push up long-term
interest rates (by pushing down long-term bond prices) and cause the yield curve to be more
upward sloping (or less downward sloping). If the borrowing were at the short maturity end,
short-term interest rates would be pushed up. ' ’ '

4. According to the market segmentation theory, interest rates for different madturities are
determined independently of one another. The interest rate for short maturities is determined by
the supply of and demand for short-term funds. Long-term interest rates are those that equate the
sums that investors wish to lend long term with the amounts that borrowers are seeking on a
long-term basis. According to market segmentation theory, investors and borrowers EO not
consider their short-term investments or borrowings as substitutes for long-term ones. This lack
of substitutability keeps interest rates of differing maturities independent of one (;mother If
investors or borrowers considered alternative maturities as substitutes, they may switch betw;:en
maturities. However, if investors and borrowers switch between maturities in re-Sponse to interest
rate changes, interest rates for different maturities would no longer be independent of each other

An interest rate change for one maturity would affect demand and sy
111 p l ,a aIld 1
rates, for other maturities. Pl hen.CC terest

Since the 1980s, economists have argued that the slope of the yield: cury
and short-term interest rates—is a good predictor of future economic activity Mo .
influence the slope of the yield curve. A tightening of monetary policy usually m'e‘an nl?tary ApOhcy can
interest rates, typically intended to lead to a reduction in inflationary pressureg Wshz HSE 11 short-term
subside, it is expected that a policy easing—Ilower rates—will follow . Whereas éhort tn those
are relatively high as a result of the tightening, long term rates tend to refl M
and rise by less than short-term rates. The monetary tightening both, g
flattens (or even inverts) the yield curve. Changes in investor expectation
the yield curve. Consider that expectations of future short term interest
demand for credit and to future inflation. A rise in short-term interest rateg Induced b
could be expected to lead to a future slowdown in real economic activity and depy, dy‘.mOnetary policy
downward pressure on future real interest rates. At the same time, slowing aCtivitan for credis, putting
expected inflation, increasing the likelihood of a future easing in monetary ZOIicv %’ may result in lower
in short-term rates would tend to reduce current long-term rates and flatten the =, lhe €Xpected declines
scenario is consistent with the observed correlation between the yield curzl,'le d curve. Clearly, this
multiplicity of channels through which the predictive power of the yield ¢y e and recessions. The
makes it difficult to give one simple explanation for that power. HOW"'Vef Ve may manifest itself
robustness to the relationship between the yield curve and €conomic actjyijt ) 1t also Suggests certain
play at any one time, other channels may take up the slack. The conceptua] }rl , ff OBe channel is not in
also have implications for the signals provided by the yield curve indicator, F Clationshipg outlined here
investor expectations figure so importantly in these relationships means .t} lr_St’ the fact that long-term
more forward-looking than other leading indicators. Second, the signalg pr ov%?; the yielq Curve n?av B
be very sensitive to changes in financial market conditions. The precise effl °d by the yield curye Jmay
yield curve will depend on whether they stem from technical factorg & €ct of these changeg on the
example, because different maturities of fixed income securities apy, elconomic fundamgm.dh Flor
permanent shift in the relative importance of clienteles could produce Pleea to different Cliellfeié' 4
the yield curve. Alternatively, a temporary change in the demand for asse[n nanem‘ shifts i e ;10 S, :
change resulting from hedging activities—could affect the slope of thes .ofg Siven matun’ty; p'e 0
before the yield curve returns to values determined by economic Rids Yield- cyrye for 4 Shor‘ts‘}'y, a
suggest that the signals produced by the yield curve must show some de mem?‘l& €S€ Consider, l.mu?
be meaningful. The interest rates used to compute the spread bétweenglree on Persistence ” }h ierdtx?gs
vary across the literature on the yield curve’s predictive power. Fop (.mg.tcm‘ and shey & oo
choose to focus on the difference between the ten-year and twq Cxamplé, Market aA erm rates
academic researchers have favored the spread betweep t year Treasury i, 6 naly§ts often
8, while some

he ten-ye;
o | ar Treasyy
rate. Other rates explored in the literature vary as to maturity oblig A

e—the spread between long-

pressures
M interest rates
ect longer term eXpectations
OWS down the economy and
§ can algg change the slope of
Tales are relateqd tq future real

Or, and ¢q 1€ federa] funds
e e, Hhp Uationg] hasis 1
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choosing the most appropriate rates, one should consider a number of criteria, including the ready
availability of historical data and consistency in the computation of rates over time. It is also important
to consider the role of risk premiums and coupons, although at present there is no standard way of
dealing with these issues?’

Practical guidelines for the use of the yield curve to predict recessions in real time:

1. Defining recessions as the periods between NBER peaks and troughs—counting the troughs but
not the peaks— produces clear results.

2. Treasury rates are most likely to produce accurate forecasts.

3. The best maturity combination may be three months and ten years. Other choices lead to results
that are highly correlated with our own, but whatever combination is selected should be used
consistently in both analysis and prediction.

4, The three-month rate is best represented by the secondary market rate, expressed on a bond-

equivalent basis to match the ten-year rate.

The ten-year constant maturity rate produces good results

Levels of the spread are more informative than chanoes

OngEN

Unit 7 Interest Rate, Savings and Investment
Interest rates and savings

The interest elasticity of saving is defined as the percent change in saving that results from a one-percent
change in the interest rate. There is disagreement among economists about both the sign and magnitude
of this elasticity, as existing theory and empirical evidence do not appear to offer any clear conclusions.

Individuals hold financial wealth that falls into both categories. For example, the prices of stocks and
bonds fall when interest rates rise, and the value of debt with a fixed interest rate- such as fixed-rate
mortgages and most auto loans--falls when interest rates rise. At the same time, the value of bank
accounts and debt with a floating interest rate--such as adjustable-rate mortgages and credit card
balances--does not change when interest rates change. Thus, the effect of interest-rate changes on the
wealth of particular individuals depends on the types of financial assets and liabilities that they hold.

An individual's income is unaffected by a change in the interest rate, and therefore that the change in her
saving equals the negative of the change in her consumption.

It is true that an increase in the interest rate will raise the income of individuals who hold bank accounts,
but it will lower the income of bank owners by an equal amount. Aggregate income must be unchanged
because the productive capacity of the economy is unchanged (in the short run). And the redistribution

of income has no additional effect on the behavior of lifecycle consumers after allowing for the
revaluation of wealth.

The change in personal saving for the entire economy is simply the sum of the saving responses of all of
the nation's households. Because households differ in the economic environment they face, their
willingness to substitute consumption over time, their preference for consumption today relative to
consumption in the future, and even the model that underlies their decisions, aggregation is an
interesting and challenging problem.

There is also evidence that some people are more forward-looking than implied by the lifecycle model,
in that their saving decisions reflect concern for their children as well as for themselves. These people
save not only to finance their own future consumption but also to finance bequests to their children.

Deaton (1992) argues that if consumption is always close to income for many people, then "the prima
facie supposition must be that interest rates are not very important" in determining consumption and
saving. But consumption is not that close to income for people who are doing the saving in the

1
i

27 (Bstrella & Trubin, 2006)
28 (Estrella & Trubin, 2006) )
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© economy, so there is no reason to presume that the savers' decisions are unaffected by interest rates or
other factors. P

To summarize, the lifecycle model clearly does not describe everyone's consumption and saving
“ decisions, although it may describe the source of most aggregate saving. Further It is not possible to

provide a precise estimate of the interest elasticity of saving with any confidence. Neverii:el'ess,- the
‘_" models that likely describe the behavior of the people who account for most of aggregate,sa\}ihg imply
* positive elasticities, so the aggregate interest elasticity of saving is probably positive?’, e

Appropriate monetary and fiscal policies are also important factors in maintaining the. stability of

savings and loan associations. Sharp increases in interest rates during recent years have been associated
< with rising prices. The real rate of return on loans and investments has been relatively stablé. The risine
: prices can been associated with expansive fiscal and monetary actions. Thus, an important factor i;
 maintaining relatively stable interest rates is the maintenance of fiscal and monetary polioies that are
! conducive to stable prices. Monetary and fiscal policies which contribute to greater price stability should
1 alleviate most requests for assistance by savings and loan associations. Such policies will redice the rate
< of inflation, which in turn is incorporated into interest rates, thus r'node’ra:ting rate increases®

* Indian context shows the narrowed financial resource gap in 20‘1,4_1 5in an e
by ongoing fiscal consolidation, decline in global commodity prices and
“ formation. Currency and deposits remained the most preferred financial
* symptoms of financial interconnectedness highli%ht the augmented capa
i corporations as suppliers of finance in the economy>’. : i

: a. Deposit rate dynamics .. . _

" The decreased spreads between market and deposit rates may reflect a comb
"in the market. Among these factors we could mention (1) the smaller ¢
deposits of other banking products, (ii) lower servicing costs of savihgs
technology, and (iii) changes in the competitive conditions. (e

nvironment characterized
moderation in net capital
Instruments in India. The
city of non-bank financial

Ination of structural changes
ross~_subs1dlsation, by savings
deposits thanks to advances in

. b. Deposit balance dynamics , \
. Either general market conditions or idiosyncratic events (Death, divvorce, housg
_ cause depositors to withdraw all or part of their balances. Savings déposit ba

affected by depositors’ opportunity cost, i.e. the maximum return that th
. the funds were not deposited in a savings account.

€ renovation etc) may
lance grawth rates are

e deposited funds could eamn if

¢ Measuring the interest rate risk of savings deposits

"/ Deposit rate and balance dynamics of savings accounts are clearly intertwineq o
“the repricing impact of deposit rate changes, banks only sluggishly adjus.t g Practice and to limit
T However, if savings deposits are not fully and immediately repriced with market r ?Vmgs_ deposit rates.
. outflow of deposits, which banks will have to replace at a higher cost. 15 ates, this may entail an
" repricing effects have to be taken into account simultaneously in the intereg; raet en'd, the volume and
" banks. To measure the interest rate risk of savings deposits, two approaches ¢, ALK Management of
,( one centres on banks’ proﬁtability and net interest income at risk. If the seHS{t-‘L'lFl be adopted. The first
* balances to market interest rate increases is underestimated, bank proﬁtability \;Vlllty of _deposit rates and
~as deposit rates are r_epriced more quickly and deposit balances are Withd'r] decline unexpectedly,
" anticipated. If the sensitivity to market rate increases is overestimated, the baﬁk:awn More quickly than
" relatively short-term assets to hedge the interest rate risk and thusg foregq Y May as a regylt invest in
" investments. ' 89, More profitabe long-term
Alternatively, the assessment can be based on the impact on banks’ s

| . ' : solvenc
; at risk. In case of a move in market interest rates, it is important to

: SC1 value of ¢
the m arket v ¢ of equity

alue sensitivity
IHIlTo

measure

29 . . a

“The Effect Of Interest-Rate Changes On Household Saving And Consum o o
Federal Reserve Board June 1996 ption: A SUn'cy"
0 Interest Rate Controls— Perspective, Purpose, and Problems (CLIFTON
*! Elows of Funds Accounts of the Indian Economy: 2014-15, RBI Bulletin,
m
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of savings deposits, since savings dep051ts value changes may partially offset the value change in the
other direction on the asset side, thereby acting as a hedge for the market value of equity*

Theory predicts that people smooth out consumption over time by saving when their incomes are high
and dissaving when their incomes are low. The direct implication is that consumers with nsmg incomes
should start spending more immediately so as to enjoy.the benefits of future income growth®.

Since the early 1980s China has witnessed a rapid increase in its national savings rate to one of the
highest rates in the world. Unlike the socialist period when consumption was repressed in order to
redirect resources to investment, most of these savings are voluntary.

High Savings Returns

The very high savings rates in rapid growth economies seem to preclude this explanation. Because the
supply of savings is so high, interest rates are often quite low. For instance, savings in Taiwan and Japan
in the 1970s were extremely high even though real interest rates were nearly zero. More evidence that
savings supply are the key factor is seen from the speed with which Japan and Taiwan became capital
exporters. Only South Korea has followed the predicted model of being a capital importer. In the case of
China, real interest rates on savings have varied widely but in many periods have been negative. So the
pattern would seem to be similar to that of Taiwan and Japan. However, capital markets in China have
been so restricted that is hard to rule out a role for high savings returns. For instance, households might
save in the hope of later capital liberalization that will allow a higher rate of return. Arguing against this
possibility is the fact that savings rates have remained high as capital markets have liberalized and as
competitive pressures have forced down profit rates. Moreover, China is steadily moving toward to
becoming a capital exporter. Foreign reserves of nearly $400 billion are now almost equal to the entire
accumulated foreign direct investment in China of $450 billion. Even as portfolio investment rises in
China, there is no indication that China is substantially increasing its net capital inflows. This is seen
most readily from its continued trade surplus™*

Implications for China’s Economy

China’s high savings rates are widely recognized as one of the determining factors in China’s successful
transition from a planned, low-income economy to a market-based, middle-income economy. First, they
appear to have played an early role in China’s successful transition by allowing China to maintain rapid
investment growth throughout the reform period, even in the early period when foreign capital was
difficult to attain. While much of this investment was inefficient in the early period, and the savings
were not all voluntary, China was able to avoid the collapse in investment witnessed by Eastern Europe
and Russia. Second, since rapid growth is itself a generator of high savings, China has been able to
enjoy a virtuous cycle of high savings leading to high growth, and then even higher savings leading to
even higher growth. By maintaining high investment rates in the early reform years, government policies
encouraged rapid growth which then helped induce high savings rates, and high investment has
subsequently been maintained even as public savings have become dramatically less important. Even in
the basic life-cycle model this virtuous cycle can arise due to the interaction of demographic factors and
growth. In the habit persistence and falling behind the Joneses models, this cycle is even more powerful.
Third, China’s high savings rates have promoted exports by inducing a trade surplus in accordance with
standard theories. Rather than being a large importer as is common in developing countries, China has
typically run a trade surplus. The promotion of exports has allowed China to rapidly move into new
industries that might not otherwise have developed, to enjoy the learning-by-doing that results, and
move into more technologically advanced industries. Fourth, high savings rates have helped China
maintain stability in its external accounts by inducing a trade surplus. This surplus has allowed China to
keep the exchange rate stable over a long period, making investment by domestic and foreign companies
less risky, and reducing pressure on domestic prices. It has also allowed China to reduce the need for
international debt and accumulate large foreign exchange reserves, thereby reducing the risk of financial

IS T
2 Maes.K, & Timmermans.T, (2005)
33 (Harbaugh, 2004)
34 (Harbaugh, 2004)
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crises such as the 1997 Asian crisis, Similarly, the surplus has allowed China to follow its own strategy
of slowly moving toward capital account convertibility, thereby further reducing the risk of such a crisis.
Fifth, China’s high savings rates have helped domestic financial stability. Because of clear inefficiencies
in the state-run banking sector, it has long been predicted that China will face a severe Banking crisis
(Lardy, 1998). Despite the high rates of non-performing loans, banks have been able to avoid id‘crisis in
part because of the increasing inflows of new savings. While it can be argued that hi i
have encouraged tolerance of bad banking practices, reforming a socialist banking system cannot be
done rapidly and high savings rates have given China the opportunity to gradually reduééithe non-
performing loan problem. In considering the impact of high savings rates on the economy, it ‘must be
recognized that ‘ , - 1R

savings can be manifested in other ways that are not included in official saving statistics but can be
equally important as putting money in the bank or investing in a company. Mo
human capital through education is one of the most important ways to postpone consumption now so as
to consume more later. In fact, the two pillars of the East Asian miracle have been high rate§ 6f capital
accumulation and remarkable rates of human capital accumulation (Young, 1994). I thinapth
development of human capital has been more uneven than in J apan, Taiwan, or elsewhere in'East As; e
but the education system is now clearly on a growth path that is likely to lead to the same Hi’iwh t Asia,
human capital in the region™. | ey e e rates Qf

AR |
gh savings rates

st importantl_y, acquiring

Interest rate and investment

The standard economic theory proposes that the investment level depends maj
the real interest rate and the level of income. How doés an increase ip in
investment by firms? It has an implication in monetary ‘and fiscal policy decisiong The ne i
theory of investment states that increasing the interest rate reduces investmen by ral S
capital *°. it ' g et ' i35 Smg' the cost of
The empirical relevance of the model for explaining how interest rate changes aff,

investment depends on the extent to which firms re-time investments in resp €Ct aggregate

nly on two major factors:
terest rates affect capital

. Vi Tl ) 5 g A Onset 3 &3
conditions. There is some evidence that firms delay investment when faced with inzrchanggs in mz}rket
as predicted by irreversible investment models (e.g. Leahy and White d, 1996 Bealsed uncertainty,
Somerville, 2004; Bloom, Bond and Reenen, 2006)". There is also some evi » Bulan, Mayer and

; dence :
variation in interest rates are related to the speed of real estate development ‘that Cross-sectional

: 3 N e Y1) (Capoz :
and time-series fluctuations in interest rates affect the timing of IPQ decisions (Josxza'and Li, 2001)%,
2004)*. ovic an

Changes in interest rates can refl ect the basic situation of the operation of thac

effects all the macroeconomic variables such as GDP, price level, the leve] of ity o ecox19my.; selaieg
balance of payments, the rate of economic growth, etc. Obviously th respt Oymept, International
economic variable that plays an important role in both macro and micre €conom e is an’ important
change in interest rates is one of the main factors to judge the Macroeconomig Sit’uﬂc.twny. Therefore, a
rate trend analysis is the main- method to predict the MAacrosCopic econom; at19n and the interest
economists believe that the market rate of interest, the total social savine IC . situatiop, Wieait,
linked. Therefore, the current interest rates affect the investment activitj ment are clog ely

&8 and invegt
es. At;
o Atithe Same time, current

d Rousseau;

€ inte

% (Harbaugh, 2004) ; |

3§ HAAVELMO, T. (1960) A Study in the Theory of Investment (Chicago: Chicagé University Press). Sk o
JORGENSON, D. (1963), “Capital Theory and Investment Behavior”, American Economic Review Papers ang Priae

53 (2), 247-255. i ey : 5 ceedings,
37 BULAN, L., MAYER, C. and SOMERVILLE, T..(2004), “Irreversible Investment, Real Options, and Competition”
Evidence From Real Estate Development” (Mimeo, Columbia University), LEAHY, J. and WHITED, T. (1996 ition:

Some Stylized Facts”, Journal of Money . s
Credit and Banking, 28, 64-83

38 CAPOZZA, D. and LI, Y. (2001), “Residential Investment and Interest Rates: An Empirical Test of Developm
Real Option”, Real Estate Economics, 29, 503-519. Pment as g < U o
2 JOVANOVIC, B. and ROUSSEAU, P. (2001), “Why Wait? A Century of Life before PO, American Econopy |
Papers and Proceedings, 91, 336-341. OMic Reviey,

|

(&me Eﬁ'e 12334
1¢ Effectg :
Ofuncmamty on Investment:




W
School of Distance Education
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% Scale Of investment . Tt T
. g z in the T d .
rises, bond prices fall, if the interest rate falls, bond Pﬁc‘;tsur? by adjusting the savings. If the interest rat

’ rise. €

The influence of inter i
erest rate :
total investment, Under th Qn 1pycstment Seals I PSS e i
. o T e condition of uncha in i appomity GostioL i
increase the cost of investment and then inevi e it VeSaiL e ihe -VeStmem s
area of inil‘eétment, so that the démarfdc' r; 1n§v1tably AR bwes ncping inves’t o ns}pg 4 Bora the
that inveétihe’nt costs decline, thereby sti o ln\{estr.nent ppediRCa HguaE (1);5 to' e e
e authc';)rft:i'es inpihone eédnbmjx tsh mulating investment and the total so,c-‘:l11 ng interest rates means
. nic theor i A i

an important means for an important ind b A S ot the imrest rate

¥ S mdealiis e of eat the interest rate as

economy and adjust
ment of

economiclo,peration :

Introducﬁ;fxxi: mt:§ _I_s‘sues‘ of relative rates and return '
Interest rate is the cost of borrowing ' ‘
reduces. Most of the businesses Jif{V‘zs% p r:r(t)lr:ily When interest rate increases the s

companiesihave to put more resourcés to pas yfor_ Wh(,)n,y is crédited. When incre Ovc-rall investment s
the entire goods and services pfbducéh'  payoff this investment cost. Income i G R
the earning O oIl factors of production %ﬁf:n;rally within a year in an’ S hano 2 ;‘he_ n}qnetary worth of
interest rates and income. A high interest the economy. Investment is frequeﬁ.d‘ His income is as well
expensive 10 have a loan of money Whilerate might lower investment because £ tuncaonar
decides to employ its personal ﬁnan;:em anffl_gals_e‘ in income promotes high invlt RUBHoNDig be extra
cost of inv‘egting those finances Jréith'e‘r 0 1r(1v;strr.16r.1t, ‘h_.e interest rate in ctzhis Stestmem_ Sull if 2 firm
Investment is. the mOSt importarit element o?n‘ providing out that quantity of nands joran oppertunity
Investfnents {n different sectors ultimatel any‘ecopomy, [t is crucial factor fi noney for interest rate.
capital can be ol SRl i raise the capital (in other ‘vJordS"cau(:cr: growth in every epoch.
which can be shown by increase in Busi‘ne:f QD?S.the_ first is increase in WorkLin Caplt:;;l fo@ation), this
offect), which raise the output (producti activity and the other is increased i g capital (in short run)
"  rates vary dependi o ion) which later cause increase in ‘the"f\,euli? ﬁxe;i capital (long run

erest rates v epending on b - h ease in the welfare o A e

< erest S paid to degositori an;?‘:lll()::tng or.ler.xdmg decision. The differeﬁce E the economy .
Actually, this spread AL Ar i ince at which loans are given to borrow etween 'the rate at which
ling-an 4 buying rates AL LTS £ ome of commercial banks. Such ers constitute the spread.
Zn d b%d L provi R ad:ﬁzl"ntathnal money and capital mark;SSp;;ad also exists between
ot The spread PR STy d::S ;:tlve% costs of the financial interrriedi:i3 ,Spread l?etWeen offer
term international Money markets the sprfade‘ol competition among financial insrtl'es and includes their
ween banks borrowing and lendils ower if there is considerable ¢ itions, 1o e
ng rates to their retail customers i :)lr:foetlt}on. Conversely,
s is larger in general due to

the spread bet
; d i )
s derably 1ar;r egree of loan default risk. Thus the lending rates (offer or ask
‘ Fil e 2SR T ask rate) always includes

a risk premium . _ ¢
onship with-interest rate and inve e ¥l 8
stment determine ,
Il be clear when we look in I inés the. volume i)
investment and economic’ growth tate ar:eot}iheks}matlon of Pakistan. A Con‘iif growth in a region. The
for the 1ast Jecade. A profound analysis of the ey problems that adversely aﬂ?euztllly declining trend in
; i e main d : f ct econom -
and real income is 163590 ably helpful for Pakistan® eterminants of investment that is Rea}ll iiiufsgg Sr[atn
' erest rate

ing the response of personal savin

' ' . g to changes in i

licy. The effect of change i ' SCsull dnerest iales:d ;

y ges on the amount of saving may ;1:131 C:m'ml s e
y an important role in tax

Understand
economic PO
The interest elasticity of saving is defined
1o 2ving e d as the percent change in saving that results

policymakmg-
40 i i
Li Suyuan, Adnan Khurshid (2015) Th e eff i
s, I yu ) e eff ect of interest rate on investment: Batipicioalievid
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from a one-percent change in the interest rate. There is disagreement among economists about both the
sign and magnitude of this elasticity, as existing theory and empirical evidence do not appear to offer
any clear conclusions. Economists' standard model of consumer behavior is the lifecycle model, which
assumes that people determine their consumption and saving at each point in their lives by looking
forward to their future income and desires, rather than considering only their current income and desired
spending. Basic economic courses use a stylized version of this model to show that the interest elasticity
of saving can be decomposed into a "substitution" effect and an "income" effect, which work in opposite
directions™. A fundamental tenet of investment theory and the traditional theory of monetary folicy
transmission is that investment expenditures by businesses are negatively affected by interest rates®

Real Investment, Capital Intensity and Interest Rates

In growing economy the cash flows from investment projects can be expected to be rising over time.
Therefore, it is necessary to explore the interactions of growth and uncertainty of cash flows with
variable capital intensity in the decision to invest. The ability to vary capital intensity raises the specter
of perverse responses of investment to interest rates. Variable capital intensity is a sufficient condition
for the perverse responses that can occur when growth rates are high or uncertainty is high46,

In the past few years, long-term interest rates in the G-10 countries have fluactuated sharply. These
fluctuations in nominal inrerest rates have raised concerns about the behaviour and likey future
evolution of real interest rates, and the associated implications for economic growth and welfare. In
particular, some expressed the view that real interest rates have returned to — or even exceeded- the high
levels experienced during the 1980s*’. Real interest rate is the difference between the nominal rate of
interest and the expected rate of inflation. It is a measure of the anticipated opportunity cost of
borrowing in terms of goods and services forgone. Interest rate structure is the relationships between
the various rates of interest in an economy on financial instruments of different lengths (terms) or of
different degrees of risk. Risk premium is an addition to the interest rate demanded by a lender to take

into account the risk that the borrower might default on the loan entirely or may not repay on time
(default risk).

Long-term interest rate

The long-term interest rate is a central variable in the macroeconomy. It matters to borrowe
start a business or purchase a home; to lenders weighing the risks and rewards of extend
savers preparing for college or retirement; and to policymakers gauging the state of the
financing government expenditure. The global financial crisis and the aggressive policy res
long-term interest rates in the United States and in many advanced economies to historical
But today’s low-rate environment is not just a cyclical story. Interest rates had been falli
for nearly twenty years before the crisis. Despite the magnitude and persistence
downtrend, the explanation for the decline is one of the most vexing
macroeconomists today. A survey conducted in 2015 by the US on Long-
many drivers of long-term interest rates in recent decades and going forward.

1s looking to
ing credit; to
economy and
ponse pushed
ly low levels.
ng worldwide
of the secular
questions faced by
erm interest rateg reveals

It concludes*:

a. The decline in long-term interest rates over the past thirty years wag real, global, and
unexpected. While lower inflation explains some of the decline in nominal inte,reqt rate’s ihe
downtrend is evident even when adjusting nominal interest rates for the rate of inhation ,The
decline has also been evident across a wide range of countries, ref] ‘

: 1 ecting the in 1IN
intes  ou of the global economy. Financial markets and professional ForecaSte:f;eaaslli?{Z

* “The Effcc. Of Interest-Rate Changes On Household Saving And Consum tion: A S "

Federal Reserve Board June 1996 R WIVeY” Douglas W . Elmendorf
“3 (Sharpe, Suarez, & Sharpe, 2014)

“€ “Real Investment, Capital Intensity and Interest Rates”, Dennis R. Capozza (2001)

" “saving, Investment and Real Interest kates”, A Study for the Ministers and Governors by the Group of Deputi

Instituto Poligrafico E Zecca Dello Stato, October 1995. es-

2 (“LONG-TERM INTEREST RATES : A SURVEY,” 2015)
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fg:iésr:;lttg ni;z?rleerclidt.o predict the secular shift, focusing too much on cyclical factors and missing
b. The dec}ine is consistent with several theoretical frameworks economists have used t
analyze interest rates. The interest rate settles at the level that equates tﬁe supply 01; savir::witg
the demand for investment, and innumerable factors affect both sides of the equation ’oMau
frameworks suggest that long-term interest rates are closely related to productivity' growth' Othc-:):'
factors such as the rate of population growth and technological advance, as well as acc;x'eoat
démand and the stance of fiscal and monetary policy, also play a role. ’ SEHRiL

C. A.number of factors, both transitory and longer-lived, have contributed to the decline—
with many of these factors suggesting that long-run equilibrium interest rates have fallen
"l“ra,ns.uory' factors include global fiscal and monetary policies, shifts in the term premium and.
1nﬂat19n risk, and post-crisis private-sector deleveraging. More persistent factors include lower
potential output and productivity growth, shifting demographics, and the global “saving glut.”

Ultimat.ely, interest rates reﬂect underlying macroeconomic conditions; there is no “optimal” long-term
rate of interest. Rather, policy should support long-run growth, maintain price stability and su;port a

stable financial system.

Shadow Banking

There is an inherent risk in the transformation of maturity in the conventional banking activity. It i
umed that households. entrust their savings to the commercial banks with the objective of i}n.c y 18
But the fact exist that, without the long term enrolment of fund for productive pu o*r:}e
there shall not be recognizable income, especially after the processing charge of banks. So lIl’mfiI;r st;ls,
closed supervision, it is better to transform the maturity by commercial banks. Cém.rnercial b'\nkf:
generally handle short term deposits of households (A maturity of less than five years). On ol 0; d.,
of interest rate risks, banks hesitate to advance longer term, especially after the -economicg'r Hacs
Economic Crisis (2007-08), in a sense, reasonably contributed towards the development of ,lcnfls.
banking- the bank like functioning of non bank financial intermediaries. shadow

Shadow Banking in India
In India, some NBFCs undertake Sh?3"C10W 'banking activities. Banks are compelled to provide short term
loansiio NBFCs-ND-51 (Non Deposit taking Systemically Important). Some NBFCs, in the shadow of
the commercial bants finance fixed assets. Although the function offer fixed capital augmentation
h : : _ ; ’
pusiness firms face two medlator;_ These two mediators charge to compensate the interest rate risk
1 ion, uneven financial M a _
Mans ) transfognatlon leverage »nd opaque regulatory measures develop shadow

panking in India

ass
generation.

Greek Crisis

The Country was
the country’s init

constantly spending more than it was collecting in tax revenues. For most of this time
ially reported numbers showed small differences that were subsequently‘.found to havc’
been much larger. It resulted in a fall of 2009 and a then newly elected government reported that the
deficit for that year was going to be 13.6 percent of economic output and that the deficits in 2007 and
2006 were also larger than had been reported. Its borrowing costs rose sharply and the country began
looking for ways to reduce 1ts requlreq debt payments and end its borrowing Jaddiction. By late 2014
Greece was finally spending lgss than it was collecting, although the interest payments on debt meané
there was still an overall deficit. The economy contracted for two more years as the reforms failed to
deliver higher growth. The pubhf: lost confidence in the incumbent government and its lenders.
Unemployment in Greece has remained above 25% for years and was much higher for young people.
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Regional Financial Developments: Tightening Conditions®
Asia experienced a substantial reduction in (and in some cases reversal of) net capital inflows starting in
mid-2015, reﬂectmg global and regional factors. The reasons must be read with the cyclxca] movements
of the economic factors. SenUment toward emerging markets started weakening in early;2015. This
curtailed the capital flow. The sharp decline in equlty prices in China and uncertainty about the shift in
China’s exchange rate policy led to further spikes in volatility and bouts of outflows. Two. factors—
asynchronous monetary policy in advanced economies and uncertainty regarding the timing and pace of
further monetary policy tightening by the Federal Reserve—have led to heightened interest rate
volatility and rising spreads fueling outflows and pressures on emerging market currencies. Cumulative
portfolio inflows to major Asian cmergmg market economies (excludmg China) reached $40 billion in
2015, one-third of the level attained in 2014. China has seen large outflows following its decision to
make its exchange rate more market determined in August 2015, with total capital outflows reaching an
estimated $900 billion in 2015. So far in 2016, the region has expenenced a decline in portfolio mﬂows
(bonds and equities combmed), and outﬂows from Chma alone averaged $100 billion durm0 J

anuary—
February.

Table I Interest Rates selected indic:i_tors Central Bank Policy Rate, Percent per annum

‘Country R 2014 2015
Euro Area y 0.05 0.05
PG 2501 2,00 |
Canada"t =T #e X TEA il 0.75
Israel  fniti 025] 0.10
Korea, Republicof "« 4 2001 " 1.50
New Zealand = I8 3.50 2.50
J Nor“ray‘ YASEUTR Y g DA S 1.25 0.75
Switzerland ' ' o0 0 T 01251141 10.25
United Kingdom -~ | - 10| 0105011 | '0.50
United States . ! ) i 0.13] - 0.38
Bangladesh: : « -] 5.00 ¢ 5.00
Fiji 0.50 0.50
Indonesia 175 7.50
Malaysia 3.25 3.25
Mongolia | 12.00 13.00
Nepal 8.00 7.00
Philippines 3.69 4.00
Thailand 2.00 1.50
Vietnam 6.50 6.50
Turkey 7.50 7.25
Russian Federation 17.00 11.00 |
Irag 6.00 6.00
Jordan 2.75 1.50
Qatar 4.50 4.50
Saudi Arabia 0.25 0.50°
Ghana L R 21.00 26.00 |
Kenya 8.50 11.50
Mauritius RELS 4.65 4.40
Brazil s et 11.75° 14,25
Chile 3.00 3.35
Mexico Fd 3.00 30%

Source: International Financial Statistics (IFS), IMF W2

Reglonal Economic Outlook -Asia and Pacific: Building on Asia’s Strengths during Turbulent Tlmes Apnl 2016, IMF
D e RORENRE o C e
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Questions 4
uestions

Short Answer Type o

1. What do you mean by Spread?
the shape of the yield curve?

2. What determines |
3. What do you mean by RlS}C _Prcmium? (
4. Write 2 short note 01 liqm_dlty Preference Theory
5. What is Financial Repression?

6. What is Shadow banking? :
7 Write a short note on the Term Structure Siiitera R b

g. What do Yo mean by Maturity Transformation?
9, Suggest guidelines for theuse of the yield curve to predict recessions in real time

10. Specify the relatiouship between Interest Rate and Investment
Essay Type¢ Questions IV )

1. Briefly explain Keynes monetary theory of interest

2. Explain the ;mpact of Interest rate on Real Investment and Capital Intensity

3. Explain Theories of Term Strqcture of Interest rates
4. What do YU understand by Yield Curve? Suggest a strategy to estimate the yield cur
] ‘ 1rve.
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MARKETS FOR COMMODITY AND DEBT

Unit 9 Commodity Markets ‘
Introduction v
Commodities are products that can be bought, sold or traded in different kinds of markets. Commodities
are the raw materials that are used to create products which are consumed in everyday life around the
world, from food products in India to building new homes in Europe or to running cars in the US.
There are two main types of commodities®" :
1. Soft commodities — agricultural products such as corn, wheat, coffee, cocoa, sugar and soybean;
and livestock. .y
2. Hard commodities — natural resources that need to be mined or processed such as crude oil, gold,
silver and rubber. §
Throughout history, commodities have played a major role in shaping the global political economy and
have affected the lives and livelihoods of people. History is replete with examples of how shortage of
critical commodities sparked huge public outcry and social unrest. Of late, the world community is
concerned over the environmental and health costs of production and consumption of certain
commodities and impact on society. f

Kinds of commodities traded in the world

In the global markets, there are four categories of commodities in which trading takes place: -
1. Energy (e.g., crude oil, heating oil, natural gas and gasoline). {
2. Metals (e.g., precious metals such as gold, silver, platinum and palladium; base metals such as
aluminium, copper, lead, nickel, tin and zinc; and industrial metals such as steel).
3. Livestock and meat (e.g., lean hogs, pork bellies, live cattle and feeder cattle).
4. Agricultural (e.g., corn, soybean, wheat, rice, cocoa, coffee, cotton and sugar).

Importance of Commodities

Commodities play an important role in the economic development of all countries — developed,
developing and least developed countries (LDCs). In the case of LDCs, numbering 48 at present, more
than two-thirds of the labour force is dependent on agriculture. In India, too, over 60 percent of the
population is dependent on agriculture for livelihood. Thus, the commodity. production and transaction
are base determinants of Indian economy.

According to UNCTAD statistics, 27 LDCs are commodity exporters. In fact, commodities accounted
for almost 80 percent of LDCs’ goods export during 2007-09. Given the LDCs’ heavy dependence of
commodities, any development strategy aimed at economic growth, poverty reduction and food security
needs to recognize the crucial role played by commodities and natural resources in these economics. As
witnessed during the recent triple crises — food, financial and fuel — the economies of LDCS vemait
vulnerable due to their over-reliance on few primary commodities, and price volatility.

Main differences between commodity spot and derivatives markets

There are two types of commodity markets:

1. Spot (physical) and

2. Derivatives (such as futures, options and swaps).
In a spot market, a physical commodity is sold or bought at a price negotiated between
and the seller. The spot market involves buying and selling of commoditieg in
immediate delivery. There are spot markets for individual consumers (retai] ma
business-to-business (wholesale market) category. Spot markets also include tra dit

the buyer
cash with
rket). and the
10nal markets

3y By e

5t (Mahajan & Singh, 2015)
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such as Delhi’s Azadpur Mandi that deal in fruits and vegetables. Apart from these, there are
numerous unorganized market ventures in Indian countryside.

On the other hand, a commodity can be sold or bought via derivatives contract as well. A futures
contract is a pre—determined and standardized contract to buy or sell commodities for a particular
price and for a certzin dafe 1o the fies For instance, if one wants to buy 10 tonne of rice today,
one can buy it in the spot market. But if one wants to buy or sell 10 tonne of rice at a future date,
(say, after two months), one can buy or sell rice futures contracts at a commodity futures:

exchange.

The futures contracts provide for the delivery or receipt of a physical commodity of a specified
amount at some future date. Under the physically settled contract, the full purchase price is paid
by the buyer and the actual comodity is delivered by the seller. But in a futures contract, actual
delivery takes place later. For instance, a farmer enters into a futures contract to seil 10 tonne of
rice at $100 per tonne fo a miller on a future date. On that date, the miller will pay the full
purchase price ($1,000) to the farmer and in exchange will receive the 10 tonne of rice.
However, under the cash-settled futures contract, the farmer and the miller would simply
exchange the differ.ence l?etween the spot price of rice on the settlement date and the agreed
upon price as mentioned in the .futures contract and there would be no actual delivery of rice.
Following the above exa}mple, if on the settlement date the price of rice was $80 per tonne,
while the agreed upon price of futures contract was $100 a tonne, the miller will pay $200 to the
farmer in cash and there will be no delivery of rice to the miller. If, on the settlement date, the
rice of rice was $120 a tonne, the farmer will pay $200 to the miller in cash and no delivery of

rice will take place.

In practice, most futures contracts do not involve delivery of physical commodity as contracts
are setled In G thrqugh i exc.:hange_ The financial investors prefer cash settlement because
of no interest in b.uymg or selling the underlying commodity, and lower transaction costs.
Nowadays, the entire process of futures trading in commodities is carried out electronically
throughout the world.

Commodity exchange

A commodity exchange is a market in which multiple buyers and sellers trade commodity-
linked contracts on the basis of rules and procedures laid down by the exchange. In developed
countries, and in an increasing number of developing countries, such exchanges typically act as
a platform for trade in futures contracts, or for standardized contracts for future delivery. In
other parts of the developing world, a commodity exchange may act in a broader range of ways,
in order to stimulate trade in the commodity sector. This may be through the use of instruments
other than futures, such as the cash or “spot” trade for immediate delivery, forward contracts on
the basis of warehouse receipts, or the trade of farmers’ repurchase agreements for financing
(known as “repos”). Altemz}tlvely, it may be through focusing on facilitative activitics, rather
than on the trade iFself, as 1s the case 1521 Turkey, where exchanges have served as centres for
registering transactions for tax purposes™.

Commodity-linked contracts

(or cash): Contracts for the purchase or sale of a commodity with immediate delivery (i.e.

few days).
Contracts for the purchase or sale of a commodity with deferred delivery.

Spot
within 2
Forwarc{s.'
/mdity Exchanges in Emerging Markets, UNCTAD, 2009)
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Futures: Standardized forward contracts which represent an obligation to make or take delivery
of a fixed quantity and quality of a commodity at a specific location. Contrary to forwards,
futures contracts do not often result in physical delivery, as they can be offset by an equal and
opposite contract before the delivery date.

Options: Contracts giving the right, but not the obligation, to buy or sell a futures contract at a
specified price or before a specified date. To obtain such a contract, the buyer needs to pay a
premium — the maximum loss is limited to this premium. The seller of an option receives the
premium, but the potential loss is theoretically unlimited.

Swaps: An exchange of specified future payment streams between two counterparties.

Key functions of commodity futures trading

‘The two major economic functions of a commodity futures trading are price risk management

and price discovery. A futures exchange carries out these twin functions by providing a trading
platform that brings buyers and sellers together.

The price risk management (also called hedging) is considered to be the most important function
of a commodity futures market. The hedging is used to manage price risks. It allows' transfer of
price risk to other agents who are willing to bear such risks. The hedgers, in principle, buy
futures contracts for protection against rising commodity prices and sell futures for protectio;l
against falling prices or to get a guaranteed price in the future. Hedgers use futures market to
protect themselves against price adverse changes and are often interested in taking or making
physical delivery of the underlying commodity at a specified -price. On the other hand,
speculators, gamblers and other non-commercial players trade futures contracts strictly to make

profits by betting on price movements. Such players have no interest in taking possession of the
underlying commodity. | '

The premise of hedging is the key reason behind the/existence of commodity futures exchanees
It has greater significance in a country like India where over 60 percent of the populatigrol ié
dependent on agriculture and farmers face various kinds of uncertainties and risks includine
price risk. In India, the original purpose behind re-introduction of futures trading was to helg
farmers hedge against potential risks arising out of price movements in aericultural
commodities. The farmers can participate in futures market to manage price rigk aricsing from
decline and rise in commodity spot prices in the future.

It is important to note that the commodity futures price, the price agreed upon by the parties for
the future transaction, is a market estimate about the future price of the under] 3
It reflects the price expectations of both buyers and sellers for a time of delive
may be higher or lower than the spot price of the commodity in the spot market. Th K
futures price could be used as an estimate of the spot price of a commodity at some f t us, the
However, futures prices keep changing until the last date of the futures contr uture date.
additional information about demand and supply™. : act §ub]ect to
The Market Participants P
Broadly speaking, the commodity futures market ecosystem has the follows; RE L
1. Scalpers/Day Traders are those participants w};xo take éositiozlsl(iglf?]%urrtzln Pa??i}clp:ints:
single day and liquidate them prior to the close, of the same trading % C?[P!tl.agts fora
have the shortest time horizon. They hold their; positions for a feyw y. The scalpers

traders close their positions before the end of trading each day. Both tlﬁlgziigémhiled(igz
oi 2 'gian

ying commodity.
ry 1n the future. It

53 (Mahajan & Singh, 2015)
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day traders attempt to make profit out of the intra-day movement in commodity futures
prices. They do not carry over their position to the next trading day. These market players
provide liquidity in futures market due to large volumes of transactions undertaken by
them. However, it needs to be acknowledged that such players can also negatively affect
the price formation and market functioning due to excessive reliance on speculative
trading. A special category of scalpers is that of high frequency traders who only hold
contracts for micro-seconds thanks to the use of superfast computers and algorithms.
Hedgers are essentially players with an exposure to the underlying commodity and
associated price risk — producers or consumers who wish to transfer the price risk on to
the market. The futures markets exist primarily for hedgers. The hedgers simultaneously
operate in the spot market and the futures market. They try to reduce or eliminate their
risk by taking an opposite position in the futures market on what they are trying to hedge
in the spot market so that both positions cancel one another. They operate in the spot
market to buy or sell the physical commodity, and in the futures market to offset any loss
arising out of price fluctuations in the spot market.

. Speculators are traders with no genuine commercial business to the underlying; they do

not hedge but trade with the objective of making profits from movements in prices. The
speculators generally assume higher risk and also expect a higher return on their
investments. They do not have any real need to buy, sell or take delivery of the actual
commodities. They wish to liquidate their positions before the expiry date of the contract
and carry out a purely financial transaction. Due to the margin system, speculators
operate in the futures market with minimum investments. For instance, upfront initial
margin of 5 percent (or less) of the value of the contract provides speculators with
substantial leverage. The speculators may be professional institutional investors dealing
in big contracts or small individual traders who trade on their own accounts. The
speculators are supposed to provide market liquidity as the number of those seeking
protection against declining prices is rarely the same as the number of those seeking pro-
tection against rising prices. In the financial media, speculators are frequently labeled as
investors and non-commercial players.

Arbitrageurs are traders who buy and sell to make money on price differentials across
different markets. They simultaneously buy or sell the same commodities in different
markets. Arbitrage keeps the prices in different markets in line with each other. Usually,
such transactions are risk-free.

Aggregators bring liquidity in the futures market and help farmers to benefit from price
discovery and price risk management. Aggregators could be farmers’ cooperatives,
agricultural institutions like NAFED (National Agricultural Cooperative Marketing
Federation), farmers’ or producers’ unions and non-governmental organizations that are
allowed to collect commodities from farmers and sell in the futures market.

Position Traders maintain overnight positions, which may run into weeks or even
months, in the anticipation of favourable movement in the commodity futures prices.
They may hold positions in which they run huge risks and may also earn big profits.
Brokers typically act as intermediaries and facilitate hedgers and speculators. A
commodity broker is a firm or individual who acts as a go between to buy or seil
commodity contracts on behalf of clients — for a commission.

The Exchange is a central place (physical or virtual) where market participants trade
standardized futures contracts.

Regulator oversees the working of the exchange. The Forward Markeis Commission
(FMC) is the regulatory authority for the commodity futures market in India. It is
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equivalent of the Securities and Exchange Board of India (SEBI), which regulates the
equities markets in India.

Why is farmer participation in the Indian commodity futures markets_ifgry low?

There are several reasons behind the low participation of farmers and;their representative

institutions in the Indian futures markets, some of which are listed below: |} ;. ‘

1. Farmers cannot afford to pay the fees for maintaining trading account with the brokers
i besides warehousing and assaying costs; Jiz v

2. Farmers find the trading requirements such as payment of margins to be burdensome;

3. The minimum lot size for trading in the futures market is much larger than the marketed
surplus for most of the farmers in India. As a result, marginal/sr'rizix:ll" farmers who need
risk coverage the most are totally excluded; .

“ 4. Most Indian farmers are incapable of participating in the futures';xnzy'r;kats because they

"~ lack the skills needed for trading on electronic exchanges; s

" 5. The trading terminals are yet to penetrate into villages as the nécefssary infrastructure

T (power supply and broadband) is still missing in rural India; .

6. The absence, of the appropriate scale and quality of warehousing _': infrastructure and
grading facility; ‘ Pl

;' 7. A proposal for allowing farmers’ cooperatives and state agricultural marketing
; federations (such as IFFCO) to act as aggregators and hedge positions in futures
" exchanges on the behalf of their farmers is pending at FMC for years.

I’,t‘:/is important to note that ?radin'g by d.ifferent_ki‘nds' of players (hedgers, sﬁcbulators and others)

can affect the price formation and the interaction among the{n can determine market prices in a

futures market. If in a particular futures market, there are more buyers (shy, speculators) than

sellers (say, hedgers), then an excessive speculative buying of futures cont
increase the price of contracts, With the result, prices will no longer be deter

interplay between supply and demand as related to the physical commodity m

racts is likely to

nined only by the
. arkets,
The dramatic rise and fall in prices of oil and agricultural commoditie

generated a heated debate in global policy circles whether speculation b
ifiduced excessive price volatility. This issue was discussed at length at the G20 and
policy measures were recommended to improve the regulation and Supervision of an sevefal
derivatives markets. Two of the most important changes introduced e commodity
dérivatives markets are the mandatory clearing of standardised QTC et on to OTC
counterparties (CCPs) and the requirements for bilateral margin posting in by ves by central
contracts. In:addition, more standardized OTC derivatives are to be tr: it n-standard OTC
However, having one CCP to clear huge amounts of OTC contracts may not b n the exchanges.
because a CCP may also fail for various reasons, including a default e the best solution
f ; ge members

S during 2006-08
Y financial players

and losses on the value of the collateral received. 475 by many lar

In 2011, G20 agriculture ministers agreed to share reliable data on agricultur;
to, ensure transparency in agnculFural financial markets (including the oT édl Mmarkets in order
also called for greater collaboration between physical and financia] . derwa;ives)_ They

. regula :
functioning of markets. v Cgulators 1o improve the
Commodity Futures Markets In India '

i’ J . 4 M X 1
India has always been a count.ry of market imperfections and prices fiy . u::
has an agricultural economy, 1t never had a national commgp sy fCtuatlo
There were always shortages and surpluses — with wide discrepa or agrj

) , _ g cultural products.
levels. There was always price heterogeneity because of infol‘matio ¥ In the \

Prices at varjous

i ituti i Ne oy
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In rural India, mandis were the traditional market places for food and agri-commodities. In
different parts of India, mandis developed as wholesale trading hubs for vegetables, grains,
pulses, spices, condiments, fruits, timber, gems, diamonds and livestock. i
India has a long history of derivatives trading in commodities. Commodity futures trading date
back to -the ‘anciént: times. Researchers have found the mention of forward trading in
commodities in Kautilya’s Arthashastra. In 1875, the first organized futures market for cotton
contracts was established by the Bombay Cotton Trade Association. In independent India, the
Forward Contracts (Regulation) Act was enacted in 1952 to regulate the commodity trading in
forward and futures contracts. - ' B

Désp'it:e'nsuc'h ;i loqéﬂlstory, commodity futures ‘trading (particularly in agriciil'pural goods) have
always remained controversial in India whe;p more than 65 percent of the population is
dependent on agl-i‘c};lﬁtullje for livelihoods. In the late 1960s, severe droughts forced many farmers

to default on forward contracts. This, coupledw{ytﬁ abusive market practices by some traders, led
to increase in commodity prices, and the Indian government suspended forward trading in
several commodities such as jute, edible oil seeds and cotton., For almost, three decades, the
future trading was at a standstill, till India began liberalizing its economy in 1991.

In the post-liberalization period, largely on the advice of a studyl7 by the World Bank and the
United Nations Conference on Trade and Development (UNCTAD), and the recommendations
of Kabra Committee Report, the Indian government lifted the ban on commodity futures trading
in 2003. However, it is important.tp note that the Kabra Committee’s recommendation not to
allow futures trad‘i,n:g';in wheat, pulses, non-b}ésmatl ‘lgiicc, sugar, coffee, tea and oth'ler.foojd
products was not accepted by the government. The National' Agricultural Policy (2000) also
recommended the removal of price control and use of futures trading in agricultural
commodities. Pe b 30 N P (i ' Y

gLl 1 ot R LERRP T o Tl e e e R ells,
One of the key reasons for the reintroduction of .commodity futures trading was to .enabje
farmers to hedge their, price risk. However, thisiobjective has remained a distant dream. A futuge
trading in agricultural goods has neither resulted in price discovery nor benefitted the farmers in

terms of securing higher prices for their produce. Iy

The original concept behind setting up the national commodity exchanges was not-for-profit
mediators who can act as self-regulators and maintain market discipline among the members.
The demutualized19 exchanges were supposed to act like independent enterprises and desigh
new types of contracts to facilitate participation of smaller players including small farmers, who
were otherwise unable to benefit from the services offered by the exchanges. But none of these
objectives have been attained so far and there is a:conflict of interest between the regulatory roje

and the profit motive of demutualized exchanges: WU ety & - F
ks ':.l‘.i ¥rigyie s i Y } o e

Unit 10 Commodity Market in India ‘ ot

History of the Cominddity Futures Maiket in India '~ ‘ n

The Commbdity Futures market in Itidid dates back to more'than'a-century. The first organiz&d
futures market was' established in 1875, under the name of *Bombdy Cotton Trade Association’
to trade in cotton derivative contracts. This was followed by institutions for futures trading Tn
oilseeds, foodgrains, etc. The futures market in India underwent. rapid :growth between the
period of Fij’r‘“. and ‘S‘_:econd Worlfi Wa}ri. As a resul.t, before the outbreak of the Second World
War, a large number of commodity exchanges trading futures contracts in several commodities
like cotton, groundnut, groundnut oil, raw jute, jute goods, castorseed, wheat, rice, sugt'r,
precious metals like gold and silver were flourishing throughout the country. In view ofvt;c
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delicate supply situation of major commodities in the backdrop of war efforts mobilization,
futures trading came to be prohibited during the Second World War under the Defence of India
Act. After Independence, especially in the second half of the 1950s and first half of 1960s, the
commodity futures trading again picked up and there were thriving commodity markets.
However, in mid-1960s, commodity futures trading in most of the commodities was banned and
futures trading continued in two minor commodities, viz, pepper and turmeric>*,

Committee Recommendations

The Khusro Committee (June 1980) had recommended reintroduction of futures tradine in most
of the major commodities , including cotton, kapas, raw jute and jute goods and sugggsted t};at
steps may be taken for introducing futures trading in commodities, like potatoes, on;ons etc. at
appropriate time. The government, accordingly initiated futures trading in' Potato dur’inv .tlw

latter half of 1980, in a few markets in Punjab and Uttar Pradesh. Futures' tradine Wereb l,e
resumed in castorseed, and gur (jaggery), and in 1992, extended to Hessian (JutS Af} g 1so
introduction of economic reforms in June 1991 and the consequent trade an;j . gr the
liberalization in both the domestic and external sectors, the Govt. of India appoimedlf‘ ustry
1993, a committee on Forward Markets under the Chairmanship of Prof. K N. K bm Jufle
Committee submitted its report in September 1994. The majority view of the C(;m- abra. The
that futures trading be introduced in Basmati Rice, Cotton and Kapas, Raw Jute and Jmlttee was
Groundnut, rapeseed/mustard seed , cottonseed , sesame seed , sunflower seed saffl uuvz F}OOdS’
copra and soybean oilseeds, oils and their oilcakes, Rice bran oil, Castor oil aug ower seed
Linseed, Silver and Onion. The Committee also recommended that ROms »: }11{8 01].'ca.ke,
commodity exchanges particularly those with futures trading in pepper and 28 the existing
upgraded to the level of international futures markets. In April 1999, fy¢ S s;ed,.may be
permitted in various edible oilseed complexes. » futures trading was

The National Agriculture Policy announced in July 2000 and the announcem :

Finance Minister in the Budget Speech for 2002-2003 indicated the Governme f:nts of Hon’ble
in place a mechanism of futures trade/market. Futures trading in sugar \‘Va's nt’s rtcsolve to put
2001 and the Government issued notifications on 1.4.2003 permittin; LT PC‘«'rm}ttec.l in May
commodities. With the issue of these notifications, futures tradingv is notS tlad.m.g m all the
commodity. Options trading in commodity is, however, presently prohibited3s prohibited ip any

Current Scenario

Currently 6 national exchanges, viz. Multi Commodity Exchang Seh

Commodity and Derivatives Exchange, Mumbai (IEIICDEX),C’EI:\’I xsgﬂfal (M.CX)’ Netitial
Exchange, Ahmedabad (NMCE), Indian Commodity Exchange Ltd 1\2 Mu.m Commo dity
Derivatives and Commodity Exchange, Mumbai (ACE) and Univefé’a] Cumbal (ICEX), ACE
Ltd., Navi Mumbai (UCX), regulate forward trading in 113 commoditieg ]‘;lllmodit}r Exchange
Commodity specific exchanges recognized for regulating trading in‘ e§1des, there are 11
approved by the Forward Market Commission under the Forward EOntr Varous  commg diitas
1952. Aoty (Regulation) Act,

The commodities traded at these Exchanges comprise the following:
« Edible oilseeds complexes like Mustardseed, Cottonseed, Sg.
. Food grains — Wheat, Gram, Bajra, Maize etc.
. Metals — Gold, Silver, Copper, Zinc etc.

AT SR S
5 http://www.fme.gov.in
55 http://W'wwfmc.goY‘J
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« Spices — Turmeric, Pepper, Jeera etc.
o Fibres — Cotton, Jute etc.
» Others — Sugar, Gur, Rubber, Natural Gas, Crude Oil etc.

Out of 17 recognized Exchanges, MCX, NCDEX, NMCE, ACE, UCX and ICEX, contributed
99% of the total*value of the commodities traded during the year 2013-14. Out of the 113
commodities, regulated by the FMC, in terms of value of trade, Gold, Crude oil, Silver, Copper,
Natural Gas, Lead, Soy Oil, Zinc, Soybean and Castorseed are the prominently traded
commodities. The total volume of trade across all Exchanges in 2013-14 was 8,832.76 lakih MT
at a value of Rs."101 lakh Crores.The total of deliveries of all commodities on Commodity
Exchange platform is 9,23,893 MT during the year 2013-14. '

The different intermediaries and clients registered at these recognized national Exchanges are,
Members - 5098, Other intermediary - 251, Warehouse service provider / warehouse - 42 and
Clients - 40,15,781 as on 31.3.2014 .

Rationale for Commodity Futures Markets

Forward/ Futures trading in a Cgmmodity is a mechanism for price discovery and price risk
management and is useful to all sectors of the economy including the farmers and consumers.
The prices of agricultural commodities are generally at their lowest at the harvest time as the
supply far exceeds the immediate, short term demand by the consumers, processors and other
stakeholders associated with the commodity markets and increase substantially in the lean
season when the demand by the consumers, processors etc exceeds the supply. This adversely
affects the farmers (as they realize lower prices of their produce in the harvest season) and
consumers (as they have to pay higher prices in the lean season to meet their requirements).
Forward/ futures markets provide a market mechanism to balance this imbalance of the supply —
demand pattern of agricultural commodities. Futures trading provides a means of appraising the
supply-and-demand conditions and dealing with price risks, over time and distance. Trading in
futures not only provides price signals to the market of today, but also of months ahead, and
affords guidance to sellers (farmers/ growers/ processors) and buyers (consumers) of agricultural
commodities in planning ahead and, in financing and marketing commodities from one season to
the another. Futures markets therefore are beneficial to both the consumers and farmers.

Benefits to farmers and other stakeholders

Farmers and growers benefit through the price signals emitted by the futures markets even
though they may not directly participate in the futures market. The futures markets lead to
reduction in the amplitude of seasonal price variation and help the farmer realize a better price at
the time of harvest. This also helps the farmer in planning his cultivation in advance as well as
to determine the kind of crop which he would prefer to raise, by taking advantage of the advance
information of the future price trends, and probable supply and demand of various commodities
in advance. By providing the manufacturers and the bulk consumers a mechanism for covering
price-risks, the futures market induces them to pay higher price to the producers, as the need to
pass on the price-risk to farmers is obviated. The manufacturers are able to hedge their
requirement of the raw materials and as also their finished products. This results in greater
competition in the market and ensure viability of the manufacturing units .

20 http://www.fmc.gov.in
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Futures Trading and Inflation

The price of any commodity is determined by the actual demand and supply position in the
market. In an open market situation, prices are bound to fluctuate either ‘way; depending on the
additional information/data which influences expectations of market, partigipants, relating to
ﬁ;iture demand and supply conditions. The futures market does not alter the basic condition of
demand and supply but merely estimates the prices based on the actual and expected. demand
and supply factors. The demand and supply conditions also influence priges, of commodities. in
v?hich there is no futures trading. The demand supply gap causes Price,riS,e.ri_r;!‘such commodities
too. Therefore, futures trading is not responsible for increase in the prices of commodities. The
RBI conducted a detailed study (Annual Report 2012-13) of the futures market since the start of
the electronic commodity trading. The empirical ‘analysis using the monﬂi{l)"’{"data for'the pe Aol
2004 to 2009 revealed that several commodities - which are not traded-in- the commodities
exchange, such as vegetables, fruits and milk, exhibited significant price increases durine the
year 2009-2010. Moreover, certain commodities that were suspended fOL‘::t:rading in 2007 DSUCh
as rice, wheat, tur and urad, also exhibited:isignificant price increases.’ SUbsequenﬂ,y.. In
conclusion, the report stated that commodity prices in Indig seem to be influenced more by other
drivers of price cl}anges, partlcul.arly d_emand-supply gap in spgcxﬁc commodities, the degree of
dependence on imports and international price mqvements n theSﬁ:»GOmmodities The
Committee set up by the Government under the Chmmanship of Prof. Abhijit Sen (.report
sub@tted in Apnl 2008) also could not find any conclusive.¢ausal relatigqship between futures
trading & inflation. '

Forward Market Commission

Forward Markets Commission (FMC) headquartered at Mumbaj, is g resulatory 514

commodity futures market in India. It is a statutory body set up underb FO’E;lf;tléorltt} f;z
(Regulation) Act 1952. On 28 September 2015 the FMC was merged with the Sec“r'?-n ‘ra“;i
Exchange Board of India (SEBI). THES &

Regulatory tools

The Forward Market Commission has been keeping the commodity future ;
regulated. In order to protect market integrity, the Commission hag erescrib 3 5 b “feu
measures ed the following
1. Limit on open position of an individual members as well as client to py. .
2. Limit on price fluctuation (daily/weekly) to prevent abrupt upswiﬁ Oevent per trc'tdmg;
prices; g or downswing in
3. Collection of M 2 M on daily basis;
4. Special and/or additional margin deposits to be collected on Outstand; :
sales to curb excessive speculative activity through financial reg Mg purchases or/and
To ease the pressure of delivery of goods on the last day of the Contract, th
introduced staggered delivery system during the_last 10 days of the eXpi; ? commission hgs
agricultural commodities. Futures contracts expiring in lean months are );hof the contracts in
curbing the excessive volatility in price of the commodity due to g, € not allowed for

traints;

ort 4
period. SUPPlY during the lean
During shortages, extreme steps like skipping trading in' certajy deliveg hiaT
closing the markets for a specified period and even ¢closing 11es oft 4He’ ‘contract,

& out the:ggp
sures, the rdeu]
O ensure that ¢,
of
form are gover
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and supply factors in the physical markets. Thus, to check excessive speculation and price

volatility, the futures market in commodities is kept under constant watch and surveillance. "

Initiatives taken by the Forward Market Commission 1

It may be mentioned that in the Commodity Futures Market, the products currently permitted ate
futures and forward. “Options” have not been permitted. In order to ensure that the stakeholdets
have a proper understanding of the functioning of commodity markets, the Commission his
undertaken various initiatives such as awareness programmes, capacity building programme's,
internships and other activities for raising awareness about the commodity futures market build
capacities among the stakeholders. ”

re
W/

Collaboration with International Regulators A

In order to strengthen co-operation with international regulators, the FMC has taken steps for
collaborating with regulators in other countries. FMC is also an associate member of I0SCO, an
international organization of Security and Commodities Market Regulators. In addition, FMC
has also signed Memorandum of Understanding with the United States Commodity Futures
Trading Commission (USCFTC) in October 2006, the China Securities Regulatory Commission
(CSRC) in November 2006 and the Commissao’ de Valores Mobiliarios — CVM (Securities and
Exchange Commission of Brazil), in January 2010.

w

'-ﬂ

ommodi
.F -8 Al Ay

ty Market

Figure 1 Organizational Structure of Indian C

dv 2

National Commuadity. i
Sy Exchanges PGl

Source: Forwards Market Commission, India

Major commodity exchanges in India |
There are. 19.commodity derivatives exchanges in India. However, the bulk of trading (99.88%)
is concentrated in the following national-level commodity exchanges: ;

1. Multi Commodity Exchange of India (MCX), Mumbai

m-——._—__—————_——___—"———-—————‘“ RPN
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7 National Commodity and Derivatives Exchange of India (NCDEX), Mumbai

3 National Multi Commodity Exchange (NMCE), Ahmedabad

4. Indian Commodity Exchange (ICEX), New Delhi

5. ACE Derivatives & Commodity Exchange Limited, Mumbai

6. Universal Commodity Exchange Limited, Navi Mumbai.

In terms of total number of contracts traded, MCX has become the world’s largest commodity
futures exchange in gold and silver, second largest in natural gas, and third in crude oil. The top
four commodities (gold, silver, copper and crude oil) form 85 percent of MCX’s total trading
business. NCDEX, on the other hand, deals with a large number of agricultural and metal
commodities, while NMCE’s portfolio includes major agricultural commodities and metals.

The total size Qf_,commodity futures market was Rs.170,468 billion (around $2.705 billion)
outstanding in the financial year 2012-13, registering a compounded annual erowth rate
(CAGR) of nearly 40 percent since 2003. In contrast, India’s Gross Domestic Provduct (GDP)
was worth $1,841 billion in 2012. The monthly turnover in Indian commodity exchanges is next
only to the US and China. During 2011-12, the total volume of trade across all c%mmodity
exchanges in India was 140,257 million metric tonne (MT), out of which deliveries were merely
888,250 MT (0.0000006 percent). This data clearly shows that actual delivery of commodities is
extremely low in the Indian futures markets.

Over the years, the composition of trading has dramatically changed in the Indian futures
markets. For instance, agricultural commodities constituted 69 percent of total value of trade in
7004-05 and the rest was in bullion and metals. In 2012-13, the share of bullion and metal‘s rose
to 65 percent and agricultural commodities declined to 12 percent. The futureg prices of b‘uilion
and metals are largely influenced by the movements in the international markets ,';l]d foreion
exchange rate. ! ' g

‘National Commodity & Derivatives Exchanges Limited (NCDEX).-
Derivatives Exchanges Limited (NCDEX) located in Mumbai is g
incorporated on April 23, 2003 under the Companies Act, 1956 . b
operations on December 15, 2003. It is promoted by ICICI Bank aﬁfmﬁzg LE_I?mIe. i 1:;5
Corporation and National Bank for Agriculture and Rural Development &sz}: nsuranvg
National Stock Exchange of India Limited (NSE). AR

NCDEX is the only commodity exchange in the country promoted by p
This unique parentage enables it to offer abundant benefits, which are »
in the commodity markets. It is a nation-level, technology dr?f,;; u(r_lree_ r_;;l,)t 1? .Smm SHpS by
commodity exchange with an independent board of directors and profe i o g

ssional management.
Table I Trends in Commodity Futures at NCDEX

\Iat.ional Commodity &
public limited company

t . S ‘
ational level institutions.

] P T Agriculture Metals Lo Ll AR
o Bullion i o
Year/M | No of | Volume('0 | Volume(lots) i | Turnover Volume | Volume(Lo Turnover( Vi T
onth | Trad | OUtonnes) (Rs crore) | (000 ts) Rs crore) YN | Volume(L | Tarnove
ing tonnes) 3:)“( 0 | ots) r(Rs
days fohne crore)
IO 307 | 357770 [ 35610809 [ T109740 | 8998 | 1205418 | 36760 ot
— e Tsaee— S 362,790 | 70928 |
ST [ 310 350 [ aaiaos | 16055 | AL 831950 | a0y et - iyl | 19928
e T T L T T e R (S e
2012-13 | 304 | 347242 | 3,84,29,715 15,57,146 | 782 2,08,002 | 8235 1 143742 39433
L I 5068 T
2013-14 | 309 | 2,74282 | 3.3646,539 | 11,38.862 |3 1,349 58 o 1,084
T ! BeIn T eeaa |
2014-15 | 255 | 1,94.255 | 2,70.99,591 870,863 | 2 200 T \620\ 6,233
| 1.96 ]
Apr 14 - | 191 | 154,697 | 21457608 | 692757 |2 194 DTOTIN i 28 T[T
Dec 14 1,59.895 Egﬁ-——
: Lot gy | !
Apr 15 - | 194 | 176261 | 2,37,72230 | 825872 | 0 0 0 T
Dec 15 78,939 [ Fgeaa” |
0 T N Iy
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I period
No of i Open
Year/M | Trad (.?)((;(l":(;l‘iic Volume Turnover V(o‘:]ig(r)ic Volume Turnover Interes g ?Peﬂ Value
onth ing ) (lots) (Rs crore) | ¢\ nneq) (Lots) (Rs crove) | t('000 anift( (Rs
g | daysi| tonnes) ots) crore)
5010-11 | 307 | 66,289 47.91,026 193173 | 413,058 | 4,59,70,043 | 14,10602 | 1913 [ 457,714 | 6446
2011-12_| 310 | 26,651 19,47,870 86,248 717594 | 47097,599 | 18,10,204 | 1,813 | 235906 | 7,558
2012-13 304 8,594 6,29,902 31,960 3,56,617 | 3,92,72,687 | 15,98,426 1,479 1,82,015 5,592
2013-14_| 309 [ 257 18,862 1,175 274544 | 33699370 | 1146328 | 1,703 | 2,46,169 | 7.436
2014-15 255 107 7,868 485 1,94.365 | 2,73,04,397 | 9,04,063 1,433 1,95,950 6,087
W 191 107 7,868 485 1,54,807 | 2,20,49,445 | 7,18,864 1,275 1,85,215 6,185
Dec 14
Apr 15 - | 194 0 0 0 1,76,259 | 2,38,51,169 | 8,42,524 1,593 2,19,342 6,910
‘| Dec 15

Source: Handbook of Statistics 2015, SEBI

Multi Commodity Exchange of India Limited (MCX):- Headquartered in Mumbai Multi
Commodity Exchange of India Limited (MCX), is an independent and de-metalized exchange
with a permanent recognition from Government of India. It is, India’s first listed exchange, a
state-of-the-art, commodity futures exchange that facilitates online trading, and clearing and
settlement of commodity futures transactions, thereby providing a platform for risk
management. The Exchange, which started operations in November 2003, operates under the
regulatory framework of Securities and Exchange Board of India (SEBI).

Functions

MCX offers trading in varied commodity futures contracts across segments including bullion,
industrial metals, energy and agricultural commodities. The Exchange focuses on providing
commodity value chain participants with neutral, secure and transparent trade mechanisms, and
formulates quality parameters and trade regulations, in conformity with the regulatory
framework. The Exchange has an extensive national reach. MCX is India’s leading commodity
derivatives exchange with a market share of 88.8 per cent in terms of the value of commodity
futures contracts traded in the quarter ended June 2016.

To ease participation, the Exchange offers facilities such as calendar-spread facility, as also EFP
(Exchangé of Futures for Physical) transactions which enables participants to swap their
positions in the futures/ physical markets. The Exchange’s flagship index, the MCXCOMDEX,
68 real-time composite co‘rr.lmodity fu_turt;s price index which gives information on market
movements in key commodities. Other mdicgs developed by the exchange include MCXAgri,
MCXEnergy- MCXMetal and Rainfall Indices. MCX has been certified with three ISO

O 9001:2008 Quality Management System, ISO 27001:2015 Information Security

standards, IS .
Management Standard and ISO 14001:2004 Environment Management Standard.

MCX’s ability to use and apply technology efﬁcifzntly is a key factoi' in the development of its
business. The exchange"s technology framework 18 designgci to prov1d.e high availability for all
critical components, which guarantees continuous avaiiability of.trading facilities..Th.e robust
technology infrastructure of tfie exchange, z{lqng Wltil its with rapid. cus'tomiza.tion and
deploymem capabilities enables it to operate efficiently with fast order routing, immediate trade

execution, trade reporting, real-time risk management, market surveillance and market data
5T
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Table II Trend in Commodity Futures at MCX

Agriculture Metals Bulfion
Year/Month No Volume  Volume Turnover  Volume( Volume Turnover  Volu Volume Turnover

of ('000te  (10ts) (Rs '000 (Lots) (Rs me (Lots) (Rs crore)

Tra  nnes) crore) tonnes) crore) ("000 .

ding tonne

days s)
2010-11 307 27,241 39,67,369 1,14,152 1,24,163  7,41,49,730 25,08,858 710 7,65,08,289 51,69,268
2011-12 30 32465 6118325 197781  1,18499 88865001 2709758 1,011~ 22,8344.730 99,63,667
2012-13 305 32,926 76.30,359 2,70,295 1,51,396  11,39.43,114  31,40,109 723 16,22,79,284 78,07.063
2013-14 310 20,878 59,05,031 1,71,391 85,674 6,37,97,242 17,26,336 400 9,27,48,201 42.63.195
2014-15 255 13,504 33,71,516 1,10,268 62,083 4,73,52,037 12,74,213 240 4,62,94,585 21,53,427
Apr 14 - Dec 14 191 10,208 25,08,086 83,207 45,881 3,41,13,080 9,47,527 175 3,41,07,878 15,86,382
Apr 15 - Dec 15 194 9,673 25,54,597 89,468 66,513 4,84,82,608 11,51,210 179 3,14,34,330 14,72,769

Source: Handbook of Statistics 2015, SEBI

National Multi Commodity Exchange of India (NMCE):-This exchange was originally gromotéd by
Kailash Gupta, an Ahmedabad based trader, and Central Warehousing Corporation (CWC)®

Status of regional commodity exchanges

Before the introduction of national commodity futures exchanges, there were 24
commodity exchanges in India. The regional exchanges are commodity specific and mostly
cater to the needs of a local area (such as Bikaner Commodity Exchange Ltd. for trading in guar
seed). Currently, almost all of regional exchanges are on the verge of closure. Almost 17 out of
24 registered regional exchanges have not traded for the past 5 years and 13 of the

carried out trading in the last 10 years. i

regional

m have not

The disappearance of regional exchanges is not a positive development as only a handfy] of
national exchanges are monopolizing the futures market. This is despite the fact that regional
exchanges better reflect region specific prices. Rather than allowing them to disappear, the
government should strengthen the regional (and state-level) commodity exchanges throuch
sharing a common technology platform and allow a few regional exchanges to emeroe :s
national exchanges over a period of time. el
What is even more surprising is the fact that NABARD — a government-owned development
bank with a mandate for facilitating credit flow for promotion and development of agriculture
and small-scale industries in rural India — was not allowed to establish a commodity futyreg
exchange on its own. Instead, it was made to enter into partnership with MCX and NCDEX to
set up national level privately-owned commodity futures exchanges.

Commodities allowed in the Indian futures markets

The Forward Markets Commission (FMC) has allowed trading of 113 commodity future
contracts in the Indian markets. These include food grains (e.g., wheat and gram) edibls
oilseeds com - :xes (e.g., groundnut and cottonseed), spices (e.g., turmeric and Peppers S e
(e.g., cotton . .d jute), metals (e.g., gold and silver), energy (natural gas and crude oi]) an,d othrs
products such as guar seed. However, gold, silver, guar seed, S

Pepper and grapm a
~ : : : : e m are
prominently traded items in the Indian derivatives markets. the
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Wash trading

Some commodity exchange operators are using wash trading — a trading practice that involves
selling and repurchasing the same or substantially the same security for the purpose of
increasing the price and creating the semblance of activity in the market. Wash trading is worth
over Rs. 30,000 croré and is said to be thriving in futures exchanges. Wash trading is illegal and
its purpose is to manipulate the market and prompt other investors into buying the position. Inci-
dence of wash trades, circular trades and other fake trades rise steeply towards the end of every
financial year to evade taxes, particularly in illiquid contracts.

Need of Commuodity Market & Exchanges in India

To develop active trading interest across commodities, it is necessary to have a common
platform of commodity futures exchange where demand and supply forces can act together in
bringing out the: best price for any commodity. The main economic purpose of futures
commodity exchanges as a market place is to enable commodity Producers and processors to
sell their produce in advance to protect them against possible price fall for their commodities
and allow consumers, traders, processors to buy in advance to protect against possible price
increase. In this way they are able to ‘hedge’ their price risk, by locking the price, which they
will receive, and which they will pay rcspectivelysg.

Regulatory framework,

Three tire regulatory structure of: future trading in India, i.e. Government of India, Forward Market

Commission and Commodity Exchanges®.

I. Governriiéiif of India: The central government makes policy regarding the forward
trading in commodities. At present, the Ministry of Consumer Affairs, Food and
Public Distribution Department of government is dealing with commodity derivative
trading. - *

[I.  Forward Market Commission: The commission came into existence in 1953 under the
provisions of Forward Contract (Regulation) Act, 1952. As a statutory body it

functions under the administrative control of the Ministry of Consumer affair. As per
section 4 of the FC(R) Act, 1952, the commission performs the following roles:

1. To advise the central government on the subject of assigning or withdrawal of
recognition from any commodity exchange

9. To observe the forward market activities au. to take necessary actions within the powers
assigned to,it under the Forwards Contract (Regulation) Act, 1952.

3. To gather and publish obligatory information related with forward trading.

4. To give recommendations regarding the improvements in working of future trading and

commodity exchanges.

To examine the accounts and other documents of any recognized exchange/association or

any m_ember of such 01‘gan@zati()n.

6. To execute other functions assigned to the commission by FC(R) Act, 1952.

W

IILi; Commodity Exchanges: Recognized exchange or Association is a place where
. trading of commodities takes place. Commodity Exchange works under the provisions

" of Forward Market Commission. FMC is the regulatory body to control the activities

of commodity exchanges just like SEBI regulates the functions of Capital market. At
present there are 6 National commodity exchanges and 16 regional commodity

59 (gansal & Ahmad, 2014)
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specific exchanges operating in Indian commodity futures market. These exchanges
are recognised to regulate trading in a variety of commodities approved by Forward
Market Commission under the Forward Contracts (Regulation) Act, 1952.

According to the “Objectives and Principles of Securities Regulation”  (International
Organization of Securities Commissions (I0OSCO), 2003), regulation must have three
overarching objectives: the protection of investors; ensuring that markets are fair, efficient and
transparent; and the reduction of systemic risk®'.

1. Protection of investors: measures taken to protect investors — taken here to mean all market
users — from unscrupulous or irresponsible practices by the exchanges, counterparties or
intermediaries that they may interact with. Common mechanisms used ‘to’ protect investors
include: fitness or good character qualifications for intermediaries;
intermediaries to segregate client funds from their own funds;
mechanisms for dispute settlement.

requirements for
and binding arbitration

2. Ensuring that markets are fair, efficient and transparent: measures taken to ensure that
the market price truly reflects the information known about the market, to constrain “Speculati\;e
excess”, and to avoid manipulation of prices or physical stocks. Common mechanigms used to
uphold market integrity include: ensuring a time-stamped audit trail of all tradiﬁo activlit :
position limits for speculative participants, including tighter limits in delivery months' cons{my]{
monitoring of trading for suspicious patterns; free, transparent dissemination of’ data: an
approval process by the external regulator for new contracts to ensure an adequate deli;'er’abl‘
supply (among other factors); and “know-your-customer” requirements for intermediarieg le

3. Reduction of systemic risk: measures taken to effectively manage the systemic
from market operations, reducing the risk of default to acceptable levels, and e
system as a whole is sufficiently resilient to withstand shocks, such as Spikes in vol
collapse of a large trader. Common mechanisms used to reduce systemic risk incly
capital requirements in order to participate in the markets; the rigorous use of t
system, with margin levels related to market risk (including higher margin re
periods of increased volatility and during the delivery period); daily price move
“circuit filters”) that confine daily trading within defined price Parameters; ang 4 <.

hierarchy”, which ensures that exchange members cover their clients’ positions ir ol G

. : n the cas 3
client default and a clearing-house guarantce fund covers members’ Positions in the :l?e ?t .
member default. > case of a

risk arising
nsuring the
atility or the
de: minimum
he margining
quirements in
ment limits (or

Commodity Derivatives Market Regulation Department (CDMRD), SEBI

The Commodity Derivatives Market Regulation Department is responsible for su .
functioning and operations of Commodity Derivative exchanges. The followiy DPGYY}m,@ the
perform the functions of the Department: ‘ & Pivisions will

a. Division of Market Policy (DMP)

The division undertakes Policy relating to Commodit
trading, clearing and settlement operations.
b. Division of Exchange Administration (DEA)

y Deflvatige Exchanges including their

This division overviews registration, recognition and administration of Commodigy D 1
Exchanges including ownership, governance, demutualization and exit etc Re\? Jeriy
change proposals relating to all policy issues and supervision of commodity

ative
lewing rule
-derivatives
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exchanges. Issuing show cause notices, appointment of Enquiry/Adjudication officers and
maintenance of database of all commodity derivatives exchanges.

c. Division of Exchange Inspection and complaints against Exchanges.

This division Conducts inspection of commodity derivatives exchanges including inspection for
new recognition of Commodity Derivatives Exchanges and recommencement of trading. This
division also Monitors and inspect the IT infrastructure of Commodity Derivatives Exchanges.
Dealing with complaints pertaining to Commodity Derivatives Exchanges

d. Division of Risk Management and Products (DRMP)

This division took Policy and practice relating to risk management framework of Commodity
Derivative exchanges. Approval of products/contracts to be traded on commodity derivatives

exchanges.
The Mechanics of the Commodity Futures Markets®

The primary distinction between a futures market and a market in which actual commodities are
bought and sold, either for immediate or later delivery, is that in the futures market one deals in
standardized contractual agreements only. One can buy and sell commodities in a futures market
regardless of whether or not one has, or owns, the particular commodity involved. When one
deals in futures one need not be concerned about having to receive delivery (for the buyer) or
having to make delivery (for the seller) of the actual commodity, providing of course that one
does not buy or sell a future during its delivery month. The purpose of a commodity exchange is
to provide an organized marketplace in which members can freely buy and sell va{?{ous
commodities in which they have an interest. The exchange itself does not operate for profit. It
merely provides the facilities and ground rules for its members to trade in commodity futures
and for non-members also to trade by dealing through a member broker and paying a brokerage

commission.

The Clearing House

tures exchange has its own clearing house. All members of an exchange are required to
clear their trades through the clearing house at the end of each trading session, and to deposit
with the clearing house a su,m of _money (based on clearinghouse margin requirements)
sufficient tO cover the member’s debit balzfmce_. All n_le.mbers are required to clear their trades
through the clearing house .and must maintain suff1c1er'1t funds with it to cover their debit
palances; the clearing house is placed in a position of being responsible to all members for the

fulfillment of contracts.

Each fu

Unit 11 International Commodity Market

£ Group Inc. . .
g}??cag(: Mercantile Exchange & Chicago Board of Trade is an American futures company and
o of the Jargest optiops and futures exchanges. It owns and operates large derivatives and
on ros exchanges in Chicago and New York City, as well as online trading platforms. In 2014,
futu proval to open a derivatives exchange in London. It also owns the Dow

" ained regulatOI'y ap_ ) . ‘
it 8 k and financial indexes, and CME Clearing Services, which provides settlement and

es stoc j o LT, '
Jon s of exchange trades. The exchange-traded derivative contracts include futures and
Cle? :based on interest rates, equity indexes, foreign exchange, energy, agricultural
Opuonoditiés rare and precious metals, weather, and real estate.
comin i

PRAB IO,
mmodity Futures MarketsWh

= -

at hy Are and How They Fuction, Robert L. Lerner, 2000)
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Tokyo Commaodity Exchange, Inc. (TOCOM)

This is Japan’s largest and one of Asia’s most prominent commodity futures exchanges.
TOCOM operates electronic markets for precious metals, oil, rubber and §6ft commodities. It
offers futures and options contracts for precious metals (gold, silver, platihﬁﬁl and palladium);
energy (crude oil, gasoline, kerosene and gas oil); natural rubber and }fijgﬁ'icultural products
(soybeans, corn and azuki). (e

il
Euronext NV .

This 1s a European stock exchange seated in Amsterdam, Brussels, London, Lisbon and Paris. In
addition to cash and derivatives markets, the Euronext group provideg..ljs‘ﬁng market data
market solutions, custody and settlement services. Its total product offeri'r)ig includes equities,
exchange-traded funds, warrants and certificates, bonds, derivatives, comxhgd@t;ies and indicés. ’

The Dalian Commodity Exchange (DCE) S

This is a Chinese futures exchange based in Dalian, Liaoning province, China: It is a non- rofit
self-regulating and membership legal entity established on February 28 1993 ]g);liar;
Commodity Exchange trades in futures contracts underlined by a variét)i/ of agI’iCuléurql and
industrial produce on a national scale. As of 2015, DCE has listed a total of (i é futures rokductc

including corn, corn starch, soybean (gmo and non-gmo), soybean meal, soybean oj] RP})SD qIIL,
olein, egg, fiberboard, blockboard, linear low-density polyethylene (LLDPE), pol ‘Vi; 1 .I lpu: 5
(PVC), polypropylene (PP), coke, coking coal and iron ore®, ! o YRy chiondt

World Commodity Markets Qutlook®

The role of income growth in commaodities

Ay

Income growth, especially in emerging economies, has played a key Tole in .
commodity price increases. This role has been uneven across commodity igroups. M Pt?ft-i 00
have been affected the most by growth, especially that in China’s manufz;cgm'po s:ecfc T
currently consumes almost half of world’s metals, up from a mere 5 percent t:/o dém (TChma
- Income growth has been the key driver in energy prices; during 2004-13 oil CVCa es ago.
increased by 40 percent in non-OECD economies, while it declined 7 I;Crcentor.’Sumptmn
economies. Yet, the effect of income growth on agricultural commodities (includir m' OECD
mixed and limited. icluding food) s

Despite the recent weakness across many commodities, most prices are stil] hich

recent history. For example, energy and food prices willl be on average 1503 dCOmpared to
higher, respectively, in 2014 than 2000- 02. Metal, fertilizer, and precioils n—;emln .60 percent
much higher as well (80, 110, and 210 percent, respectively). Numerous Face PT ices W1.11 be
with these commodity price trends. They include a weak Ué' dollar, whic’hksrtrelScrare Wb
and limits supply from non- US dollar commodity consumers and procluc'érsntf;hens d_ema"d
energy and other inputs have also played an important role in driving me'tal- High prices of
prices. Low levels of past investment (in turn a reflection of a prolonge‘zi péri-odanfj agrlcglture
along with low inventories have contributed to the boom. Lastly, ample ligy; i_Of IQ‘,’Y prices),
interest rates and quantitative easing policies in major high-income economjecé 1( lt?, fue, 1o Joy
years are believed to have supported commodity prices as well. In the case of (:yve r the past few
have been affected by the diversion of food commodities to, the production , fa gticulgure, prices
as frequent extreme weather events. 0 b‘O*ftwés -as well

P A
G a3q

& https://en.wikipedia.org/wiki/Commodity_market
* (Commodity Markets Outlook Report, World Bank 2015)

Financial Markets and Institutions

. Mo R A v R
R T
—SLle e g e

Page 62



School of Distance Education

Yet, strong and sustained economic growth in emerging economies, notably China, has been th

most frequently discussed driver of commaodity prices, not only as a cyclical faCto; b11 Lt ;Cnrt, e
ey assioL e g 0st-2000 super cycle—a primarily demand-driven price cycle that Iast;jl - ,dsi
decades instead Of_the few years typically associated with the cyclicality of economic ¢ 5:\ Cf\
Indeed, (_}DP' and industrial production in emerging economies (where most of the Ur‘;c ‘t\l’lt_y.
commodlty consumption takes place) grew at an annual rate of 6.3 and 7.8 percent res; ef:{ 1 11{1
guring 20.02—201.2’ the highest rate in any 10-year period over the past four dechés Dpu: 1(‘: el}’
same period China’s GDP and industrial production grew at an average annualhrate- p 1*(;11& the
14.7 percent, respectively. & of 10.6 and

Indf:ed, most industrial commodities have experienced an unprecedented consum tion bo

during the past 15 years. In 2012, China consumed almost half of the 91 million tox?s of mel'o 11n
produced globally, up from only 4 percent of global supplies of 43 million tons in 1990 aTS
cont:rast., OECD ecgnor_nies consumed as much metals in 2012 as they did in 1990 Si'n'l'- 1 ]
crude f)ll consumption increased by 40 percent during 2004-14 in non-OECD e.cono;niel’ I d;i’
it declined 7 percent in OECD economies. In 2014, non-OECD economies consumed N W* pes
than OECD economies for the first time in history—yet, on a per capita basis OECD o 'Oll
consume 5 times more oil than non-OECD ones. S

The natural gas market remains segregated by geography with large price differentials betwee
the U.S., European, and Asian markets. Shale gas production growth in the US has cfeat*d : N:Iw'
of supplies that have been walled off from the global markets as the U.S. companies lj';'*kdgjnu}t
export infrastructure and permits. Asian prices, on the other hand, remain largely llnke:l to Vt'}
while European prices 'reflect a mixture of spot and oil-linked contracts. Dle\;d for ﬁatu "ﬂ' ?1
k during summer resulting in lower prices. il

is seasonally wea
Werld deman.d ot P rude oil is expected to grow at less than 1.5 percent annuaily over the
projection period, vt gll the growth coming from non-OECD countries, as has been the case in
recent years- Consumption grov;{th in OECD economies will continue to be subdued by blo

economic growth.and Cf:fIClency ! mprovements in vehicle transport induced by high pl‘ice§ of tl':Z
past few years~1nclu41ng a switch to hybrid, natural gas, and electrically pov«?ered trans or;
Pressure tO reduce €miss1ONS due to environmental concerns is expected to dampen de;gq d
growth at the global level as well. s

On the supply side, non-OPEC production is expected to continue its upward climb, as high
prices in the past have prqmpted 1ncreaseq use of innovative exploration techniques (i,ncl‘udi:("
deep-water offshore drilling and shale lfqmds) and the implementation of new éxtractivg
technologies to increase the output from existing wells.

Short term risks'l‘n thq oil market, are currently on the downside, reflecting the diminished
jmpact of geopolltlcal risks, OPEC s reluctance to take action, and anemic growth in emerging
economies' However, geopolitical I‘lSkS' may play a role in the medium term as Iraq is exj eéte(ci

t for half of OEPC’s growth in the next 5 years, while current (relatively) iow pprices

to account - 1 A
may reduce investment 11 non-conventional technologies.

Metals

The world Bank metals price index reacheq a high of 126 in February 2011 (2010 = 100), up
164 perc ent since its Dec':embfzr 20(?8. low (Figure 12). This increase, together with the sustziilned
increases prior to the financial crisis, generated large new investments and a strong supply
Lesponse resulting in a 3-year slow decline . Almost all of the additional metal suppi)7 went to

L bet demand from China, whose consumption share of world refined metals reached 47 percent

e t'ons A S A AT S A B PR TR SR DR
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at the end of 2013, up from 45 per-cent in the previous year (and up from 5 percent two decades

'ago).

Figure 2 Metal Prices
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Source: World Bank.

Precious metals

The recent weakness in gold prices has prompted a number of mergers ang acquisitions in South
Africa’s gold mining industry, with companies seeking to reduce operating cogts aﬂd in; Oiu

investors from labor strike risks. The overall weakness in precious metg] prices is likgzlurate
persist and the index was average 11 percent lower in 2014 as Institutional investors co }-dfo
these commodities as less “safe haven” asset holdings. Precious metal prices are expécted r~'mf t}{
an additional 2 percent in 2015. Long-term price pressures are predominantly o fhe do\;o;a :
and are expected to become more pronounced when the U.S. Federal Reserve eventually :E;z;

interest rates.
Figure 3 Precious metal prices
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Fertilizers

Fertilizers are a key input to the production of grains and oilseeds, often exceeding half of
purchased input costs in the agricultural sectors of high income countries. Because natural gas is
used to produce nitrogen fertilizers, the recent energy revolution and the resulting lower natural
gas prices in the U.S. is impacting the global fertilizer industry. Many fertilizer companies are
building plants in the U.S. to utilize lower natural gas prices, including a recent corporate deal
between a U.S. and an European fertilizer company, which, if finalized will form world’s largest
producer of nitrogen fertilizer.

The fertilizer price index was expected to decline 11.5 percent in 2014 and an additional 3.5
percent next year. Such declines come on top of the 13 percent drop  2013. Yet, individual
components of the index will follow different paths. Phosphate rock and potassium chloride will
decline almost 25 percent each in 2015, urea will average 6.5 percent lower, but TSP and DAP
will make some moderate gains. This outlook is based on the assumption that natural gas price
in the U.S. will increase moderately.

Recent developments

The recent upward pressure in rice prices reflects worsening production prospects in India,
Indonesia, Philippines, and Sri Lanka. Broad-based weakness reflects record area expansion in
soybeans, with global production projected to reach an all-time peak both among producers in the U.S. and in
South America. Weak imports of edible oils, especially by China and India, have played a role as well.

Figure 4 Raw material prices
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Policy responses, such as ex-port bans, are unlikely to be put in place in an environment of vw'ell;
supplied agricultural markets. If the baseline outlook for production materializes, then eye

policy actions are implemented, they are likely to be local and isolated events with minj
impact on world markets. . (
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Weak growth in emerging market economies: Implicatiohs for Conmgdity Markets®

The World Bank has recently revised downwards its growth forecasts for
developing economies to 4.0 percent in 2016. Amid amply-supplied markets
prospects for these economies are weighing on commodity prices. Major em
particularly China—have been among the largest sources of additional commodit
during the 2000s. A faster than- expected slowdown in major emerging eco“()mies_‘y den.land
if combined with financial stress—could reduce commodity prices considerahy ¢specially
growth in commodity exporters. Y and set back

emerging angd
» Weak growth
Crgng markets—

Emerging economies play a significant role in shaping commodity
and consumption. During 2010-14, the four largest emerging markets (Brazil. Rucc: !

China) accounted for 20 percent or more of global gas and oil pro dUCtion,a \(lissxa, India, and
more of global coal and grain production. At the same time, their commodjt nd 40 percent or
grogwn rapidly, to about 40 percent of global primary energy and food conﬁn)(;:'onsumpt,on has
and more than 50 percent of global metal consumption.. There has been consider b‘ty consumption
among these countries, including between China and India; which together, cy able hc“?mgeneity
almost 40 percent of the global population. China has been worl fie ar rently account for
number of industrial commodities during the past decade and a half, and gest consumer of g

the, growth of global commodity consumption—virtually, all of the b accountedf@;j much of
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S5Weak growth in emerging market economies: What does it imply for commodity markets? Co
Special Focus.

Fin@ncial Markets and Institutions

January 2016,
D
Page 66




School of Distance Education
WW"”WMMWX‘W&HW
than half of the increase in primary energy between 2000 and 2014. China also accounts for
more than half of global coal consumption, most of it domestically produced.

India’s industrial commodity consumption has also increased, but to a lesser extent than
China’s, partly as a result of its economic growth being more services based than China’s.
Although primary energy consumption in India doubled during the past two decades, the country
still accounts for only 4.5 percent of global energy consumption. India’s metal consumption
almost doubled over the period, but from a very small base.

Since 2010, growth in metals and primary energy demand from China has slowed steadily. The
slowdown was more pronounced in metals whose annual consumption growth declined from
10.3 percent during 1995-2008 to 3.2 percent during 2010-14. This has partly reflected a gradual
economic rebalancing in China, away from commodity-intensive investment and industry
towards consumption andservices.

Given their significant demand for .commodities, a weakening in growth prospects for
commodity importing emerging market economies could have significant repercussions for
commodity markets.
Unit 12 Debt market

Introduction _ : _ ' , , .
The Debt Market is the market where fixed income securities of :various types and features arg
issued and traded. Debt Markets are therefore, markets for fixed income securities issued by
Central and State Governments, Municipal Corporations, Govt. bodies and commercial entities
like Financial Institations, Banks, Piblic Sector ! Units, Public . Ltd. companies ‘and alsé

structured finance instruments. At atuin! Alei - ST whlrar : By oy
Different types of instriiments, which' are normally traded in this market =~ = - I
1. Government Securities: iul NN e

a. Central Govethitient: Zero Collpon''Bonds, ‘Coupon' Bearing' Bonds, ‘Treasury Bills
STRIPS.
. State Governments: Coupon Bearing Bonds
. Public Sector Bonds:

b i
2 .
a. Government Agencies/Statutory Bodies: Govt Guaranteed Bonds, Debentures C
b. Public Sector Units: PSU Bonds, Debentures, Commercial Paper I.
3. Private Sector Bonds: 1

a. Corporate: Debentures, Bonds, Commercial Paper, Floating Rate Bonds, Zero Coupon
Bonds, Inter-Corporate Deposits. g

b. Banks: Certificate of Deposits, Debentures, Bonds. + + -© it 1 g 1

c. Financial Institations: Certificatéof Deposits, Bonds:~ - ! ! b
Debt market instrument characteristics®,; ;; ;' - i o " IRVE : . u
Debt markets are used by both firms anid governments to raise funds for long-term purposes,
though most investmént by firms is firtinced by retainied profits. Bonds are long term borrowitig
instruments for the issuer. Major issuer§' of bonds ‘are governments'(Treasury bonds'in US, gilts
in the UK;'Bunds in'Germany) and firms! which issue corporate bonds Corporate as well Hs
governméilt ‘bonds vary very considetably in terms of their risk. Some corporate bonds are
secured"aghfir{st assets of the comparfy that issted them, whereas other bonds are unsecured.
Bonds Letutéd on the ‘assets of the isshing company are known as'debentures. Bonds that are not
secured are referred to as loan stock. Banks are major issuers of loan stock. The fact that

6 Financial Markets, Leonardo da Vinci programme project (2010)
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unsecured bonds do not provide their holders with a claim on the assets of the issuing firm in the
event of default is normally compensated for by means of a higher rate of coupon payment.

Characteristics of bonds
The conventional or straight bond has the following characteristics:

a. Residual maturity (Redemption date). As time passes, the residual matu
bond shortens. Bonds are classified into ‘short-term’ (with lives up to
‘medium-term’(from five to fifteen years) ; ‘long-term’(over fifteen years).

Bonds pay a fixed rate of interest, called coupon. It i.s normally made in tw
six-monthly intervals, each equal to half the rate specified in the bond’s coupon. The coupon
divided by the par value of the bond (100 Euro) gives the coupon rate on the bond.

rity of any
five years);

0 installments, at

b. The par or redemption value of bonds is commonly 100 Euro
is also the price at which bonds are first issued. However, since t
take time, market conditions may change in such a way as to m
at their existing coupon at the time they are offered for sale,
sold at a discount to 100 Euro, in order to make the coupon r.
rate of interest. If, vise versa, the market interest rates fall,
bond attractive at a price above 100 Euro. In these cases the
minute adjustment to the price which they hope will make th
market.

(or other currency). This
he preparations for issue
ake the bonds unattractive
They will then have to be
ate approximate the market
the coupon may make the
1ssuers are making a last-
e bonds acceptable to the

c. Bond prices fluctuate inversely with market interest rates. | rise, people
prefer to hold the new, higher-yielding issues than existing bonds. Existine bonds’ ‘I;/ '11%
sold and their price will fall. Eventually, existing bonds with varioyg cgu on .111 be
willingly held, but only when their price has fallen to the pons will be

point w
expressed as a percentage of the current price approximates the new marI}(leetr er:att;1 € coupon
The yield on bonds are expressed commonly in two forms: 4
1. Redemption yield;
2. Interest yield or running yield.

f market rateg

Interest yield (Running yield): the return on a bond taking aécount only of
payments. Yield to maturity or redemption yield: The return op a bond takip, € coupon
coupon cash flows and the capital gain or loss at redemption. & account of the

Types of bonds

1. Callable and putable bonds. Callable bonds can be redeeme
prior to the specified maturity (redemption) date. Putable bop
issuer on specified dates, prior to the redemption date,

d at the ig

Suer’s discretion
ds can be

sold back to the

2. Convertible bonds. These are usually corporate bonds, issued With the ¢ ti
to convert into some other asset on specified terms at 3 future date_ Convp en f(_)r holders
into equities in the firm, though it may sometimes be into floating rate note s GaRl

es.

3. Eurobonds. Eurobonds are bonds issued in a country othey than that of
denomination. Thus bonds issued in US dollars in London ate euro](; the Currency of
bonds issued in New York. The bonds themselves may be Straightg y 0}1ds_, as are yen
fixed redemption bonds like the sterling ones described above > that is ﬂxed?interest,
of the variations listed here. Eurobonds are issued by govern Y come in any

corporations. Ore usually by

> O they my
ments byt m

cras :Y;:“:yﬁw%
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4. Euro bonds. These are bonds denominated in euros and issued in the euro currency area.
If bonds denominated in euros would be issued outside the euro currency area, they
would be euro eurobonds. Floating rate notes (FRINs). These are corporate bonds where
the coupon can be adjusted at pre-determined intervals. The adjustment will be made by
reference to some benchmark rate, specified when the bond is first issued. An FRIN might
specify, for example, that its coupon should be fifty basis points above six-month
treasury bill rate, or six-month LIBOR, adjusted every six months. FRNs are, in part, a
response to high and variable inflation rates.

5. Foreign bonds. These are corporate bonds, issued in the country of denomination, by a
firm based outside that country. Thus, a US firm might issue a sterling bond in London.

6. Index-linked bonds. These are corporate bonds where the coupon can be adjusted to
high and variable rates of inflation. While other bonds have a maturity (redemption)
value fixed in nominal terms and therefore suffer a decline in real value as a result of
inflation, both the value and the coupon of an index-linked bond are uprated each year in
line with lagged changes in a specified price index.

7. Junk bonds. Junk bonds are corporate bonds whose issuers are regarded by bond credit
rating agencies as being of high risk. They will carry a rate of interest at least 200 basis
points above that for the corresponding bonds issued by high-quality borrowers.

8. Strips. Stripping refers to the breaking up of a bond into its component coupon payments
and its maturity (redemption) value. Thus a ten-year bond, paying semi-annual coupons,
would make twenty-one strips. Each strip is then sold as a zero-coupon bond. That is, it
pays no interest but is sold at a discount to the payment that will eventually be received.
In this sense, it is like a long-dated bill. The strips are created from conventional bonds.

Bond market characteristics

Debt markets include: Primary markets for bonds, i.e. the markets in which newly issued
instruments are bought, secondary markets, in which existing or second hand instruments are
traded. Majority of world bond markets have different institutional arrangements for the issue
and trading of government bonds and corporate bonds. The reason is that governments should be
able to sell the debt, which they use for budgetary and other purposes. Thus an active market
with high rated participants should be ensured. Therefore government bond markets are subject
to high level of supervision and regulation by the central bank. For governments bonds are the
main instrument (mainly central governments, but also regional and local government
authorities, and social securities funds) to finance their budget deficits. This is true especially for
within the euro area countries. Besides, government bonds often serve as a benchmark for
pricing other assets and they are also frequently used as collateral in various financial
transactions. In governments debt securities issues form the most important market segment,
followed by debt securities issued by financial institutions (consisting of monetary financial
institutions (MFIs) and non-MFI financial institutions), and those issued by non-financial
corporatxons Monetary financial institutions include all financial institutions whose business is
(1) to recelve deposits and/or close substitutes for deposits from entities other than MFIs and (2)
to grant for their own account credit and/or invest in securities. The non-government bond
market is dominated by bank debt securities. This segment includes different types of bonds,
including unsecured bank debt securities and covered bonds. Covered bonds are claims of the
bond holders against the issuing MFI that are secured by a pool of cover assets on the MFI’s
balance sheet, such as mortgage loans or loans to the public sector.

T

Financial Markets and Institutions Pa% ()o



School of Distance Education

ERTIE

Bond market yields ; Lok oRRE AGT

Bond yields are influenced by interest-rate expectations, the term Ezemlum credlt rlsk and
Fqutdrty Risk-averse investors demand a risk premium (term prem1um) for mvestments in
iongterm bonds to compensate them for the risk of losses due to 1nterest rate hlkes those losses
increase with bond duration. The term premium leads to a posmve term spread ie. the spregd
of yields for bonds with longer maturity over yields for bonds with’ shorter maturrty, even When
tharkets expect increasing and decreasmg 1nterest rates to be equally kely quuldlty 1S one of
the key characteristics of the bond market . This liquidity is, again a ke in the detenmnatlon of
the price of bond. Anticipations, risk aversion, investment altematwes, and preferences about

the timing of consumption play a role in determmmg bond pr1ces68 T | T
IPevelopment, status and hmdrances of debt market in India® 1217 .

ViCiL

At the current time, when India is endeavoring to sustain its high'growth rate, it is imperative
that financing constraints in any form be removed and alternative fmancm0 channéls be
developed in a systematic manner for supplementing traditional bank credit. In this context, the
development of long-term debt markets — corporate debt and municipal debt —
mobilization of the huge magnitude of funding required to finance potential bu
and infrastructure development.

A developed corporate debt market serves the needs of an emergmg economy in multiple
ways:

i. It supplements the existing banking system in providing the required fundin
and while doing so reduces the vulnerability of the financial system to ext.
ensuring diversification of funding sources in the economy. Previous finan
shown that systemic problems in the banking sector can interrupt the flow of
to investors for a significantly long period of time (Jiang, Tang, & Law, 2002).
ii. It enables better pricing of credit risk, dynamic allocatlon of capital, realistic pricing of
government debt and reduction of currency mismatches in the financial system.

iii. It provides investment options to institutions such as insurance companies and pension funds
which seek high quality long term assets to match their long term liabilities.

iv. It fosters the development of credit derivative products thereby allowing efficient credit risk
transmission. s

is critical in the
siness expansion

g to enterprises
ernal shocks by
cial crises have
nds from savers

Current Status of Indian Corporate Debt Market

India has been distinctly lagging behind other emerging economies in deve]
corporate debt market. While the equity market in India has been quite ac
corporate debt market is very small in comparison to'not only developed ¥
of the other emerging market economies in Asia such as Malaysia, Thailand
The size of the Indian f1r1anc1al system is not adequate to meet the needs Ot the rea] e
companson of the asset size of the top ten corporates and that of the top ten banks’ co
banks in India are unable. to meet the scale or sophlstlcatton of the n. ds of lars
India.

In India, as of 2010, the proportlon of bank loans to GDP was ap
corporate debt to GDP was only 5.4% Accordmg to the Secum
(henceforth SEBI) database, outstanding corporate bonds Amo
2011 making it nearly 10.5% of GDP. At the same time, corp

oping its long-term

tive, the Size of the
arkets, byt

also some
d.and Ching_

nomy. A

reveals that
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&7) (Commodity Markets Outlook Report, World Bank 2015)
% (Cox, Ingersoll, & Ross, 1985)
& (Sengupta, & Anand, 2014)
Tt T e S T g e S ey
Financial Markets and Institutions \\-\\~_




. : School of Distance Education

90% of GDP in USA, 34% in Japan, & close to 60% in South Korea. For a sample of eight
Indian corporations that featured in Forbes 2000, corporate bonds account for only 21% of total
long term financing. In comrast, corporate bonds account for nearly 80% of total long term debt
financing by corporanons in the four developed economies of USA, Germany, Japan and South
Korea.6 In these countries, the share of corporate bonds in total debt financing is close to 87%
for corporates graded above BBB and 66% for the rest. Corresponding figures in ma_kor
emerging economies such as South Africa, Brazil, China and Singapore, are 57% for corporages
rated above BBB and 33% for those rated at BBB or below respectively. All these indicate, a
tremendous potential for corporate debt market growth in India. Based on the experience of g7
countries since the 1970s, Goldman Sachs has estimated that the total capitalization of tifle <
Indian debt market (including public-sector debt) could grow nearly four-fold over the next
decade from roughly USD 400 billion in 2006 to USD 1.5 trillion by 2016. This growth, if not
crowded out by public sector debt, could result in increased access to debt markets for Indian
corporates. _ : i

13
i
Il
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>

90% . AVerage funding split of long term debt raised by corporates

80% & Corporate bonds

| ._70% ‘mLoans from Fi/Banks
60% -
So% -
40% -
30%
1 20% -

10%. -

0% i f 2 v,;.‘ 7 B 7
Developed Economies ., . Emerging Economies India 3

SOurce Sengupta, & Anand, (2014) = “

Development of the' domestic corporate debt market in India is constrained by a number of
factors, the prominent ones being: low issuance leading to illiquidity in the secondary market
parrow investor base and high costs of issuance. The market suffers from def1c1enc1es in
products, participants and institutional framework. And this is despite the fact that India appeﬂrs
to be fau‘ly well placed insofar as the pre-requisites for development of the corporate debt
market’ Eire concerned. There is a reasonably well-developed government securities market
which genetally precedes the development of the market for corporate debt securities The maJor
stock ex¢hanges in India have trading platforms for transactions in debt securities. Infrastructure
also exists for clearing and settlement in the form of the Clearing Corporation of India Limited

an
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(CCIL). Finally, the presence of multiple rating agencies meets the requirement of an
assessment framework for bond quality®.

India’s Bond Market Developments and Challenges Ahead”’

[ndia is a bank-dominated market, and the relative importance of bank assets as a percentage of
GDP has continued to grow—partly as banking penetration has deepened with financial
liberalization, and partly as a result of the ongoing need for deficit financing. However. the ratio
of bank assets to GDP is still low by comparison with other emerging East Asian economies
indicating that India still has some way to go before its banking sector is fully developed The,
same pattern is also seen in the case of People’s Republic of China (PRC), which like Indfa has
a largely state-owned/controlled financial sector. Other emerging East Asia markets have seen :d
decline in banking assets as a percentage of GDP since 1996, reflecting greater diversification
into other forms of finance, especially for corporate borrowers. C
The Indian bond market is, however, less well-developed. While having seen rapid development
and growth in size, the government bond market remains largely illiquid, Its corporate bond
. . . . ' ¢ I
market remains restricted in regards to participants, largely arbitrage-driven (as opposed t
. . - . . . Ose 0
driven by strategic needs of issuers) and also highly illiquid.
The lack of development is anomalous for two reasons:
. India has developed world- 11 : .
1. Indi ped world-class markets for equities and for equity derivatiyes

by high-quality infrastructure. Rapportes

2. The infrastructure for the bond market, particularly the govern

ment bond market ic
similarly of high quality. { market, is

India has developed a number of unique features in its bond market
—for example ;
ple its CBLO
€ studied by its
ike India) tried

system and the successful electronic trading platform—which coulq usefully b
neighbors, many of which suffer from limited repo markets or whicp, have ()

unsuccessfully to move bonds on to electronic platforms. At the same time.
» 1Nt

¢ i he
of its corporate bond market, India can no doubt learn from its neighbors® g; development
18

AL clos Py
bankruptcy processes, consolidation of government benchmark issueg B ure policies,
> i

B()lld malket associations are also less well-devdoped th . 3°U1a[0Iy Structures.
i 0 then eQUit
Y.

mark

which benefit from international gatherings and regional associations Jjk % et Counterparts,
e

of Exchanges. The Asian Bond Markets Initiative could play-an inep ¢ World Federation
ment

address this shortfall. al role ip helping
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NHB) to DFIs to facilitate on-lendsi
-lending to Housing Fi

e g ¢ Finance Compani
212)1'(1) 95 \irlu-il exporte.rs. Under the refinance facility, Rs 213.98 gsn\ljs o, BrCs, munal

’ hile tota\_l dlsb.lhisements amounted to Rs 153.12 b ' vkl B e
Meaning and Definition : FAR B AIne S
OECD describes DFIs as speciali :

Is, pecialised development bank i
- ! : anks or subsidiari
private Sector development in developing countries. They are u:;ulaeill;esmsz t uf P,
jority-owned by

national governments a . .
g and source their capital from national or international devel f
opment funds

or benefit from govern .
g laroi améum:nt fguarantees.. This ensures their creditworthiness, which

. large amounts of money on international capital mark o WA enables
very competitive terms. arkets and provide financing on

. T e
Ir_1dustr1al Development Bank of India (IDBI)
Industrial Development bank of Indi
g a (IDBI) was consti
ndia Act, 1 . stituted under Industri
bank of I 964 as a Development Financial Institution and came tl?lil; 113e.VGIOpment
eing as on July

01 1964 vide Gol notification dated June 22, 1964 A% ard
’ , b N 1964. It was re
. gar ed as a Public Financial

[nstitution in terms of the provisions of Sectio
: Ay " n 4A of the C :
serve as a DFI for 40 years till the year 2004 when it was tr::;:fames Act, 1956. It continued to
Functions of IDBI ormed into a Bank.
o Planning, promoting and developing i .
. i ping industries with i :
.mdus'trilal strucli:}lf'e by conceiving, preparing and ﬂoatingile\i:,ew FO fill the gaps in the
Prov1d1.ng i~ nical and administrative assistance for 7
expansion Of industry. promotion, management and
providing refinancing facilities to th
: e IF :
approved by the government. CI, SFCs and other financial institutions
Coordinating the activities of financial instituti
ali ;
industries. nstitutions for the promotion and development of
purchasing or underwriting shares and d
: ebentures of industrial
Guaranteeing deferred payments due from industrial con concerns.
them. cerns and for loans raised by
Undertaking market and investment
rese
helpful to the development of industries. arch, surveys and techno-economic studies
Industrial Development Bank of India-Progress
Later, when years passed, it was felt that IDBI
; should be ¢ -
purpose Industrial De,\felopment e T Undertakingor:lzrtlig n 1to a bank. For the
Act] .vYas passed repealing the Industrial Development Bank of India Alste al)g‘ngti 2003 [Repeal
rows%ons'of' the Repeal Act, a new company under the name of Industrial D . In terms of the
of India Limited (IDBI Ltd.) was incorporated as a Govt. Company und eVe]opme{lt Bank
1956 op S,epterflber 27, 2004. Thereafter, the undertaking of IDBI \x}/lasntr er the Companies Act,
in IDBI L};i.fwnh effect from the effective date of October 01, 2004. In ? nsferred to and chted
earlier role of a

Financial; Jnstitution.

Western Bank with IDBI Ltd.
n Bank Ltd. (UWB), a Satara based private sector bank was placed und
: er

The United Weste
moratorium by RBI. Upon IDBI Ltd. showing interest to take over the sai nk
owth, RBI and Govt. of India amalgamated UWB wifhslagi?)})iriz ti\:’iiu‘ds it?
. in terms of
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the provisions of Section 45 of the Banking Regulation Act, 1949. The merger came into effect
on October 03, 2006.

Change of name of IDBI Ltd. To IDBI Bank Itd

The name of the Bank was changed to IDBI Bank Limited and the new name became effective
from May 07, 2008 upon issue of the Fresh Certificate of Incorpbration by Registrar of
Companies, Maharashtra. The Bank has been accordingly functioning in its present name of
IDBI Bank Limited.

2) IFCI (Industrial Finance Corporation of India)

After independence, our capital market was not so developed. Ventures like merchant bankers
and underwriters were not common. It is against this backdrop that the government established
The Industrial Finance Corporation of India (IFCI) on July 1, 1948, as the first Development

Financial Institution in the country to cater to the long-term finance needs of the industrial

sector.

Liberalization - conversion into company in 1993

By the early 1990s, it was recognized that there was need for greater flexibility to respond to the

changing financial system. It was also felt that IFCI should directly access the capital markets

for its funds needs. It is with this objective that the constitution of IFCI was changed in 1993

from a statutory corporation to a company under the Indian Companies Act, 1956. Subsequently,

the name of the company was also changed to "IFCI Limited" with effect from October 1999.

Indian Economy and IFCI- Focus

Since its inception on 1st July 1948 as a Public Financial Institution, IFCI has made a significant

contribution to the modernization of Indian industry, export promotion, import substitution,

pollution control, energy conservation and generation through commercially viable and market-
friendly initiatives. Some sectors that have directly benefited from IFCI include:
o Agro-based industry (textiles, paper, sugar)
o Service industry (hotels, hospitals)
o Basic industry (iron & steel, fertilizers, basic chemicals, cement)
o Capital & intermediate goods industry (electronics, synthetic fibres, synthetic plastics
miscellaneous chemicals) and Infrastructure (power generation, telecom services) ,
IFCI's Economic Contribution
IFCI's economic contribution can be measured from the following:

1. IFCI has played a key role in the development of cooperatives in the sugar and textile
sectors, besides acting as a nodal agency in both sectors. 371 cooperative societies in these
sectors have been assisted by IFCI.

2. IFCI has promoted T(?chmcal Consultapcy Organizations (TCOs), primarily in less
developed states to provide necessary services to the promoters of small and medium-sized
industries in collaboration with other banks and institutions. &3

3. IFCI has also provided assistance to self—employed.youth z%nd women entrepreneurs under its
Benevolent Reserve Fund (BRF) and the Interest Differential Fund (IDF).

4. IFCI has founded and developed prominent institutions like:

o Management Development Institute (MDI) for management training and d

{ . ; ev e
o ICRA for credit assessment rating velopment
o Tourism Finance Corporation of India (TFCI) for promoti :
; d0tion of the hotel ar i
industry nd tourism
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o Institute of Leadership Development (ILD) for rehabilitation and training of displaced
and retrenched labor force
o Rashtriya Gramin Vikas Nidhi (RGVN) for promoting, supporting and deveioping
voluntary agencies engaged in uplifting rural and urban poor in east and northeast
India. ‘ '
5. IFCI, along with other institutions, has also promoted:
o Stock Holding Corporation of India Ltd. (SHCIL)
o Discount and Finance House of India Ltd. (DFHI)
o National Stock Exchange (NSE)
o OTCEI
o Securities Trading Corporation of India (STCI)
o LIC Housing Finance Ltd.
o GIC Housing Finance Ltd.
o Biotech Consortium India Ltd. (BCIL)
6. IFCI has also set up Chairs in reputed educational/management institutions and universities.
7. A major contribution of IFCI has been in the early assistance provided by it to some of
today's leading Indian entrepreneurs who may not have been able to start their enterprises or
expand without the initial support from IFCL
[FCI has become a Government of India Undertaking with effect from 7th April 2015. The
Govt. of India has placed a Venture Capital Fund of Rs. 200 crore for Scheduled Castes (SC)
with IFCI with an aim to promote entrepreneurship among the Scheduled Castes (SC) and to
provide concessional finance. IFCI has also committed a contribution of Rs.50 crore as lead
investor and Sponsor of the Fund. IFCI Venture Capital Funds Ltd., a subsidiary of IFCI Ltd., is
the Investment Manager of the Fund. The Fund has been operationalized during FY 2014-15 and
[VCEF is continuously making efforts for meeting the stated objective of the scheme.
Further, Government of India has recently designated IFCI as a nodal agency for “Scheme of
Credit Enhancement Guarantee for Scheduled Caste (SC) Entrepreneurs” in March, 2015 with
an objective to encourage entreprenevrship in lower strata of the societies. Under the Scheme
[ECI would provide guarantee to banks against loans to young and start-up entrepreneurs

belonging to scheduled caste.

Functions of IFCI

e To guarantce loans raised by industrial c?ncems; . '

e To grant loans and advances to or subscribe to the debentures of 1pdustr1§1 concerns;
e To underwrite the issue of stocks, shares, bonds or debex}tures by industrial concerns;
To extend guarantee in respect of deferred payments by importers;

X ubscribe directly to the stock or shares of any industrial concern.

e Tos
3) NABARD

Genesis ‘ s organised by RBI, to review the set up for institutional credit for agriculture
A committee V\I/a B (CRAFICARD) on 30 March 1979. It was under the Chairmanship of
and rural. develop former member of Planning Commission. That committee submitted its
Shri B.Slvaramfﬂma28 November 1979. In that report, they specified the need for providing
interim report On forceful direction and pointed focus to the credit problems arising out of

M tion, . ‘ _
tipgivids atterll development and recommended the formation of National Bank for Agriculture
integrated rura I A

tutions
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and Rural Development (NABARD).In 1981, the Indian Parliament passed an Act for the
foundation of NABARD. Thus NABARD came in to existence in 12" July 1982, by undertaking
several activities of the RBI like agricultural credit etc. It also undertook the refinance functions
of the then Agricultural Refinance and Development Corporation (ARDC) \
NABARD was dedicated to the service of the nation by the late Pume Minister Smt. Indira
Gandhi on 05 November 1982.

NABARD had an initial capital of Rs. 100 Crore. Consequently, after ‘tdvising the composition
of share capital between Government of India and RBI, the paid up capital as on 31 March 2015,

stood at % 5000 crore with Government of India holding < 4,980 crore; (99 60%) and Reserve
Bank of India 20.00 crore (0.40%). TS

Mission of NABARD ey

Promote sustainable and equitable agriculture and rural prosperity.';hrouOh effective credit.

support, related services, institution development and other innovative 1mt1:1t1ves
Functions of NABARD

Functions of NABARD can be divided in to three as: eI G
A. Financial
B. Developmental
C. Supervisory
A. Financial functions
These functions can be classified in to two as:
a. Refinance
b. Direct finance
a. Refinance functions

It includes:

01.Provision of short and medium term loans

In modern agriculture, apart from traditional cultivation, a farmer has to make recurring
investments, for using using high yielding varieties of seeds, fertilisers, insecticides and cost]

agricultural implements. In such a situation, arrangements for credit should go much beyond thz
simple provision of credit and must be linked operationally with productivity and other services.
Production and productivity, marketing and raising the level of surplus and savings must,
therefore, be the major functions of credit. The benefit of modern technology, the advantages of
institutional credit, infrastructural arrangements etc., should accrue to all classes of farmers
Besides, on the supply side, there must be an arrancement for assessmg the requixeniellts f
funds on the basis of actual cost and raising the resources there for. It was in this context, t}(;

crop loan system or the production oriented system of lending was evolved and conceived as the
most appropriate mechanism for mass disbursement of production credit. Production ¢ d:
Department (PCD) deals with short term refinance facilities, for various' types of produ :e i

marketing and procurement activities, being provided to client msututlons as d(.td]led belo:r ion,

» Short Term (Seasonal Agricultural Operations) |

Refinance is provided for production purposes at concessional rate of 1nterebt 1o, Stit
Cooperative Banks (SCBs) and Regional Rural Banks (RRBs) by way of s anction of ¢ C:i e
limits. Each withdrawal against the sanctioned credit limit is repayable within 12 menths. redit

mwm“m
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> Short Term Refinance to RRBs, PSBs and CCBs (directly) for financing PACS for
their Seasonal Agricultural Operations

A new refinance product for financing of PACS through PSBs & RRBs, whereever Cooperative
Banks are weak or not in a position to lend to PACS adequately, was introduced during last .

year. (2011-12)
» Short Term ( Others)

The ST (Others) limit would consist of different purposes viz. ST- Agriculture and Allied
Activities, ST - Marketing of crops, ST- Fisheries Sector,ST- Industrial Cooperative Socicties
(other than weavers), ST- Labour Contract and Forest Labour Cooperative Societies including
collection of Minor Forest produce. ST- Rural artisan including weavers members of
PACS/LAMPS/FSS, ST- Purchases, Stocking and Distribution of Chemical Fertilisers and other
Agricultural Inputs on the basis of bank wise RLP for respective purposes. The limit is
sanctioned to SCBs and RRBs.

02. Provision of long term loans

Asset creation occurs through investment credit. Thereby we will get augmented production,
high productivity and higher income for farmers and entrepreneurs. Under the long term
refinance scheme, the credit is generally provided for a period of 3 to 15 years. Such a long
term advance scheme aims at creating income generating assets in the following sectors:
Agriculture and allied activities

_ Artisans, small scale industries, Non-Farm Sector (Small and Micro Enterprises),
handicrafts, handlooms, powerlooms, etc. }

3. Activities of voluntary agencies and self help groups working among the rural poor

N =

Eligible Institutions

The Institutions Eligible for Refinance is:

State Co-operative Agriculture & Rural Development Banks (SCARDBSs)
Regional Rural Banks (RRBs)

State Co-operative Banks (SCBs)

Commercial Banks (CBs)

State Agricultural Development Finance Companies (ADFCs)

Scheduled Primary Urban Co-operative Banks (PUCBs)

North East Development Finance Corporation (NEDF ()]

Non-Banking Financial Companies (NBFCs)

II. Purposes :

Farm Sector :
Agriculture and allied activities such as minor irrigation, farm mechanisation, land

development, soil conservation, dairy, sheep/goat rearing » poultry, piggery,
plantauon/hortxculture forestry, fishery, storage and mmket yards, bio-gas and
other alternate sources of energy, sericulture, apiculture, animals and animal
. driven carts, aoro—processm agro-service centres, etc.

Non-Farm Sector :
¢ 11 Artisans, Small & Micro Enterprises, handicrafts, handlooms, powerlooms, etc

Loan Period :

m B
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The loan period is upto a maximum of 15 years
03. Eligible schemes for refinance under NFS.

Automatic Refinance Scheme (ARF)

The various schemes formulated over the years have been categorized into five distinct
and compact schemes.

i. Composite Loan Scheme (CLS)

Under this scheme refinance is given to meet the block and /or working capital
requirements of small/micro enterprises. Max. refinance of ¥10 lakh per unit.
ii.  Integrated Loan Scheme (ILS)
Under this scheme refinance is given to block capital and working capital for one
operating cycle. Max. Refinance of <15 lakh per borrower.

iii.  Self Employment Scheme for Exservicemen (SEMFEX)
The scheme has been in operation since 15 January 1988 which is specially designed to
provide a comprehensive package of credit for encouraging ex-servicemen to undertake
agricultural and allied activities or to set up non-farm units in rural areas to earn their
livelihood for leading a dignified life. NABARD provides refinance assistance
under Automatic Refinance Facility (ARF) to eligible banks for a wide spectrum of
manufacturing, processing and service sector activities under RNFS (Investment Credit)

iv.  Soft Loan Assistance for Margin Money (SLAMM) :
The scheme is to provide financial assistance to the prospective entreprencurs who have
the requisite talent and skill of entrepreneurship but lack necessary monetary resources to
meet the margin requirements stipulated under relevant NABARD refinance SCheme;

v. Small Road and Water Transport Operators (SRWTO) A
Under this scheme the facilities for acquisition of transport vehicles, which are to be used
for transportation of farm produce/industrial products to rural/urban marketino i use
including passenger transport vehicle and water transport units. Marein mone aD Lf»r‘lters
will be extended on a very selective basis up to 10% of the cost of the vehicle Yy assistance

Rural Housing p
Housing in the rural areas, both agriculturist and non-agriculturists, combine the business as

well as dwelling needs and thereby leads to overall rural development NABARD is gjvi
refinance (investment credit) to the eligible banks. 1S giving

Renewable Energy

While addressing India’s energy security challenges, Ministry of Ney, and Ren

(MNRE), Government of India and the Jawaharlal Nehru National Sojar Misgj ¢wable Energy
order to achieve this objective, the MNRE has launched a capital cum intére;to.n (JNNSM). In
for creation of off-grid, decentralised solar powered energy harvesting (; lll?sldy scheme
application of photo voltaic technology for the purpose of lighting, heatinobet S thrOUgf{
domestic and mini commercial applications. NABARD is the “0dalb’a C. at the level of
feasibility and Refinance for eligible projects. gency for giving

b. Direct finance functions

It includes:

01. Loans for Food Parks and Food Processing Units in Designated Fooq p L
arks
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02. Loans to Warehouses, Cold Storage and Cold
Chain Infrastructure

03. Credit Facilities to Marketing Federations

04. Rural Infrastructure Development Fund

05. Direct Refinance to Cooperative Banks

06. Financing and Supporting Producer Organisations

B. Developmental functions
It includes:

a. Institutional development

Institutional development aims at the strengthening of cooperatives since 1982.

The following major initiatives and supports are being provided to Rural Credit Cooperatives to
attain our goal for evolving a sustainable Rural Financial System to enhance ground level credit
flow to farmers and others in rural areas.

The rural financial system in the country calls for a strong and efficient credit delivery system,
capable of taking care of the expanding and diverse credit needs of agriculture and rural
development. More than 50% of the rural credit is disbursed by the Co-operative Banks and
Regional Rural Banks. NABARD is responsible for regulating and supervising the functions of
Co-operative banks and RRBs. In this direction NABARD has been taking various initiatives in
association with Government of India and RBI to improve the health of Co-operative banks and
Regional Rural Banks.

c¢. Farm sector development

NABARD is playing a key role in the farm sector development of the country.

d. Financial inclusion '

Indian economy in general and banking services in particular have made rapid strides in the
recent past. However, a sizeable section of the population, particularly the vulnerable groups,
such as weaker sections and low income groups, continue to remain excluded from even the
most basic opportunities and services provided by the financial sector. In order to address the
issues of financial inclusion, the Government of India constituted a “Committee on Financial
Inclusion” under the Chairmanship of Dr. C. Rangarajan. The Committee submitted its
final report to Hon'ble Union Finance Minister on 04 January 2008.

The Committee on Financial Inclusion has defined Financial Inclusion as "the process of
ensuring access to financial services and timely and adequate credit where needed by
vulnerable groups such as weaker sections and low income groups at an affordable cost.”
Among others, the Committee has recommended setting up of two funds - Financial Inclusion
Fund (FIF) and Financial Inclusion Technology Fund (FITF). The two funds have been
esFabli§hed with NABARD, which is the coordinating agency of Financial Inclusion initiatives
with Financial Inclusion Department (FID) as the nodal department.

Core Business of Department

The core activities of the Department are to carry forward the agenda of financial inclusion of
the exc'luded population at the national leve] as per the framework described by the Report of the
Committee on Financial Inclusion in general and operationalising the Financial Inclusion Fund
(FIF) and Financial Inclusion Technology Fund (FITF), in particular. The implementation is
under the guidance of the two Advisory Boards set up for FIF and FITF respectively.
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e. Innovations in micro credit

f. Research and development

- R&D Fund »
Established by the Bank, in accordance with the provisions of the¢ NABARD Act 1981, the
Research and Developmenf (R&D) Fund aims at acquiring new!insights into the problems

i of agricultural and rural development through in-depth studies'and applied research and
trying out innovative approaches backed up by technical and economic studies. The R&D
Fund is utilised for formulating policies on matters of importancg fo agricultural operations
and rural development, including facilities for training, dissemination of information and
promotion of research by undertaking techno-economic studies and other surveys in the

_ fields of agriculture, rural banking and rural development.

~ « Corpus of the R& D Fund is ¥ 50 crore.

Grant support for:

17

Research projects and studies.

International, National and RegiOnal Seminars/ Conferences/S{ymposia, Workshops, etc.
Occasional Papers and cost of other publications. '
Chair Units. '

Providing training for personnel of constituent banks.
o Summer Internship Programme.

Training Institutes Supported Under R&D Fund. ¥

CAB, Pune,

1
2. BIRD, Lucknow, Mangalore & Bolpur
i 3 IBM, Guwabhati,
I 4. National Institute of Rural Banking (NIRB), Bangalore.

g. Core-banking solutions to co-operative banks

0 0.0 .0 O

In one of the biggest initiatives towards institution building, NABARD has facilitated the
process of bringing the Co-operative Sector onto Core Banking Solution (CBS) platform. A total
of 201 State and Central Co-operative Banks with 6,953 branches from 16 states & 03 UTs of
the country, viz. Punjab, Haryana, Gujarat, Maharashtra, UP, Chhattisgarh, MP, Bihar
Karnataka, Tamil Nadu, Kerala, Uttarakhand, Sikkim, Himachal Pradesh, Jammu & Kashrnir’
Arunachal Pradesh, Chandigarh, Puducherry and Andaman & Nicobar joined the “N AB ARD,
initiated Project for CBS in Co-operatives”. ' Two vendors, viz. ' TCS and Wipro. h
implemented the ambitious project across the country. All 201 banks with 6,953 bran(f;, , have
NABARD Project are fully on CBS. This includes 122 new branches which we efl.under
opened on CBS platform. Implementation of HO retail module of Kolar DCCR ofrle( irectly
state is underway. Apart from the cooperative banks, Tamil Nadu Industria] C arnataka
(TAICO) has been taken onboard for roll-out of CBS under the project’ éoperatxve Bank
The model followed in the initiative is Application Service Provide-r (ASP) by |
concept of cloud computing. The roll out process is in the final stage and b qutﬂ using the
migrated on CBS platform on a regular basis. HHEbEs are being

Now these century old banks have started functionine j ‘
g in the CB : [ _ETg
technological platform of the Commercial Banks and . environmen ¢ par with the

Regi

gional Rural Banks ang match up wj
e ———————————————————rr—
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these institutions in providing similar kind of services in the hinterland of the country. These
banks now extend commensurate services to its existing and new clients keeping in sight the
changing scenario and expectation level of the clientele. In time, their clients would be in a
position to receive various Government incentives/ subsidies and also other financial inputs
directfy in their accounts;maintained with the co-operative banks.

Bringing the Co-operative: Banks under Core banking Solution would provide the following
advantages: 103

* Bring them at par with the technological platform of the Commercial Banks and also RRB
and match up with these institutions in providing similar kind of services in the hinterland
of the country. ’ th

e Transparency and regular reconciliation and balancing of books of account to arrest
pilferage. '

¢ Once the Banks are on a technology platform they will be in a position to utilise
technological solution furthering the financial inclusion initiative in rural India ‘

e The customer of the Banks can avail facilities like Any Branch Banking, e-transfer of

funds to anywhere of the country, etc. PGV A
e This will also enable GOI to transfer incentive/subsidy/other payments. to the account
holders based on Aadhaar number. _ S,
 Technological solution is expected to release staff members so that there will be more
follow-up with the customers and also help bring in new customers/ clients to the Banks
thus improving the business portfolio. ' e Ll $
h. Climate change

Climate Change Initiatives of NABARD

Now a days, man worries a lot on matters of climate change. Climate change makes far reaching
impact on people’s life world wide. It has become a major threat for agriculture, food security
and rural livelihoods.As indicated in Intergovernmental Panel on Climate Change (IPCC) inits
Fifth Assessment Report released in March 2014, poor, marginalized, and rural communities re
likely to be hit hardest by climate change impacts. For these vulnerable groups, climate change
acts as a “risk multiplier” worsening existing social, economic, political, and environmental
stresses. t
The impacts of climate change are global, but countries like India are more vulnerable in view
of the high population depending on agriculture, which in turn is dependent on the seasonal
monsoons. India is confronted with the challenge of sustaining rapid economic growth amidst
the increasing global threat of climate change. India has already shown its commitment to help
address the global climate challenge and Government of India accorded top priority: for
addressing climate change related concerns. ' !
The Government formulated the National Action Plan on Climate Change (NAPCC) on JUTE,
2008 that established 8 National Missions to reduce the vulnerability to the impacts of climg’ate :
change thraugh adaptation and mitigation measures. On the 'basis of NAPCC, State
Governments;iand Union Territories have prepared State Action' Plan on Climate Change
(SAPCO). ,
Climate change is a complex policy issue with major implications in terms of finance. All
actions and solutions to addresg the adverse impact of climate change ultimately involve costs.

w
F—*—\_——*"——N-—m—\
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Funding is vital in developing countries to design and implement adaptation and mitigation
projects.
NABARD has already taken various initiatives in addressing the challenges posed by Climate
Change particularly in the areas of agriculture and rural livelihood sectors. In this direction
NABARD aims to channelize national, international and private fiqgthces for adaptation and
mitigation activities in India. o
C. Supervisory
Supervision S,
Section 35(6) of the Banking Regulation Act, 1949, empowers NABARD to conduct inspection
of State Cooperative Banks (SCBs), Central Cooperative Banks (CCBs) and Regional Rural
Banks (RRBs). In addition, NABARD has also been conducting periodic inspections of state
level cooperative institutions such as State Cooperative Agriculture and Rura] Devel
Banks (SCARDBs), Apex Weavers Societies, Marketing Federations etc., on a volunt
Objectives of Supervision A
o To protect the interest of the present and future depositors
o To ensure that the business conducted by these banks is in conforms : L
of the relevant Acts/Rules, regulations/Byye-Laws (>:1fn11ty with the Proysions
o To ensure observance of rules, guidelines, etc., formulated :
RBI/ Government K A, issued by NABARD /
 To examine the financial soundness of the banks and
o To suggest ways and means for strengthening the institutiong
more efficient role in purveying rural credit %08 {0 enable them to play
4, SFCs (State Finance Commission) i WS
Under the State Financial Corporations Act, 1951, various gtate 2oV
established SFCs for meeting the term credit needs of small and médiumbscal rr}ments. have
Kerala, Kerala Financial Corporation (KFC) was set up. The assistance g € industries. In
industrial units is mainly through loans, underwriting of shares, bop e an%l \;en by SFCs to
guaranteeing of deferred payments for capital goods purchase. ebentures, and
Functions of SFCs
1. Provision of financial assistance to small units.
2. Guaranteeing loans.
3. Subscription and underwriting.
4. Guarantee for deferred payments.
5
3

o f

oy T
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opment
ary basis.

. Acting as agents of central and state governments.

. Unit Trust of India
In India, the only mutual fund operating for a long time since 1964 was th
time, it had only open ended mutual fund with it, which can be solq and e .e UTL During that
The UTI was found specially for pooling the small savings of the people apl:ilChased at any time,
in productive purposes, offering an attractive return and growth ton to fleplc)y s ae
minimizing the risk element. The UTI was constituted under an Act S the vestors while
The growth in the business of UTI, especially during the eighties, hag b' i?;
gross sales of units which has amounted to Rs. 10 crores ip the firet een s‘;{)_e;ctacular, The
recorded a rapid growth, especially since 1982-83 to Rs. 4122 cror ; 1_??% in 1964-65,

- . e 3 b-
crores during 2003-04. At end of March 2000, it had investible fundssoft;:t C}]eCllged to Rs.1050
S. 75000 rATs

00 crores which
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declined to Rs. 58000 crores in 2002, due to larger repurchases, following the mismanagement
of UTI-64 schemes.
UTI Schemes for resideng Indians
The UTI offers a varietyfo'f investment schemes to the investing public like Unit scheme 1964,
Unit Scheme 1971, Unit scheme for charitable and religious trusts and fegistered societies 1981,
capital gains unit scheme 1983, Children’s Gift Growth Fund 1986, and Parent’s gift growth
fund 1987.These schemes cater to the needs of various sections of the society.
Of the close ended schems, a majority are monthly income schemes, specifically aims at the
retired and aged investors. '
For domestic investors, the UTI introduced a growth-oriented mutual fund known as
‘Mastershares’ in September 1986. The scheme was very popular.
6) SIDBI
History
Small Industries Development Bank of India (SIDBI), set up on April 2, 1990 under an Act of
Indian Parliament, acts as the Principal Financial Institution for the Promotion, Financing and
Development of the Micro, Small and Medium Enterprise (MSME) sector and for Co-ordination
of the functions of the institutions engaged in similar activities.
Business Domain of SIDBI
The business domain of SIDBI consists of Micro, Small and Medium Enterprises (MSMEjs),
which contribute significantly to the national economy in terms of production, employment and
exports. MSME sector is an important pillar of Indian economy as it contributes greatly to the
growth of Indian economy with a vast network of around 4.6 crore units, creating employment
of about 11 crore, manufacturing more than 6,000 products, contributing about 45% to -
manufacturing output and about 40% of exports in terms of value, about 37% of GDP, directly
and indirectly.
Mandatory Objectives
Four basic objectives are set out in the SIDBI Charter. They are:
e Financing
e Promotion
» Development
e Co-ordination
These are the orderly growth of industry in the small scale sector. The Charter has
provided SIDBI considerable flexibility in adopting appropriate operational strategies to
meet these objectives. The activities of SIDBI, as they have evolved over the period of
time, now meet almost all the requirements of small scale industries which fall into a wide
spectrum constituting modern and techhologically superior units at one end and traditional
units at the other
Development Outlook
The major issues confronting MSMEs are identified to be:
o Technology obsolescence
° Mb’ﬁagerial inadequacies
o Deiaired Payments
o Poor Quality
o Incidence of Sickness
o Lack of Appropriate Infrastructure and

& T T T O M TSRO S AT R e,
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o Lack of Marketing Network :
There can be many more similar issues hindering the orderly growth of MSMEs. Over the years,
SIDBI has put in place financing schemes either through its direct financing mechanism or
through indirect assistance mechanism and special focus programmes:uiider its P&D initiatives.
In its approach, SIDBI has struck a good balance between financing and providing other support
Services. ; b St
Co-ordination and Understanding ' ira :
SIDBI is an apex institution. It utilizes the network of the banks’and state level financial
institutions, which have retail outlets. SIDBI supplements the effotts!of existing institutions
through its direct assistance schemes to reach financial assistance to ‘the ultimate borrowers in
the small scale sector. vl
Refinancing, bills rediscounting, lines of credit and resource support mechanisms have evolved
over the period of time to route SIDBI's assistance through the'network of other retail
institutions in the financial system. Improved levels of co-ordination'for development of the
small scale sector is also achieved through a system of dialogue and obtaining feedback from the
representatives of institutions of small scale industries who are' on the SIDBI's National
Advisory Committee and Regional Advisory Committees.SIDBI has entered into Memoranda of
Understanding with many banks, governmental agencies, international agencies, research &
development institutions and industry associations to facilitate a co-‘ordinated a pitodch i
dealing with the issues for development of small scale industries.
2 : - Unit 14 Mutual Funds

Mutual Fund is an arrangement for collecting fund by issuing units to the investors and investin
funds in securities in accordance with objectives as disclosed in offer document. In mutual £ i
schemes, the risk is reduced by investing funds in diversified 'sectors ang indust ‘.ln
Diversification is an appropriate way for risk minimization as all the securities may nOts i i
alike at the same time. Those who invest their money in the mutual fund receive units a. move
extent of money invested by them. Investors of mutual funds are known as unit-holds per the
profit and loss sharing will be taken place between the unit holders in accordance = Th.e
quantum of investments. Usually, mutual funds will have a wide variety of scheme .Wlth, their
investment objectives. They are launched from time to time. § With diverse
Amutual fund is required to be registered with Securities and Exchange Board of Ind;
which regulates securities markets before it can collect funds from the public Un(.ila (SEBI)
India was the first mutual fund set up in India in the year 1963. In early 1990' mt Trust of
allowed public sector banks and institutions to set up mutual funds. In the e 1;’%G()Vernment
and exchange Board of India (SEBI) Act was passed. The objectives of SEBI are 2, Securities
interest of investors in securities and to promote'the development of apq T il
securities market. As far as mutual funds are concerned, SEBI formulateg B8tic 0 regulate the
the mutual funds to protect the interest of the investors. SEBI notified remilits 185 and regulates
funds in 1993. Thereafter, mutual funds sponsored by private sector f:ltitie ns for the mutual
efiter the capital market. The regulations were fully revised in 1996 anq h-S \Ye?e allowed to
thereafter from time to time. SEBI has also 1ssued 'guidelines to the it ;W? béen amended
time to protect the interests of investors. All mutual funds whether ungy ,fjr'Om time to
private sector entities including those promoted by foreign entities are gove Public sector or
ofi Regulations. There is no distinction in regulatory requirements for these med by the same set

** Mutual funds and all

Promoted by
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are subject to monitoring and inspections by SEBIL The risks associated with the schemes
launched by the mutual funds sponsored by these entities are of similar type. ‘
Advantages and Disadvantages .
Mutual funds are regarded as one of the best financial services. It has the following advantages::
1. Easy access to invest, - ' :
Mutual fund gives an opportunity to ordinary investors to invest easily in the financial
markets. Similarly, entry and exit to a mutual fund scheme is comparatively easy.
2. Portfolio diversification. i
Another important.charecteristics of the mutual fund is vast diversification. The fund of
the investor is always put not in a single basket. It is invested in diversified securities.
Hence, risk is reduced to a large extent. :
Liquidity 1 3
Just like an, individual stock, mutual fund also enables an investor to dispose his -
holdings at any time. Liquidity is an important quality of mutual fund investment scheme.
3. Professional investment management. i
If an individual holds some stock himself, he alone has to look after the matters.
But, if he buys some mutual fund units of professional mutual fund agencies, he can
make use the services of professional managers there.
4. Economies of scale
Another speciality of mutual fund is that, agencies buy and sell large amounts of
securities at a time. Transaction cost can be lowered to a large extent through such big
transactions. Hence mutual fund dealings enjoy economies of scale.
5. Minimum initial investment. wil
It is required only at the time of initial investment.
6. Reduced risk. ,
While investing, mutual fund agencies focus on diversification of securities. Such
diversification results in risk reduction.
7. Tax benefits.
Mutual fund investors now a days enjoy tax deduction. }
8. Transparency. g
Mutual fund schemes have transparency as they declares their portfolio every
month. Mutual fund schemes are also not free from limitations. It has the following
shortcomings. )
Disadvantages of muatual funds
1. No guarantees.

In accordance with the fall and rise in the market, the value of the mutual fund

also can be fluctuated. There is no assurance in the repayment of our initial investment
unlike bank deposits.

2. Costs ;3 |
In some cases, the efficiencies of fund ownership are offset by a combination of
sales commission, redemption fees and operating expenses.
3. Tax inefficiency
nInvestors do not have a choice when it comes to capital gain pay outs in mutual
funds. Due to the turn over, redemptions, gains and losses in security holdings throughout

[
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the year, investors typically receives distributions from the fund that are an uncontrollable
tax event.
4. Fluctuating returns.
No guarantee can be given to the investors in the case of returns from mutual fund.
Mutual fund returns are subject to the rise and fall in the financial markets.
5. Misleading advertisements
Today, a good deal of advertisements are given about mutual fund in different
medias. Many advertisements contain misleading sentences. This can mislead the investors
and can carry them to wrong schemes,
Types of mutual funds
Mutual fund gives wide options to the investors. These options can be classified under the
following heads.
1. By structure, such as open ended, interval or close ended schemes.
2. By investment objective, such as growth, income, balanced and money market schemes.
3. Others such as tax saving schemes, index schemes, and sector specific schemes.
I. By structure, such as open ended, interval or close ended schemes.
b. Open ended schemes. :
Here, factors like the size of the fund, period of the fund etc are determined beforehand.
This also means that open ended schemes are available for investors at any time during a
year. The key feature of open ended scheme is liquidity. The following are the important
features:
e It is the most usual type of mutual fund scheme. Investors can make free entry and exit to
this scheme. Here is no time limit also-
e These units are not publicly traded.
e The main objective of this fund is income generation.
e These are not traded in stock exchanges. Their price is determined on the basis of the N
Asset Value (NAV) of the units.
Type of Open ended schemes.
1. Stock funds.
Stock mutual funds invest mainly in common stocks. The obj
capital appreciation. Stock funds r}r’1ay generate modest d1v1dendJ: ciive of a stock fund is
2. Bond funds
Under this type, investment is made in the bonds 1ssues by co i e
and the government. These funds intend at providing ztea(g OZ‘EIOHS Municipalities
investors. stable return for
3. Money market funds.
Under this type, investment is made in short term securities such ag tre
money market funds offer a higher rate of interest than savings accounts
¢. Close ended schemes.
Unlike open ended schemes, these have a prementioned maturity period. Her .
company rises a fixed amount of capital through initial public offerings, A nivestag:

asury bills. Most
of banks,

structured, listed and traded like a stock on astock exchange. The fund is then
[I. By investment objective, such as growth, income, balanced and money mark |
a. Growth schemes. arket;schemes.
RSO RR e
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They are also known as equity schemes. The aim of these schemes is to provide capital
appreciation over medium to long term.
b. Income schemes.
These are also known as debt schemes. These aims at providing regular and steady
incomes to the investors.

c. Balanced schemes.
The objective of these funds is to provide a balanced mixture of safety, income

and capital appreciation. The strategy of balanced funds is to invest in a combination of
fixed income and equities. A typical balanced fund might have a weighting of 60% equity
and 40% fixed income. The weighting might also be restricted to a specified maximum of
minimum for each asset class.

I

Others such as tax saving schemes, index schemes, and sector specific schemes.

a. Index schemes.
The last but certainly not the least important are index funds. This type of mutual fﬁﬁifi

replicates the performance of a broad market index such as the S&P 500 or Dow Jones
Industrial Average (DJIA). An investor in an index fund figures that most managers can't
beat the market. An index fund merely replicates the market return and benefits investors in
the form of low fees.

b. Sector specific schemes.

These types of investment is made only in securities of specific sectors like

pharmasueticals, IT etc.

c. Tax saving schemes.
These schemes offer tax rebates to the investors under specific provisions of the

Income Tax Act 1961. Eg: Equity Linked Savings Scheme.
SEBI GUIDELINES ON MUTUAL FUND

The main elements of the SEBI regulatory mechanism of mutual funds are:
Registration of mutual funds with SEBI

Constitution and management of mutual funds and operation of trusts.
Constitution and management of asset management company and custodian.

1.

Schemes of mutual funds.
[nvestment objectives and valuation policies.

Real estate mutual fund schemes.

Generalobli gations.

Inspection and audit.
Procedure for action in case of default.

C O NOW R WE

Eligibility criteria

The eligibility criteria for registration of sponsors who can establish mutual funds are given

w: - .
belo onsor should have a sound track record and general reputation of fairness

1. The applicant-Sp ‘ ' .
' and integrity in all his business transactions and he should be a fir and proper person. The
an $=) " .
test of @ isound track record 18: ; : . |
T Carrying on business in financial services for at least five years.
L4 o

Positive networth in all the immediately preceding five years.
‘ e
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e Net worth in the immediately preceding year should be more than the capital
contribution of the sponsor in the asset management company and
° Profit after provding for depreciation, interest and taxes in three out of the
immediately preceding five years, including the fifth year.
2. The sponsor should contribute at least 40 % of the net worth of .the asset management
company. ‘
3. The sponsor/any director/principal officer to be employed by the mutual fund should not
have been guilty of any fraud.
4. Appointment of trustees/trustee Company to act as trustees for the mutual fund who hold the
property of the mutual fund in trust for the benefit of the unit holders.
©. Appointment of asset management company set up under the provisions of the Companies
Act to manage the mutual fund and operate its schemes .
6. For determining whether an applicant mutual fund is a fit and proper person, the SEBI may
take in to account the criteria specified in the SEBI intermediaries regulations, 2008.
Terms and conditions of registrations

The registration of mutual funds with the SEBI is subject to certain termas and conditions,
namely:

1. Trustees/sponsor/asset management company/custodian would have to comply with the
SEBI regualations.
2. The mutual fund should immediately informthe SEBI if any information
misleading.
3. Payment of, :
® application fee of Rs. 1 lakh
® Registartion fee of Rs. 25 lakghs )
® Annual fee based on net assets as follows:
< Net assets as on March 31, Rs.500 Crore: Rs.2.5 lakh
Rs.1000-3000 crore: Rs.4.5 lakh
Rs.3000-5000 crore: Rs.5.5 lakh
Rs.5000-10000 crore: Rs.6.5 lakh
Above Rs.10000 Crore: Rs.7.5 lakh

Asset Management Companies (AMC) — Restriction on Business activities

previously were

o,
%0

o,
9,0

)
050

7
o8

Mutual funds shall be operated by onl by separately established Asset
(AMC). B 1 Management Companies

AMC should not be allowed to act as the trustee of a unit trust. In other words, the AN

trustee should be two separate legal enities. ’ 1C and the

AMC should not be permitted to undertake any other business activity thap S

mutual funds, @+ ' such other activities as financial services constantly, exchanee Ofnaoement of
&€ ot research and

analysis on corumercial basis as long as these are not in conflict with the fund
company itself. Management

Trustees and Trust Companies t

Trusteeship functions should be carried out by separately establish

ed trust compan;j e,

. . . D a A\ r .
companies are formed, existing debenture trustees, banks and financia] ini 'tmf& Until such
lutions may
y be

[t o
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allowed to act as mutual fund trustees, or a separate board of trustees consisting of individuals
of sufficient repute and experience may act as mutual fund trustees.
Atleast 50 percent of the board trustees shall be independent outside members.

Trust deeds o o :
o The sponsor should submit the trust deed to SEBI for prior approval.

e The trust deed §h0uld include all safeguards considered to be essential for investor
protection.

Custodian STE

e The mutual fund shallfuse the service of a custodian registered with SEBIL.

o Should be ensured that the custodian should be totally delinked from the AMC.

e Each authorized unit trust should be allowed to float different schemes as long as the Asset
Management Company concerned meets the required capital adequacy criteria and whose
authorization has not been withdrawn by SEBL.

o Each scheme floated by a mutual fund should have prior registration with SEBIL. The AMC
should prepare a prospectus of offer for each scheme and should get it vetted by SEBI
before inviting public participation.

o SEBI shall decide each proposal within 30 days of its receipt, failing which the scheme may
be floated by the fund presuming SEBI’S clearance.

e Mutual funds should be allowed to start both open ended and close ended schemes.

Unit 15 Provident Fund

A compulsory: government-managed retirement savings scheme used in India, Hong Kong,
Singapore, Malaysia, Mexico and other countries that is similar to the United States’ Social
Security program. It is run by a government for the benefit of its citizens. A provident fund is a
form of social safety net into which workers must contribute a portion of their salaries and
employers must contribute on behalf of their workers. The money in the fund is then paid out to
retirees, or in  some  cases to the  disabled  who cannot  work.
Provident fund specifics vary widely by country, but in general their purpose is to provide
financial support for those who meet the plan’s defined retirement age. Governments sct the age
limit at which withdrawals are alloweq to beg:.. (penalty-free), though some pre-retirement
withdrawals may be allowed uflder special circumstances, such as for medical emergencies. In
gwaziland, for example, proylflent fund l?enefits can be claimed as early as age 45. Each
rovident fund sets its OWn minimuim contribution level for workers and employers, which may
ending on the worker’s age. Some funds allow individuals to contribute extra to their
ts and allow employers to contribute extra for their employees.
before receiving benefits, his or her surviving spouse and children may be able
ors' benefits from the provident fund. Some countries also allow individuals to
oy an EATLY payout if they immigrate to another country. Those who work past the minimum
ceive age may face restricted withdrawals until full retirement.
S. Social Security, some countries’ provident fund accounts are held in individual
mes. Instead of younger workers paying into a communal account, individuals get
ggoney they contributed to their own accounts plus interest or investment returns. In
pack the d 2 pr ovident fund resembles the U.S. concept of a 401(k), except that the money in
this 1€ ds is held by the government, not by a private financial institution. Also, the
prOVident fu D — Dp— -
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government, or a provident fund board - not the workers - largely or entirely chooses how
provident fund contributions are invested. Some countries, such as Singapore, guarantee workers
a minimum return on their provident fund contributions.
While the wuse of private savings accounts have grown in popularity, publicly
administered retirement accounts remain important in both developing and developed
economies. Societies in the developing world, for example, are still céféhing up with the rapid
rise in industrialization, movement of citizens to urban areas from fura] ones and changing
family structures. In traditional Asian societies, for example, the elderly were provided for by
their extended families. Declining birth rates, widely dispersed families and longer life
expectancies have made maintaining this extended safety net difficu
stepped in to provide long term financial planning.
Provident funds are different than sovereign wealth funds, which are fun
obtained from the development of natural resources.
Pension Fund
A pension fund is a common asset pool run by a financial intermediary on behalf of a company
and its employees, to generate stable growth over the long term
employees when they retire. Pension funds control relatively |
represent the largest institutional investors in many nations.
Types of pension plans
There are three basic and widely used pension plans:
1. Defined benefit plan
A defined-benefit plan is a retirement plan that an employer sponsors, where employee
benefits are computed using a formula that considers factors, such ag length of employm)ent
and salary history. The company administers portfolio management and investment risk fbr
the plan. There are also restrictions on when and by what method an employee caﬁ
withdraw funds without penalties. B
2. Defined contribution plan
A defined-contribution plan is a retirement plan in which a certain am.
money is set aside each year by a company for the benefit of each
defined-contribution plan places restrictions that control when and h
withdraw these funds without penalties.
3. Hybrid pension plans
A hybrid pension scheme is one which is neither a full defined benefit scheme nor a fuyll
defined contribution scheme, but has some of the characteristics of each. In 4 de{i" ud
contribution scheme, the member generally bears the full risk (of paying higher cq .tme
receiving reduced benefits) if investment or pension costs are not ag S00d 45 e;( pect“ds ? or
defined benefit scheme, the employer usually takes that risk and Pays higher Contritb u}' na
in order to maintain the agreed level of benefits. In hybrid schemes, the risk can be Qh;(-)i];
between the employer and employees. : i

It, and governments have

ded through royalties

and provide pensiong for the
arge amounts of capital and

ount or percentage of
of its employees, The
OW each employee can

Pension Fund Regulatory and Development Authority (PFRDA)

{

The Pension Fund Regulatory & Development Authority Act was passed op 19th ée tember
2013 and the same was notified on Ist February, 2014. PFRDA is regulating Npsg (IIiIa?'l CI{
Pension System), subscribed by employees of Govt. of India, State Government e d
employees of private institutions/organizations & unorganized sectors. RaRe

& WMF_M_N‘“
TSI e

Financial Markets and Institutions =T




School of Distance Education

RS TACY MK DA T PR VS RS TRRENUS . U TG A B

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 st 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.

Insurance Companies |
Insurance is a form of risk management in which the insured transfers the cost of potential loss
to another entity in exchange for monetary compensation known as the premium. Insurance
allows individuals, businesses and other entities to protect themselves against significant
potential 10ss€s and financial hardship at a reasonably affordable rate.

Types of insurance policies

7. Life insurance

Life insurance is a protection against financial loss that would result from the premature death of
an insured. The named beneficiary receives the proceeds and is thereby safeguarded from the
financial impact of the death of the insured. The death benefit is paid by a life insurer in

consideration for premium payments made by the insured.

8. Marine insurance f
Marine insurance covers the loss or damage of ships, cargo, terminals, etc.

Kinds of marine policies

o Voyage policy S |
When the contract 1s to msure the subject matter at and from one place to another, the

policy is called a voyage policy. In this case, the risk attaches only when the ship starts the
voyage- J |
o Time policy 4 Rihh.

When the subject matter is insured for a defeinite period of time, it is called time policy.

. Mixed policy . o
Itis a combination of voyage and time policies and covers the risk during a particular

oyage for a specific period of time.
Vv t=]

valued policy ' A .
Under this, the subject matter is insured with an agreed value.

licy.
1 or unvalued po , :
o Op‘;{ere the value of the subject matter is not specified.

g. Fire jnsurance ' ‘ : ’ | . .
) Fire insurance 1s @ contract under which the insurer in return for a consideration (premium)
! ces t0 indemnify the insured for the financial loss which the latter may suffer due to
r : a 0 3 $: . - .
zg qruction of or damage to property or goods, caused by fire, during a specified period.
es {
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10.  Medical insurance or health insurance.
Health insurance is a type of insurance coverage that pays for medical and surgical expenses
incurred by the insured. Health insurance can reimburse the insured for expenses incurred
from illness or injury, or pay the care provider directly. ‘
11.  Auto insurance .
Auto insurance is a policy purchased by vehicle owners to mitigate :Cfbsts associated with
getting into an auto accident. Instead of paying out of pocket for aui@ accidents, people pay
annual premiums to an auto insurance company; the company then pays all or most of the
costs associated with an auto accident or other vehicle damage.
12.  Disability insurance. %
This kind of insurance may protect the insured from financial ruin if he is injured and
disabled and can no longer work. Ar
13. Home owner’s insurance. ,
. This type of insurance helps to cover losses of a home or property due to fire, natural
disaster, faulty electrical work etc. ‘
Insurance regulatory and Development Authority (IRDA) ’
IRDA is the apex institution in the field of insurance in India. It controls the Indian insurance
industry and protects the interests of the policy holders. It also tries hard for the
of the industry. '
Background ‘ ‘
= 1991: Government of India begins the economic reforms programme and financial sector
reforms
= 1993: Committee on Reforms in the Insurance Sector, headed by Mr. R. N. Malhotra,
(Retired Governor, Reserve Bank of India) set up to recommend reforms.
= 1994: The Malhotra Committee recommends certain reforms having‘studied the sector and
hearing out the stakeholders :
= Some recommended reforms
o Private sector companies should be allowed to promote insurance companies
o Foreign promoters should also be allowed
o Government to vest its regulatory powers on an independent regulatory body
answerable to Parliament
Birth of IRDA

* Insurance Regulatory and Development Authority (IRDA) set up as autonomous body
under the IRDA Act, 1999
= IRDA’s Mission: To protect the interests of policyholders, to regulate, promote and

ensure orderly growth of the insurance industry and for matters connected therewith or
incidental thereto.

% f o

orderly growth

IRDA’s Activities
= Frames regulations for insurance industry in terms of Section 114A of the Insurance Act
1938 |

= From the year 2000 has registered new insurance companies in accordance :« |
with regulations L %3¢

= Monitors insurance sector activities for healthy development of the industrly and
protection of policyholders’ interests MEAE

E;——;———-——-MW-.—“—E“WW O R R AR s
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Functions and Duties of IRDA
Section 14 of the IRDA Act, 1999 lays down the duties, powers and functions of IRDA.

= Registering and regulating insurance companies
= Protecting policyholders’ interests :
= Licensing and establishing norms for insurance intermediaries
= Promoting professional organisations in insurance
= Regulating and‘(:'):er!rseeing premium rates and terms of non-life insurance covers
= Specifying financial reporting norms of insurance companies
= Regulating investment of policyholders’ funds by insurance companies
= Ensuring the maintenance of solvency margin by insurance companies
= Ensuring insurance coverage in rural areas and of vulnerable sections of society
Life Insurance Corporation of India (LIC)
LIC is the biggest life in§urance company in India. It is fully owned by the government of India.
It was established in 1956 by merging 243 small insurance companies and provident societies. It
was established with the main objective of providing life insurance facility to rural and
backward people. LIC has its head quarters at Mumbai. '
Objectives of LIC
1. To spread the service of life insurance all over India.
2. Provide rural people and economically backward people access to the life insurance
facilities. »
3. Mobilization of savings of people through various schemes.
4. Conduct business 'with utmost economy by realizing that money belongs to the policy
holders.
5. Meet the various llife ins:urance needs of the community that would arise in the changing
social and economic environment. by
6. Promote 2 sense of participation, pride and job satisfaction among all employees of the

Corporation.

7. . ’
eneral insurance corporation of India

G i : ; ; :

The entire general insurance business in India was nationalized by General Insurance Business
(Nationalisation) Act, 1?72. . "
The Government of India, through nationalization, took over the shares of 55 Indian Insurance
companies and the undertakings of 52 insurers carrying on general insurance business. GIC

was formed in pursuance of section 9 (1) of General Insurance Business (Nationalisation) Act,

1972.

It was incorporated on 22 November 1972, under the companies Act 1956 as a private
ompany Jimited by shares. GIC was formed for the purpose of superintending, controlling and

Carrying on the business of general insurance. by

c

s of mergers among Indian insurance companies, four companies were left as
fully owned subsidiary companies of GIC. They are:

1 National Insurance Company ltd. _

2' The new India assurance Company ltd

3' The Oriental Insurance Company Itd
4: United India Insurance Company ltd

== L "’ = ST THA AR MR RA Y

After a proces




School of Distance Education

TSRS A IR N R R A SR SR R ENV O PR T LT AR

With the General Insurance Business (Nationalisation) Amendment Act, 2002, coming in to
force from March 21, 2003, GIC ceased to be a holding company of its subsidiaries.

The ownership of the four erstwhile subsidiary companies and also of the GIC was vested eith
the Government of India.

Functions of GIC

1. Enhancing social security.
GIC enhances social security by selling various policies to mitigate the risks involved in
the social sector. It renders insurance service at a comparatively reasonable cost.
2. Expanding the periphery of general insurance.
GIC works hard to expand the scope of general insurance throughout the country.
3. Underwriting.
GIC acts as an underwriter. When corporate issues shares and debentures, GIC provides
guarantee to subscribe certain number of securities which are not subscribed by public.
4. Participation in stock market.
GIC participates in stock market activities by acquiring ahares and debentures. It also
subscribes the ahares of governemnet companies.
5. Setting claims at the earliest.

GIC has been taking measures to set the claims at the earliest.
6. Economic development.

It helps to increase the speed of economic development of the country by providing loans
and advances to various industrial sectors, d v '
Leading Insurers in India
Following are the leading insurers in India:

e Life Insurance Corporation of India

o Tata AIG General Insurance

o Bajaj Allianz General Insurance

« New India Assurance

o ICICI Prudential Life Insurance
t7te  IFFCO TOKIO General Insurance

e ICICI Lombard General Insurance

e Oriental Insurance

s Birla Sun Life Insurance

«- » HDFC Standard Life Insurance
Review Questions

Short Answer Type:

1. What are development financial institutions?
What are the major functions of IFCI?
What are the major functions of SIDBI?
Write about the major differences between open ended and close ended sche
fund.

What is PFRDA?

Write a short note on pension fund.
What are the different objectives of LIC?
Write a short note on GIC.

S )
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9. What is IRDA?
10. What is the difference between general insurance and life insurance?
Essay type:

1.

Write about the role of Unit Trust of India in the Indian Mutual Fund industry.

2. Write a detailed note about the functions of NABARD.
3. What is insurance? What are the different types of insurances in India?

4. ‘SFCs play a key role in enhancing the economic capability of states’. Elucidate.
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MODULE V

FOREIGN CAPITAL FLOWS
Unit 16 Introduction to Foreign Capital Flows

At present, flow of foreign capital exerts significant influence on the economic growth of many
countries. Foreign capital can be divided in to two as Foreign Direct Investment and Foreign
portfolio investment.

To integrate the world economy, FDI and international trade play an important role. FDI
is regarded as a best option for entering in to the arena of internationa] trade. Developing
countries regard FDI as a very strong source of external finance. At present, inward stock of FDI
amounts to one third of the developing country’s GDP, compared to merely 10 percent in 1980.

FDI augments the export performance of the host country economy. Beyond the supply
of capital, FDI also helps the host countries to enhance the competitiveness of the domestic
economy through transferring technology, strengthening infrastructure, raising productivity and
generating new employment opportunities.

But, many of the host economies viewed FDI as a threat dye to the
firms to influence the economic and political factors of the host country. A
is that, some major host economies had a hesitation whether FDI ig another
or is it the return of colonialism, as they had previous bad experience.

Amidst such suspicions and uncertainties, FDI are preferred to
finance because these are non-debt creating, non-
performance of the project financed by the investors.
as:

1. Foreign Direct Investment (FDI)

ability of the foreign
nother important fact
form of colonialism,

: other forms of external
vola.tlle and the returng depend on the
Foreign Capital has been divided in to two

2. Foreign Portfolio Investment (FPI)
1. Foreign Direct Investment (FDI)

FDI refers to obtaining ownership in foreign businesg entit
FDI circulates capital across national boundaries. It can be defined as an investor b
country (home country), acquires an asset in another country (host country) WiLt hOtrh a.sed o‘n one
manage it. It is this dimension of management that distinguisheg FDI fro ’ | .e 1.ntent1on to
in foreign stocks and other financial instruments. M portfolio investment

y. It can also be attributed that

Managing interest in the host country firm can be ac
more of equity shares. The lasting interest implies the exig
between the direct investor and the enterprise whereip a
exerted by the investor in the management of the direct inves
10 % of the ordinary shares or voting stock is the criterion
direct investment relationship. These are either directly o
investor. The definition of direct investment enterprise exten

quired by holdin
tfence of a long 1,
Significant degree
tment €nterprise, O
fOf determining ¢
* indirectly owpe

& ten percent or
€rm relationship
of influence is
Wnership of the
€ existence of a
d by the direct

ds to th
of the direct investor. © branches and subsidiaries
2. Foreign Portfolio Investment (FPT)
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StOCkS’Ir;\(I)e;setrrrrlerll;ﬁy ;r;itiv;d;ilsi,sﬁkn:s or public bgdics in financial instruments, such as foreign
e ) oown as Foreign Portfolio Investment. Foreign portfolio
e atvo g of y ! anaoement.control to‘ the investor. Thus FPI can be viewed
: : : g of foreign assets, without having any voice in the manag
u?vest(.ac? f.1rm.FPI is favourably affected by factors like risk minimi ab'ement o
dlv.ers1f1cat1on, and high rate of return. Thus it can be inferred that FPI is am'mzatlon throug'h
active. The returns in the case of FPI are generally in the form of n;)nfj;\;fn:vﬁz?li:c? .
g S or

interest payments.
Table Difference b
Particulars FDI tween P21 a;gIFDI
Management and control Investor obtains rights of No such right e
management and control in the under FPI B
firm. ’
Mode of investment Active holding Passive holdi
ing
Disposal of investment Difficult to dispose Easy disposal
sposa
Flexibility Less flexible Volatile
Nature of interest Long term Short t
erm
Requirement of capital Very high Comparatively 1
aratively less
Accessibility for an average Difficult Access C :
Access ! omparatively easy access
Benefits of FDI
Potential benefits of FDI to the host countries include the followin
g:

1. Access to superior technology.
FDI provides access t0 superior technology to the host country

5. Increased competition.
Foreign investment will result in an increase in the i i
ndustrial output. I i i
. Increased industrial

output will result in overall reduction in domestic prices, improved product
i ilabili ‘o ; uc '

quality , gnd more avallablht'y of products.This intensifies competition in h or service
resulting in the improvement in consumer welfare. n host economies

3. Increase in domestic investment.
It is a well accepted fact that flow of foreign capital to the domestic economy will i
ill increase

the quantity of investment.
4. Bridging host country’s foreign exchange gap.
A developing country may have foreign exchange problems and FDI is a better way through
ug

which this problem can be solved.

Demerits of FDI
It has been
of FDI are given below:
8. Market monopoly.

widely regarded that FDI has some disadvantages too. Some of the demerits

gromsms
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Multi National enterprises are charecterised with large size and financial power. This
may lead to the monopoly of MNCs in some sectors. Such a monopoly can prevent the entry
of domestic enterprises in marketing, and advertising and R&D activities.

9. Crowding out and unemployment effects.

FDI tends to discourage entry and stimulates exit of domestic enterprises often termed as
the crowding out effect. As FDI enterprises are less labour intensive, their entry results in
higher unemployment and increased social instability.

10. Technology dependence.

MNE:s often function in a way that doesn’t result in technology transfer or technology
sharing, thereby making local firms technologically dependent or technologically less self-
reliant.

11. Profit outflow
Foreign investors import their inputs and use the host country as a processing base, with

little value added earnings in the host country. A large proportion of their profits may be
repatriated.

12. Corruption

Many foreign investors often bribe government officials, to get their desires satisfied
13. National security ’

With MNC:s holding a dominant position in sensitive industries like telecommunications
and the supply of core equipment and software for the IT industry, there is a ;
strategic interests of the host country may be compromised.

The Determinants of FDI Location

1. Market demand.

The flows of FDI are positively influenced by the size of a coun
measured by GDP per capita.

2. Growth rate.

danger that the

try’s market demand as

FDI flows to where fast economic growth has been recorded.
here: at the same time that FDI contributes significantly to economjc srowth. f
economic growth attracts more FDI because it increases foreign inve;;ors’ c s ?‘ S(;er i
the economy, which in turn pushes the growth rate even higher. 1y thLe least gn l 1ence "
countries, studies have shown that FDI in fact follows, not proceeds, some e oped
at least the promise of growth. ’ ¢ mitial growth or

A vicious circle is observed

3. Political stability.

Political riots or armed conflicts may exert a pe
companies’ investment decisions. Indeed, frequent chan
resultant policy changes can reduce an investor’s assets to

gauve influence on foreign

ges of governments and the
Z€r0 overnight,

4. Macroeconomic stability.
b .
A country’s qverall macroeconomic performance, such as low inflati
fiscal account, 1s a consistently significant factor in shaping the decig; 0 rate.and balan?ed
investors when assessing investment locations. 10n making of foreign

5. Infrastructure.

—————————————————————————————————
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With regards to FDI, infrastructure encompasses both physical (e.g. roads and power) and
social (e.g. health and education) concepts. It has been repeatedly shown around the world
that a well-developed infrastructure network and a well-trained labor force are major

elements of attractiveness to foreign investors. This is especially true whcn high quality
FDI (e.g. long-term transfer of advanced technology) is concerned.

6. Regulatory environment.

It is increasingly recognized that the administrative and regulatory environment of a
country can have a significant influence on the level of FDI flows. While large and
powerful investors may be able to endure cumbersome and costly procedures, they may
prove fatal to the entry and growth of small and medium enterprises. Moreover, arbitrary,
discriminatory, and non- transparent regulations often lead to corruption, which has been
shown to be a fatal deterrent to FDI.

FDI POLICY
Policy framework on FDI

India followed a very rigid policy practice towards FDI. Before 1990s, entry of foreign
firms were permitted in areas where the use of foreign technology was considered necessary.
The government had a very selective policy on foreign equity participation on those days.

The new policy

The Industrial Policy statement of July 1991, which observes that while freeing the
Indian economy from official controls, opportunities for promoting foreign investment in India
should also be fully exploited, has liberalized the Indian policy towards foreign investment and
technology.
Recent policies of FDI

Apart from being a critical driver of economic growth, foreign direct investment (FDI) is
a major source of non-debt financial resource for the economic development of India. The
Indian government’s favourable policy regime and robust business environment have ensured
that foreign capital keeps flowing into the country. The government has taken many initiatives
in recent years such as relaxing FDI norms across sectors such as defence, PSU oil refineries,
telecom, power exchanges, and stock exchanges, among others. The FDI policy of India
encompasses the following matters:

* Townships, shopping complexes & business centres — all allow up to 100% FDI under the
automatic route. Conditions on minimum capitalisation & floor area restrictions have now
been removed for the construction development sector.

India's defence sector now allows consolidated FDI up to 49% under the automatic route. FDI
beyond 49% will now be considered by the Foreign Investment Promotion Board. Govt
approval route will be required only when FDI results in a change of ownership pattern.

Private sector banks now allow consolidated FDI up to 74%.

Up to 100% FDI is now allowed in coffee/rubber/cardamom/palm oil & olive oil plantations via
the automatic route,

100% FDI is now allowed via the auto route in duty free shops located and operated in the
customs bonded areas.

Manufacturers can now sell their products through wholesale and/or retail, including through ¢
commerce without Government Approval.

S i R e
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Foreign Equity caps have now been increased for establishment & operation of satellites, credit
information companies, non-scheduled air transport & ground handling services from 74% to
100%

100% FDI allowed in medical devices

FDI cap increased in insurance & sub-activities from 26% to 49%

FDI up to 49% has been permitted in the Pension Sector. :

Construction, operation and maintenance of specified activities of Raﬂway sector opened to
100% foreign direct investment under automatic route. ,

FRI policy on Construction Development sector has been 11berahsed by relaxing the norms
pertaining to minimum area, minimum capitalisation and repatriation of funds or exit from the
project. To encourage investment in affordable housing, projects comm1ttmg 30 percent of the
total project cost for low cost affordable housing have been exempted from minimum area and
capitalisation norms.

Investment by NRIs under Schedule 4 of FEMA (Transfer or Issue’of Security by Persons
Resident outside India) Regulations will be deemed to be domestic' mvestment at par with the
investment made by residents.

Composite caps on foreign investments introduced to bring umformlty, and smlphcny is brought
across the sectors in FDI policy.

100% FDI allowed in White Label ATM Operations.

§ &
1753

Sectors with Restrictions

A) Sectors where FDI is prohibited 1 i
» Lottery Business including Government /private lottery, online lottenes etc.
» Gambling and Betting including casinos etc.

Chit funds

Nidhi company-(borrowing from members and lending to members only).

e Trading in Transferable Development Rights (TDRs)

Real Estate Business (other than construction development) or Con

Structi
Houses ton of Farm
e Manufacturing of Cigars, cheroots, cigarillos and cigarettes, of tobacco
substitutes or of tobacco

Activities / sectors not open to private sector investment e.g. Atomic Eney

Transport (other than construction, operation and maintenance of s and RaiIWay

(i) Suburban corridor projects through PPP,

(ii) High speed train projects,

(iii) Dedicated freight lines,

(iv) Rolling stock including train sets, and locomotives/coacheg manuf: .

maintenance facilities, ACturing apq

(v) Railway Electrification,

(vi) Signaling systems,

(vii) Freight terminals,

(viii) Passenger terminals,

(ix) Infrastructure in industrial park pertaining to railway line/sidingy ;

railway lines and connectivities to main railway line ang ngs mcludiy

(x) Mass Rapid Transport Systems.) A
‘e Services like legal, book keeping, accounting & auditing, FH gl

e e ——————————————

g electrified
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B) Sectors With Caps

« Petroleum refining by PSU S (49 %) ti

o Teleports (setting up of up-linking HUBs/Teleports), Direct to Home (DTH), Cabh.
Networks (Multi-system operators (MSOs) operating at national, state or district levcl
and undertaking up-gradation of networks towards digitalisation and addressability),
Mobile TV and Headend-in-the-Sky Broadcasting Service (HITS) — (74%).

o Cable Networks (49%). G

e Broadcasting content services- FM Radio (26%), up-linking of news and current affams
TV channels (26%).

o Print Media deahng with news and current affairs (26%). n

e Air transport serv1ces scheduled air transport (49%), non-scheduled air transport (74%)

 Ground handling services — Civil Aviation (74%).

o Satellites- establishr;r'lent and operation (74%).

e Private security agencies (49%).

e Private Sector Banking- Except branches or wholly owned subsidiaries (74%). 0

e Public Sector Banking (20%). -

o Commodity exchanges (49%).

¢ Credit information companies (74%).

e Infrastructure companies in securities market (49%).

e Insurance and sub-activities (49%).

e Power exchanges (49%).

e Defence (49% above 49% to CCS).

o Pension Sector (49%)

Routes of FDI approval in India

A. Automatic Route:

e Under this route no Central Government permission is required.
B. Government Route:

Under this route applications are considered by the Foreign Investment Promotion Board
(FIPB). Approval from Cabinet Committee on Security is required for more than 49% FDI in
defence. The proposals involving investments of more than INR 30 billion are considered by
Cabinet committee on economic affairs.

The Indian company receiving FDI either under the automatic route or the government route
is required to comply with provisions of the FDI policy including reporting the FDI and issue of
shares to the Reserve Bank of India.

Unit 17 Foreign Portfolio Investment in India

Foreign Portfolio Investment in India

During the late 1980s and early 1990s portfolio investment appeared as an important form of
capital inflow to developing countries. The significance of portfolio investment to developing
countries has come down after the East Asian crisis of 1997. However, unlike most other
developing countries, India is still more reliant upon FPI than Foreign Direct Investment (FDI)
as a supply of foreign investment. For the period 1992 to 2005, more than 50 percent of foreign
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investment in India came in the form of FPI. Majority of the economists suggest that the FPI can
benefit the real sector of an economy in three broad ways. First, the inflow of FPI can provide a
developing country non-debt creating source of foreign investment. The developing countries
are capital scarce. The advent of portfolio investment can supplement domestic saving for
improving the investment rate.

By providing foreign exchange to the developing countries, FPI also reduces the pressure
of foreign exchange gap for the Least Developing Countries, thus making imports of necessary
investment goods easy for them.

The third and the most important way FPI influences the economy is through its various
linkage effects through the domestic capital market. In line with the mainstream view, one of the
most important benefits from FPI is that it gives an upward thrust to the domestic stock market
prices. This has an impact on the price-earning ratios of the firms. A higher P/E ratio leads o
lower cost of finance, which in turn can lead to a higher amount of investment. The lower cost
of capital and a booming share market can encourage new equity issues

FPI Investment in India

FPI INVESTMENTS FOR LAST 23 FINANCIAL YEARS
INR crores
Sl .| Finanecial Net Inflow of Net Inflow m\
I i e oo [T AL (e
sales) sales)b NVESTMENT)
1| 1992.93 13 0 Rl rrsam
2 | 199394 5127 0 AT
3 | 1994-95 4796 0 _—‘_-——‘;;;;“““
4 | 199596 6942 0 [ R sy ey
5 | 1996.97 8546 29 BT oy~
| 6 | 1997-98 5267 691 A
7 | 1998-99 717 -867 _____—fIggg“‘-—~
8 | 1999-00 9670 453 ——_’"‘15155“-~—~
9 | 2000-01 10207 273 —_-“‘;;;;;“‘~“—
10 | 2001-02 8072 690 __““;;;;;-——-—~
11 | 2002-03 2527 162 —‘"““?;;g;-——-“-
12 | 2003-04 39960 5805 h_‘—‘“;;;;;;—-—\-
| 13 | 2004-05 44123 1759 4588;
14 | 2005-06 48801 7334 A
15 | 2006-07 25236 5605 o
16 | 2007-08 53404 12775
;:ii:: 2008-09 47706 1895 i2;79
|18 | 200910 110221 32438 *““I;;;il\\\mﬁ
ngﬁﬁgguyu __Lioial 36317 “““Tzifi\‘\
Lf‘l;(l ncial Mar/zi: jz—[.mtions T ——~~—-—-—————~%ﬁﬁ\
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20 2011-12 43738 49988 93726
21 2012-13 140033 28334 168367
22 2013-14 79709 -28060 51649
23 2014-15 111333 166127 277461
Total | 819423 306534 1125954

Source: www.nsdl.org

Net Inflow of Equity as FPI (INR crores)
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Source: Compiled from the websitewww.nsdl.org

This chart explains the net inflow of equity capital (Difference between gross purchase of
equity capital by foreign investors and gross sale of equity capital by foreign investors) to the
country for a period of 23 years ranging from 1% April 1992 to 31 March 2015. The figure
obviously delineates the quantum of FPI flown by foreigners as equity capital in to various
stock exchanges of the country in different periods. When making a glance on the figures, it
can be seen that the FPI is subject to huge fluctuations throughout the last 23 financial years
since we allowed it in our country. The prime reason for this huge fluctuation is the extrerme
liquidity character of portfolio investment. Investors can sell or buy securities at the same
moment they wish to do so.

It is only in the financial year 1992-93, we admitted FPI in our stock markets. In 1992.-
93, that is the year in which we allocated FPI, the quantity was very low. By the next
financial year, it gradually gathered momentum, and the magnitude augmented by thousands
times. From 1992-93 to 2002-03, any wide variations cannot be perceived, except in the year
1998-99, when foreign equity flow was negative.

But from the financial year 2003-04, the equity flow was subject to huge variations. From
2003-04 to 2007-08, it showed an increasing tendency at an increasing rate except in the year
2006-07.The graph makes it clear that the lowest flow of equity capital was in the vear 2008-
09. It was -47706 crore rupees, which means foreigners sold off their invcstmen{portfo}ius
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gigantically in the same year, in order to save themselves from the economic recession that
affected the whole world during that year. This is the imperative disadvantage of portfolio
investments. When such a circumstance draws closer, investors make mass withdrawal of
investments from foreign markets and put that particular economy in resistance. At the times
of economic recession, this was the main reason for the depletion of major Indian stock
indices. FPI equity inflow reached the peak in the year 2012-13 when the economy went
through a state of boom. In the last financial year (2014-15), it is Rs.111333 crores.

Net Inflow lof Debt as FPI (INR crores)

Source: Compiled from the websitewww.nsdl.'é}g :
s b ) | D4

This figure portrays the trend and progress of debt component of FPI for the past 23 years
The status of this component is more or less similar to the FPI equity inflows, except in twc;
or 3 periods. It is evident that, in the first four years of FPI approval, the deb contribution of
foreign investors was nil and they initiated to invest in Indian debt assets only
1996-97. In the year 1998-98, the flow of debt became negative as if the equitgr
It was negative again in the year 2000-01. As in the subject of equity fiow
cannot see any extensive vacillation up to the year 2002-03. Nevertheless, from thj
onwards, FPI debt flows underwent for great oscillations. The flow Was negative g ls. phase
year 2005-06, and 2013-14. Tt reached in the ever time heights during the las: fi }‘l‘mg the
Net flow of FPI tnancial year.

in the year
component.
S, here a]SO we
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Source: Compiled from the websitewww.nsdl.org

Figure.3 illustrates the movement and advancement of net investment of FPI for the last 23
financial years. This is the sum total of FPI debt net flows and FPI equity net flows. During the
year 2002-03, it was negative and up to the financial year 2002-03, it was more or less constant.
However, from 2003-04 onwards, it showed evidences of wide deviations. In the year of global
economic meltdown, it declined steeply following the wide disposal of investors. Having broken
out from the economic downturn, it reached at new heights. Again it fell down abruptly in the
year 2013-14, but reached in the peak during the last financial year.

Foreign Institutional Investor — FII

The terminology of FII indicates all those investors outside a country who may invest in
the:
° Securities in the primary and secondary markets including shares, debentures and warrants of
companies unlisted, listed or to be listed on a recognized stock exchange in India.
Units of schemes floated by domestic mutual funds in India whether listed or not
Units of schemes floated by a collective investment scheme
Dated government securities
Derivatives traded on a recognized stock exchange
Commercial paper
Security receipts

Indian Depository Receipt
Who can be FIIs?
e Pension funds

Mutual funds

Investment Trusts

Banks

Insurance companies/ Reinsurance companies
Foreign central banks

Foreign Governmental agencies

Sovereign wealth funds

International organizations

University funds (serving public interests)

Financial Markets and Institutions
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¢ Endowments (serving public interests)
e Foundations (serving public interests)
e (Charitable trusts (serving public interests)
FII in India
Since . 1990-91, the government of India focuses on liberalization, privatization and
globalization for achieving economic growth. During that period, it gave new shape for its
foreign policy also. )
The Indian stock market was opened up to FII investment in 1992-93 and since then there
has been a significant increase in the portfolio investment by Flls. According to the regulati
Hotified in Nov 14, 1995, FIls may invest only in: . ~etnanees
. Securities in the primary and secondary markets including shares, debentures and
warrants of companies listed on a recognized stock exchanges in India and 3
« Units of schemes floated by domestic mutual funds including UTI \,:vheth - list
domestic stock exchange or not. ’ S Dstec DR 4

Unit 18 International financial instruments
Euro/ADR Issues’

Since 1992-93, Indian companies satisfying certain conditions are al]
foreign capital markets by Euro-issues of Global Depository Receipts ( GDROWed .to access
Currency Convertible Bonds (FCCBs). \ s) and Foreign
" “A Depository Receipt (DR) is basically a negotiable certificatc ‘ _
"doltars, that represents a non-US company’s publicly traded locaflicci:xc*;eggnommmed s
~equity shares. DRs are created ‘when the local currency shares of an Indj
: delivered to the depository’s local custodian bank, against which the depositor an company are
“ini US dollars. The DRs may trade freely in the overseas markets 1ikey ank~ISSLles e
denominates security, either on a foreign stock exchange, or in the over the nggt&ther dollar
°I' mar

Yy (Indian Rupee)

among a restricted group such as qualified institutional buyers. ket, or
ADR
e ADRs permits U.S. investors to invest in non-U.S. companies a .
companies easier access to the U.S. capital markets. nd give non-U.S.

e Many nor}-U.S. issuers use ADRs as a means of raising capital or establich
presence in the U.S. The non-U.S. company may sometimes be re fc;rr ‘;d 1shing a trading
private issuer.” to as a “foreign

e The first ADR was created in 1927 by a U.S. bank to allow U.§
shares of a British department store. Today, there are more tha.n ‘2 000
representing shares of companies located in more than 70 countries , ADRs available

e An ADR is a negotiable certificate that evidences an ownershik' . i
Depositary Shares (“ADSs”) which, in turn, represent an interestli’nl?tm'cst 1 American
U.S. company that have been deposited with a U.S. bank. [t be shares of 4 non-

INVESIOrs to invest in

| certificate representing shares of stock. S similar to 3 stock
GDR
e A Global Depositary Receipt (GDR) is a negotiable instrument jggy i
| Jekis : : ' N e ed . ~
bank in international markets typically in Europe and gener by a depositary

al ad
Iy Made available to

nership of
S$ investors in

institutional investors both outside and within the U.S. — tha¢ evi

shares in a non-U.S. company, enabling the company (issuer) \t/ldenc¢s iy

capital markets outside its home country. O acce
e FEach GDR represents a specific number of underlying ordinar

company, on deposit with a custodian in the applicable ho
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and traded in U.S. dollars 1vi i
‘ . , pay dividends in U.S. dol ;
‘ settlement procedures of the market in which they a 1arS. gud ey subjegt e magpsane
Indian Depository Receipt (IDR) e tramsacted.
An IDR is an instrument de i i
' nominated in Indian R i
receipt created b i i i n Rupees in the :
e % i By a (Ii)omest1g Depogltory (custodian of securities registe Zrm' q dBPOSI_thy
nd nge Boar qf India) against the underlying equity of i R
foreign companies to raise funds from the Indian securities M .01 Issuine compety o puable
Eligibility for issuing IDR e
The eligibility criteria given und
er IDR Rules a ideli
suing company o) Bl nd Guidelines are as under. The foreign
e prfz—}ssue pald-—up capital anc‘l free reserves of at least US$ 50 milli
minimum average market capitalization (during the last 3 in i million and e 2
st USS 100 million; years) in its parent country of at
a continuous trading record or histor :
. : y on a stock in i ;
Jeast three immediately preceding years; G&-exehange n its parent COUNGY for at
a track record of distributable profits f :
: of or at least three out of i : :
) ) of im i i
ears], hs.tcc}3 11(1j it gome country and not been prohibited torril: ey pre f:edmg Hye
Regu at?1y o y an has' a good track record with respect to su_e secur.mes by.-any
marke.t 1e_gu1at10ns..The size of an IDR issue shall not be les t}f Qe e T
Intermediaries involved in the issuance of IDRs g 1 i A
® Ovc?rseas Custodlaln Ban%( is a bank}ng company which is established i i
?“d‘.“ and has a place O bus_mess in India and acts as custodian f e e e
issuing gompany agamst w.hlch IDRs are proposed to be issued i or tho oty aaid
shares of the issuer 1s deposited. ued in the underlying equity
o DomesticC Depository who is a custodian of iti :
: ok securities regi i
quthorised by the 1ssu1'ng company to issue Indian Depositor)% l}ifcfeq v, thegzs SEE A9
o Merchant Banker registered v{ith SEBI who is responsible for lets,. . :
whom the draft prospectus for issuance of the IDR is filed with SEI;]Iebdlhhgence 0
y the issuer company.

Eurobond
A Eurobon
Eurobonds

is abondde i i
(% {s ‘a 1110 (llcr}omllziated in acurrency not native to the issuer'
are (,;[)‘ml'l n.y issued by governments, corporations, and inte suF:rs home : cogntry.

. Eumb{?’_l s give issuers the. opportunity to take advanéa e of fmatlonal organizations.
lending conditions 11 other cquntnes. Eurobonds are not usuallg subj svorable eelgey o
F any one £0 vernment, which can make it cheaper to it Y .Ject to taxes or regulations
compared t0 other debt markets. rrow in the Eurobond market as
Unit 19 Impact of Foreign Capital Flow on the Indian Ec
Role of foreign capital in Indian financial system bl
Foreign capntgl is capa_ble of playing an important role in the i

One of the we.aknesm?s of .Indlan economy is that it is suffering fro dt’«conormc system of India.
ance, foreigh Capnsl,.]slakbless for thegponomy An underde\zlloeagth of A

- ory. technical know 86 £C0o .
chinery, e how, spare parts and.even naw matp il no_my will have .tO
evelopment. Fhi L s fhefollowinmsimniticance: erials to give a push to its

t of risk of investment i
t is handed over from domestic investors to foreign
5 t=]

inst
jmport Ma
economic ¢
The threa
investors.
gpI is the onl

]

capital flow that
Yo As at has been strongly associated with higher GDP growth
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FDIL s to be rewarded only if the investment is profitable. In case the investment is in loss,
it is not to be rewarded just like debt or debentures.

Domestic capital is inadequate for economic growth and only foreign capital can
supplement it. _

Domestic capital, sometimes may not flow to certain sectors because of lack of experience.
In such circumstances, foreign capital can establish a way.

A developing economy like India may have enough savings. But such savings may come
outside as investment only at higher levels of economic activity. Here foreign capital can
be used in order to accelerate the pace of economic activity.

Foreign capital brings with it other scarce productive factors, such as technical knowhow,
business experience and knowledge which are equally essential for economic development.

Regulations for FDI in India

a),

27

(]

b)

c)

following sectors:

TR TR
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Forms of conducting business in India

A foreign company can begin its operations in the form of: .
Incorporate a company under the Companies Act, 1956, as a Joint Venture or a Wholly
Owned Subsidiary. ’
Set up a Liaison Office / Representative Office or a Project Office ‘or a Branch Office of the
foreign company which can undertake activities permitted undér the Foreign Exchange
Management ' (Establishment in India of ‘Branch Office or Other Place of Business)
Regulations, 2000. i | }
Instruments for receiving foreign investments in an Indian Company

Foreign investment is reckoned as FDI only if the investment is made in equity shares
fully and mandatorily convertible preference shares and fully and mandatorily conVertible’
debentures with the pricing being decided upfront as a figure or based on the formulg that is
decided upfront. Partly paid equity shares and warrants issued by an Indian company in
accordance with the provision of the Companies Act, 2013 and the SER] guidelines. ag

applicable, shall be treated as eligible FDI instruments w.e.f. July 8, 2014 subject to
compliance with FDI scheme. ;

Sectors where foreign investment is prohibited

EDI is prohibited under the Government Route as well as the Automatic Royte in the

s Atomic Energy

e Lottery Business

e Gambling and Betting

e Business of Chit Fund

e Nidhi Company

o Agricultrral (excluding Floriculture, Horticulture, Development of seeds
Husba® "ry, Pisciculture and cultivation of vegetables, mushrooms, etc. un 5
conditions and services related to agro and allied sectors) and
than "I'=a Plantations)

e Housing and Real Estate business (except development of
residential/commercial premises, roads or bridges to the exte
No. FEMA 136/2005-RB dated July 19, 2005).

e Trading in Transferable Development Rights (TDRs).

Animal
3 . der controlled
antations activities (other
i N

townsh%p.s, construction of
nt specified i thﬁﬁcation
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e Manufacture of cigars, cheroots, cigarillos and cigarettes, of tobacco or of tobacco
substitutes.

@
d) Repatriation of investments and profits .

All foreign investments are freely repatriable (net of applicable taxes) except in cases where:
o the foreign investment is in a sector like Construction and Development Projects and
Defence wherein the foreign investment is subject to a lock-in-period; and
e NRIs choose to invest specifically under non-repatriable schemes.
Further, dividends (net .\Qf’ applicable taxes) declared on foreign investments can be remitted
freely through an Authorised Dealer bank.
¢) Investment in preference shares as FDI
Foreign investment through preference shares is treated as foreign direct investment.
However, the preference shares should be fully and mandatorily convertible into equity shares
within a specified time to be reckoned as part of share capital under FDI. Investment in other

forms of preference shares requires to comply with the ECB norms.

f) Issuance of deben
Debentures which are fully and mandatorily convertible into equity within a specified

time would be reckoned as part of share capital under the FDI Policy.
g) s etting Up of partnership/ proprietorship concern in India by foreigners
A foreigner cannot set up partnership firms in India. Only NRIs/PIOs are allowed to set

tures as part of FDI

up partnershjp/proprietorship concerns in India on non-repatriation basis.
FDI for the financial year 2015-16
Foreign Investment inflows-
2015-16 (US$
e Million)
1.1 Net Foreign Direct Investment (1.1.1-1.1.2) .
1.1.1 Direct Investment to India (11.1.1-1.1.1 2) s
1.1.1.1 Gross Inflows/Gross Investments ua
1.1.1.1.1 E uit 5555
1.1.1.1.1:.1 Government (STA/FIPB) e
1.1.1.1.1.2 RBI 32,494
1. 51013 Acquisition of shares L
1.1.1.1.14 uity capital of unincorporated bodies S
1.1.1.1.2 Reinvestegl earnings 1
1.1.1.1.3 Other capital e
1.1.1.2 Re vatriation[Disinvestment i
1.1.1.2.1 Equity | oo
1.1.2 Foreign Direct Investment by India (1.1.2.1+1.1.2.2+1.1.2.3—
11:1.2.4) " .
1'1.2.1 Equity €2 ital b
1.1.2.2 Reinvested Earnings o
11,23 Other Capital_——— s
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! 1.1.2.4 Repatriation/Disinvestment 4,320
1.2 Net Portfolio Investment (1.2.1+1.2.2+1.2.3-1.2.4) —4,130
{ 1.2.1 GDRs/ADRs 373
| 1.2.2 Flls —4,016
| 1.2.3 Offshore funds and others ' 0 ]
| 1.2.4 Portfolio investment by India : - - ASY |
1 Foreign Investment Inflows L \31&:

Sowrce: RBI Bulletin, July 2016

The above table makes it clear that net FDI is obtained by deducting FDI by India from
£DI 1o India. FDI by India means the investment made by Indian companies abroad or in the
resources of foreign host countries. FDI to India means the investment made by foreign
companies in the resources of India.

Direct investment to India is obtained by using the following formula:
Gross investment (1.1.1.1) -Repatriation of capital (1.1.1.2)

Gross investment (55,559) = Equity (41112) + Reinvested earnings (10413) + Other capital
(4034)

= 55,559-10652=44,907
Direct investment by India is obtained by the following formula:
(Equity capital + Reinvested Earnings+ Other capital)-Repatriation of capital=8886
Net FDI= FDI in to India-FDI by India =44907-8886
=36021;
Similarly, Net portfolio investment is obtained by,

GDR/ADR + FIIs + Offshore funds and others-FPI By India, Here

year 2015-16 is negative. That is -4130.

FDI Inflows in BRICS nations

India’s Net FPI for the

BRICS is the acronym for an association of five major emergin
Russia, India, China and South Africa. The grouping was origina
the inclusion of South Africa in 2010.

g national economjes. Brazil,
Ily known ag "BRIC" before

As of 2015, the five BRICS countries represent over 3 billion people or 429 of e ekt
population; as all five members are in the top 25 of the world by population, and four are ; Orh C
top 10. The five nations have a combined nominal GDP of US$16.039 trillion eCIUiValm the
approximately 20% of the gross world product, and an estimated US$4 trillio;l in ¢ ?bl?t 0
foreign reserves. The BRICS have received both praise and criti m nom mec?
commentators. Bilateral relations among BRICS nations have mainly beep Conducte(‘;merous
basis of non-interference, equality, and mutual benefit (win-win). Tt is estimated N
combined GDP (PPP) of BRICS would reach US$50 trillion mark by 2020, that the

The notion called FDI has been developed principally for com
domestic capital creation of developing and under developed ecop
creating inflow of fund unlike other flows of fund like debentures. For a dreadfuly .
nation like India, a large magnitude of resources is needed to fund its G devyllnhabned
needs, which the country does not have itself. To strengthen itg infrasmlcture X e opmcntal
knowledge base, FDI is inevitable.FDI has more sustainability thap other SOUrC,es};Pl?rtlse ;nd
institutional investment. 1ke foreign

cism fro

plementing the insufficient
omies. FDJ is g non- debt
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But, in India, the state of affairs surrounding FDI is not promising. FDI has not turned to
be a considerable portion of our GDP. Since it is not creating debt, it can be effectivelv used f'£>r
the country’s developmental purposes without increasing our debt burden, and the‘ aul‘horitic‘:
should be keen in its effective utilization. The following is a comparison of FDI flows in w
BRICS countries. '

1. Total FDI inflows of individual nations in BRICS.

China comes first as regards total FDI inflows (From 1991 to 2013) among the BRICS
nations; Brazil is the second largest receiver of FDI inflow (Total), with $582§O7.94 million.
Russia, the Eurasian country, stands in the third position in terms of FDI receipt in its various
sectors. India has received FDI worth $ 291835.43 million, and is only fourth among the
BRICS nation. The new comer of the group, South Africa is the lowest recipient of ;DI.

5. Average FDI inflows of individual nations.

Even in this, China stands first among the BRICS countries with $63351.04 million FDI
average per annumi. As in the case of total FDI inflow, here also Brazil occupies the second
place with an ayerage FDI inflow of $25317.74 million. The average FDI inflow of Russia
(22700.52 million US $) stands very close to that of Brazil and it has a third place among the
BRICS nations. As if the case of total FDI inflows, India and South Africa respectively g
fourth and fifth place.
¢ Brazil shows that it was subject to huge rise and fall throughout the period
From a mere US $ 1102.2 million FDI inflow in 1991, the coubntry could reach
at a height of US $. 64045.33 million by 2013. There occurred a hike of US $ 62943.13
million in the FDI lr'lflo-w. of the cguntry. It is observed that foreign direct investment in
Brazil had played a Slgplflcant p.art in the country's industrialization process in the past few
decades. FpDI inflows 1mto Brazil were attracted mostly by the size of the vast aomestig
market and also lzy favprable government policies. Regarding the FDI growth rate, Brazil has
only the fourth rate as 1ts average growth rate is less.

occupies the
3. FDI status 0
under study.

4 A comparison between the Russian. and Brazilian FDI inflows show that from 1992-2002,
Ll had only 4 small portion as its FDI inflow, and it was very less compared to that of
Brazil. But from 2003 anards, FDI flow to Russia strengthened and by 2003, it overtook
the FDI inflow of Brazil. Thereafter, Russian economy witnessed for a steep increase in its
gDI inflow UP to 2008, whlc}} was far higher than that of Brazil. But in 2009, it fell down
following the global economic crisis. A similar tendency is visible in the FDI inflow of
Brazilian economy also, dun'ng 2009'..C0ncerning Russia’s FDI, it overcame the tiresome
status and won back the previous pompon. But Russia’s FDI growth rate is not hope full as

it stands third among the BRICS nations with a 35. 83 percent average growth rate. FDI

inflows of these countries show an upward tendency.
5. FDI inflows of In@ia show an incr'ea.sing tendency like that of Brazil and Russia.

; But it was subject to hugg deviations throughout the past 23 years. From the year 1991 to
2005, its inflloyv was weak. Since 2006, it began to dramatically enhance but tired with the
cconomic crisis of 2009. But India had not to f:o‘nfront much consequence in its FDI inflow
anlike Russia, during the days of economic crisis. From 2011 onwards, it has begun again, to

chow the tendencies of growth.

. of China’s FDI inflow is excellent compared to other BRICS nations. After two
¢ FDI approval itself, it could amplify the inflow and maintain a steady growth in the

flow of FDI, up to the year of economic recession. China has gained some magnificeni
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improvements in strengthening the flow of FDI in to its economy, through its policy
measures and master plans. In 1991, its FDI flow was only some US $ 4366.34 million, and
it became US $ 123911 million by 2013. They made a gigantic difference of US $ 119544.7
million in their flow of FDI. ‘

. South Africa is very weak the matter of FDI inflows. It hadn’t any major improvement in the

case of FDI inflow up to the year 2000. The country witnessed for a dramatic hike of FDI

during 2001, and for a similar fall in the next year. It can also be observed that, the co

FDI inflow could attain stability only from the year 2007 onwards.

. BRICS nation’s FDI inflow constitutes a standard portion of total world FDI inflow, even if
it was less than 10 % in 1991, 1992, 1998, 1999 and 2000. The average constitution of EDI

to the world FDI is 12.91 percent for each year. ;2

untry’s

Review Questions

Short Answer Type:

. Define FDI.
Write a short note on the differences between FDI and FPI.
What are the merits of FDI?
What factors mostly determine location of FDI?
How ‘infrastructure’ becomes a factor in attracting FDI?
What are the features of a foreign institutional investor?
Write the differences between ADR and GDR?
What is Indian Depository Receipt (IDR)?
Who can be Foreign Institutional Investors?

VONAUN A LN

Essay type:

1. Write a detailed note about the policy frame work for foreign capital in India?
2. Describe the trend of foreign portfolio investment in India. ‘ .
3. Explain the role of foreign capital in the Indian financial system.

4. How FDI will help the economic development of a country?
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Master of Commerce (CSS)
Semester III

MC3Cl11; FINANCIAL MARKETS AND INSTITUTIONS
80 Hours . Marks: 80

Objectives:
e To provide the students.a sound information and knowledge of broad framework of financial markets
and institutions. Vit
e To impart the students an understanding of the inter-linkages and regulatory framework within which the
system operates in India "
Module 1: An overview of financial markets: Financial markets — Nature — Functions — money market — Capital
markets — Markets for derivatives — Working of stock exchange in India — NSE, BSE, OTCEI — Role of SEBI —
Major international stock markets. 15 hours
Module 2: Interest rates :Theories of Interest rate - determination - Maturity and structure of interest rates - Term
- Financial repression and interest rate - The yield curve - interest rates savings - Interest

structure of interest rates
estment - issues of relative rates and return. 15 hours

rate and inv ) :
Module 3: Commodity marker : MCX, NCDEX, and NMCE - Functions, administration, regulations and
general mechanism — International commodity markets — Debt market — Types, functié)ns, instruments —

al mechanism — Hindrances for the development of debt market. 15 hours
velopment financial institutions: IDBI, IFCI, NABARD, SFCs, UTI, S[DBI — Mutual Fund SEBI
al fund — Provident Fund — Pension Funds — PFRDA — Insurance Companies — IRDA.

; s 15 hours .
gn capital flows : forms of foreign capital — FDI and FPI — FlIs — International financial
R, GDR. IDR and Euro bonds — Role of foreign capital in Indian financial sy‘stem — Trends in
flows to India — Regulatory framework for foreign capital flows. 20 hours

0peration
Module 4: De

guidelines on mu

Module 5 Forei
instruments —
foreign capital 1
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Master of Commerce (CSS), Semester ITI
MC3C11: FINANCIAL MARKETS AND INSTITUTIONS
MODEL QUESTION PAPER

Three Hours Max Marks: 80
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14.
15.

16.

. “Financial repression, a constraint in the fuller capacity utilization of economy, may sometim

. Explain the regulatory framework of Commodity Market and Exchanges in India

Section A
Answer All Questions- Each question carries 2 Marks

What do you mean by external commercial borrowing?
Distinguish between Money market and Capital Market.
What do you mean by MCX? | y
What do you mean by ECB?
What is Greenfield investment?
(5x2 = 10)
Section B
Answer any 5 Questions- Each question carries 8 Marks
“NBFCs today play an important role in mobilization of savings” Comment.
Evaluate the pérformance of Mutual funds in India.
What are the factdfs to be considered while formulating investment policy of a bank?

What are the determinants of general structure of interest rates?

. Explain the liquidity preference theory of interest.

- Explain the significance of financial system in the economic development of a Country.

es discourage
both savings and investments”. Do you agree with this statement? Comment.

(5x8 = 40)
Section C
Answer any 2 Questions- Each question carries 15 Marks
Evaluate the role and functions of major stock exchanges in India.
Outline the condition of debt market in India. What are the hindrances behind the n

market in India? Suggest measures to develop the present condition of bond market,

ascent state of bond

Critically evaluate the performance of SEBI in regulating the Indian Capital Market.

(2x15 = 30)
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