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SYLLABUS
M.COM FOURTH SEMESTER (NON-CBCS)
FINANCE GROUP

MANAGEMENT OF FINANCIAL SERVICES
Course No. M.COM-FE417 Maximum Marks: 100
Duration of Examination: 3 hours (a) Semester Examination: 80

(b) Sessional Examination: 20
(Syllabus for the examinations to be held in the year 2021, 2022, 2023)

OBJECTIVE:

To familiarize students with the full range of financial services including banking,

insurance, leasing, debt securitization and house financing.
UNIT-I INTRODUCTION
Lesson No. 1 to 5 Page No. 1-123

Meaning of financial services; Classification of financial services industry;
Scope of financial services; Causes of financial innovation; New financial
products and services; Innovative financial instruments; Challenges
facing the financial services sector; Present scenario of financial services
in India; Management of risk in financial services- Concept of risk,

types of risk and risk management.
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Lesson No. 6 to 10 Page No. 124-256
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Meaning and definition of a bank; Types of banks; Functions of
commercial banks; Concept and nature of merchant banking; Functions
of merchant banker; Merchant banking regulations; Parameters of
evaluating a merchant banker; Features of merchant banking in India;
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requisites for the success of insurance; Limitations of insurance; Scope

and classification of insurance; Principles of insurance.
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Lesson No. 11 to 15 Page No. 257-352
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involved in leasing transaction; Advantages of leasing; Limitation of
leasing; Legal aspects of leasing; Contents of a lease agreement; Income
tax provisions relating to leasing; Sales tax provisions pertaining to
leasing; Accounting treatment of lease; Structure of leasing industry in

India; problem of leasing; Prospects of leasing.
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Lesson No. 16 to 20 Page No. 353-451

Concept of Securitisation; Securitisation vs factoring; Modus operandi
of securitisation; Structure for securitisation/ types of securities;
Securitisable assets; Benefits of securitisation; Securitisation and banks;
Conditions for successful securitisation; Securitisation abroad;

Securitisation in India; Causes for the unpopularity of securitization in
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NOTE FOR PAPER SETTING:

The paper consists of two sections. Each section will cover the whole of the

syllabus without repeating any question in the entre paper.

Section A: It will consist of short answer type questions with answer to each
question within 200 words. Eight questions shall be set by the examiner
and six shall be attempted by the candidate. Each question will carry 4
marks, total weightage shall be 24 marks.



Section B: It will consist of essay type questions with answer to each question

within 800 marks. Six questions shall be set by the examiner and
atleast one from each unit and the candidate will be required to attempt
four questions. Each question will carry 14 marks. Total weightage
shall be 56 marks.

MODEL QUESTION PAPER

SECTION-A

Note:- Attempt any six questions. Each question carries 4 marks. Answer to each

question should be within 200 words.

1.

2.

What is the scope of financial services?

Explain risk management?

Explain the concept and nature of merchant banking?

Explain the role of SEBI in regulating the merchant banking operations in India?
Explain the accounting aspects of leasing transactions?

What are the various problems and prospects in leasing?

Explain the stages involved in the working of securitisation?

What are various conditions for successful securitisation? What are the causes

forthe unpopularity of the securitisation in India?



SECTION-B

Note:- Attempt any four questions. Each question carries 14 marks. Answer to each

question should be within 800 words.

1.

2.

Explain fund and non-fund based services?
Explain new financial products and services?
Explain various types of banks?

Explain various kinds of insurance?

Explain the structure of leasing industry in India?
What are the provisions relating to leasing?
Explain the structure and benefits of securitisation?

Explain the various functions of NHB?
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1.1 INTRODUCTION

The Indian financial services industry has undergone a metamorphosis since
1990. Before its emergence the commercial banks and other financial institutions
dominated the field and they met the financial needs of the Indian industry. It was
only after the economic liberalisation that the financial service sector gained some
prominence. Now this sector has developed into an industry. In fact, one of the

world’s largest industries today is the financial services industry.

Financial service is an essential segment of financial system. Financial
services are the foundation of a modern economy. The financial service sector is
indispensable for the prosperity of a nation. It is the presence of financial services
that enables a country to improve its economic condition whereby there is more
production in all the sectors leading to economic growth. The benefit of economic
growth is reflected on the people in the form of economic prosperity wherein the
individual enjoys higher standard of living. It is here the financial services enable an
individual to acquire or obtain various consumer products through hire purchase.
In the process, there are a number of financial institutions which also earn profits.
The presence of these financial institutions promotes investment, production, saving

etc.

Financial services cover a wide range of activities. They assume a significant
place in the socio-economic environment of any country. Banking services are
believed to be the oldest financial services existing in our country. The traditional
financial services provided by the banks were in the form of opening deposits
accounts and offering loans and advances. It basically means all those kinds of
services provided in financial or monetary terms, where the essential commodity is
money. These services include: Leasing, Hire purchase, Venture capital, Merchant
banking, Insurance, housing finance, Mutual funds, factoring, stock broking and

many others.
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Financial service industries are of eight types. These are facilitating type
financial service, investment oriented financial service, promotion oriented financial
service, return or income oriented financial service, linking type financial service,
trade oriented financial service, credit oriented financial service and performance

appraisal service.

Facilitating type of financial service include hire-purchase finance companies
which facilitate consumers in the purchase of consumer goods while lease companies

facilitate traders in the purchase of capital goods. Hence, they come under facilitating

type.

Investment oriented financial service are merchant bankers promote
investment by helping investors in fulfilling various formalities such as issue of shares
and debentures. They also advice the promoters on the quantum of capital raised

through issue of different types of securities.

Promotion oriented financial service helps in promoting new ventures when
taken up by the venture capital companies. Underwriters also help in the sale of
securities which promote companies. The bankers also help entrepreneurs through

project finance. Hence, they all come under promotion type.

Return or Income oriented financial services helps to those investors who
want to take risks yet but want to ensure a reasonable return for their investment.
Mutual fund companies are the best source which comes under this type of financial

services.

Linking type of financial services includes promoters, investors, public,
foreign investors and government which are linked by certain companies such as
merchant bankers. They not only link these people but also ensure that each one is
satisfied with his/her return on investment. The merchant bankers act as the brain

in coordinating the various entities.
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Trade oriented financial services helps in increasing the sales, both
domestically and abroad. Numerous factors play a major role in financing the traders
by financing a major part of the value of the traded goods. Forfaiting companies

do the same while selling goods across the borders.

Credit oriented financial service provide credit to consumers. Credit card

companies and even hire purchase companies come under this category.

Performance appraisal services enable the public to know the financial
strength of companies before investment. We have credit rating companies which
provide ratings on the basis of the performance of the companies from various
aspects. Thus, the strength of companies is known beforehand which will not only
help the companies to get more finance but also to improve their performance in

course of time.

1.2 OBJECTIVES

After studying this lesson, you shall be able to understand:

. the meaning of financial services;

o importance of financial services;

o classifications of financial services industry; and
o scope of financial services.

1.3 MEANING OF FINANCIAL SERVICES

The Indian financial service industry has undergone a metamorphosis since
1990. During the late seventies and eighties, the Indian financial service industry
was dominated by commercial banks and other financial institutions which cater to

the requirements of the Indian industry. Infact the capital market played a secondary
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role only. The economic liberalization has brought in a complete transformation in

the Indian financial services industry.

Prior to the economic liberalization, the Indian financial service sector was

characterized by so many factors which retarded the growth of this sector. Some

of the significant factors were:

(i)

(i)

(iii)

(iv)
)

(vi)
(vii)

(viii)

Excessive controls in the form of regulations of interest rates, money rates

etc.

Too many controls over the prices of securities under the erstwhile

Controller of Capital Issues.

Non-availability of financial instruments on a large scale as well as on

different varieties.
Absence of independent credit rating and credit research agencies.

Strict regulation of the foreign exchange market with too many restrictions

on foreign investment and foreign equity holding in Indian companies.
Lack of information about international developments in the financial sector.

Absence of a developed Government securities market and the existence

of stagnant capital market without any reformation.
Non-availability of debt instruments on a large scale.

However, after the economic liberalisation, the entire financial sector has

undergone a sea-saw change and now we are witnessing the emergence of new

financial products and services almost every day. Thus, the present scenario is

characterized by financial innovation and financial creativity and before going deep
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into it, it is imperative that one should understand the meaning and scope of financial

services.

In general, all types of activities which are of a financial nature could be
brought under the term “financial services”. The term “financial services” in a broad
sense means “mobilising and allocating savings”. Thus, it includes all activities

involved in the transformation of saving into investment.

The “financial service” can also be called “financial intermediation”. Financial
intermediation is a process by which funds are mobilised from a large number of
savers and make them available to all those who are in need of it and particularly
to corporate customers. Thus, financial services sector is a key and very vital for
industrial developments. A well developed financial services industry is absolutely
necessary to mobilise the savings and to allocate them to various investable channels

and thereby to promote industrial development in a country.

Hence, financial services refer to services provided by the finance industry.
Finance industry consists of a broad range of organisations that deals with the
management of money. These organisations include banks, credit card companies,
insurance companies, consumer finance companies, stock brokers, investment funds
and some government sponsored enterprises. In general, all types of activities which
are of financial nature may be regarded as financial services. In a broad sense, the
term financial services means mobilisation and allocation of savings. Thus, it includes

all activities involved in the transformation of savings into investment.

1.3.1 Functions of Financial Services

1. Facilitating transactions (exchange of goods and services) in the economy.
2. Mobilizing savings (for which the outlets would otherwise be much more
limited).
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1.3.2

Allocating capital funds (notably to finance productive investment).
Monitoring managers (so that the funds allocated will be spent as envisaged).

Transforming risk (reducing it through aggregation and enabling it to be

carried by those more willing to bear it).
Characteristics or Nature of Financial Services

Intangibility: Financial services are intangible. Therefore, they cannot be
standardised or reproduced in the same form. The institutions supplying
the financial services should have a better image and confidence of the
customers. Otherwise, they may not succeed. They have to focus on quality
and innovation of their services. Then only they can build credibility and

gain the trust of the customers.

Customer-Specific: Financial services are usually customer focused. The
firms providing these services, study the needs of their customers in detail
before deciding their financial strategy, giving due regard to costs, liquidity
and maturity considerations. Financial services firms continuously remain
in touch with their customers, so that they can design products which can
cater to the specific needs of their customers. The providers of financial
services constantly carryout market surveys, so they can offer new products
much ahead of need and impending legislation. Newer technologies are
being used to introduce innovative, customer friendly products and services
which clearly indicate that the concentration of the providers of financial

services is on generating firm/customer specific services.

Inseparability: Both production and supply of financial services have to
be performed simultaneously. Hence, there should be perfect understanding

between the financial service institutions and its customers.

15



Perishability: Like other services, financial services also require a match
between demand and supply. Services cannot be stored. They have to be

supplied when customers need them.

Variability: In order to cater a variety of financial and related needs of
different customers in different areas, financial service organisations have
to offer a wide range of products and services. This means the financial
services have to be tailor-made to the requirements of customers. The
service institutions differentiate their services to develop their individual
identity.

Dominance of human element: Financial services are dominated by
human element. Thus, financial services are labour intensive. It requires

competent and skilled personnel to market the quality financial products.

Information based: Financial service industry is an information based
industry. It involves creation, dissemination and use of information.

Information is an essential component in the production of financial services.

1.3.3 Importance of Financial Services

The successful functioning of any financial system depends upon the range

of financial services offered by financial service organisations. The importance of

financial services may be understood from the following points:

1.

Economic growth: The financial service industry mobilises the savings of
the people, and channels them into productive investments by providing
various services to people in general and corporate enterprises in particular.
In short, the economic growth of any country depends upon these savings

and investments.

Promotion of savings: The financial service industry mobilises the savings

of'the people by providing transformation services. It provides liability,
16



asset and size transformation service by providing huge loan from small
deposits collected from a large number of people. In this way financial

service industry promotes savings.

Capital formation: Financial service industry facilitates capital formation
by rendering various capital market intermediary services. Capital formation

is the very basis for economic growth.

Creation of employment opportunities: The financial service industry
creates and provides employment opportunities to millions of people all

over the world.

Contribution to GNP: Recently the contribution of financial services to

GNP has been increasing year after year in almost countries.

Provision of liquidity: The financial service industry promotes liquidity in
the financial system by allocating and reallocating savings and investment
into various avenues of economic activity. It facilitates easy conversion of

financial assets into liquid cash.

Minimizing the risks: The risks of both financial services as well as
producers are minimized by the presence of insurance companies. Various
types of risks are covered which not only offer protection from the fluctuating
business conditions but also from risks caused by natural calamities.
Insurance is not only a source of finance but also a source of savings,
besides minimizing the risks. Taking this aspect into account, the government
has not only privatized the life insurance but also set up a regulatory authority
for the insurance companies known as IRDA, 1999 (Insurance Regulatory

and Development Authority).
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10.

11.

Maximising the Returns: The presence of financial services enables
businessmen to maximize their returns. This is possible due to the availability
of credit at a reasonable rate. Producers can avail various types of credit
facilities for acquiring assets. In certain cases, they can even go for leasing
of certain assets of very high value. Factoring companies enable the seller
as well as producer to increase their turnover which also increases the
profit. Even under stiff competition, the producers will be in a position to
sell their products at a low margin. With a higher turnover of stocks, they

are able to maximize their return.

Benefit to Government: The presence of financial services enables the
government to raise both short-term and long-term funds to meet both
revenue and capital expenditure. Through the money market, government
raises short term funds by the issue of Treasury Bills. These are purchased
by commercial banks from out of their depositors’ money. In addition to
this, the government is able to raise long-term funds by the sale of
government securities in the securities market which forms apart of financial
market. Even foreign exchange requirements of the government can be

met in the foreign exchange market.

Promotion of Domestic and Foreign Trade: Financial services ensure
promotion of domestic as well as foreign trade. The presence of factoring
and forfaiting companies ensures increasing sale of goods in the domestic
market and export of goods in the foreign market. Banking and insurance

services further contribute to step up such promotional activities.

Balanced Regional development: The government monitors the growth
of economy and regions that remain backward economically are given fiscal
and monetary benefits through tax and cheaper credit by which more

investment is promoted. This generates more production, employment,
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income, demand and ultimately increases prices. The producers will earn
more profits and can expand their activities further. So, the presence of
financial services helps backward regions to develop and catch up with the

rest of the country that has developed already.

1.4  CLASSIFICATION OF FINANCIAL SERVICES INDUSTRY

The financial intermediaries in India can be traditionally classified into two:
I. Capital market intermediaries and
2. Money market intermediaries.

The capital market intermediaries consist of term lending institutions and

investing institutions which mainly provide long term funds. On the other hand,

money market consists of commercial banks, co-operative banks and other agencies

which supply only short term funds. Hence, the term “financial services industry”

includes all kinds of organizations which intermediate and facilitate financial

transactions of both individuals and corporate customers.

1.4.1 Capital Market Intermediaries

Absence of capital market acts as a deterrent factor to capital formation

and economic growth. Resources would remain idle if finances are not funneled

through the capital market. The importance of capital market can be briefly

summarised as follows:

(i)

(i)

The capital market serves as an important source for the productive use of
the economy’s savings. It mobilises the savings of the people for further

investment and thus, avoids their wastage in unproductive uses.

It provides incentives to saving and facilitates capital formation by offering

suitable rates of interest as the price of capital.
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(iii)

(iv)

v)

(vi)

(vii)

It provides an avenue for investors, particularly the household sector to

invest in financial assets which are more productive than physical assets.

It facilitates increase in production and productivity in the economy and
thus, enhances the economic welfare of the society. Thus, it facilitates ‘the
movement of stream of command over capital to the point of highest yield’
towards those who can apply them productively and profitably to enhance

the national income in the aggregate.

The operations of different institutions in the capital market induce economic
growth. They give quantitative and qualitative directions to the flow of funds

and bring about rational allocation of scarce resources.

A healthy capital market consisting of expert intermediaries promotes

stability in values of securities representing capital funds.

Moreover, it serves as an important source for technological upgradation

inthe industrial sector by utilising the funds invested by the public.

Thus, a capital market serves as an important link between those who save

and those who aspire to invest their savings.

The capital market is a market for financial assets which have a long or

indefinite maturity. Generally, it deals with long-term securities which have a maturity

period of above one year. Capital market is divided into three namely, Industrial

securities market, Government securities market and Long-term loans market.

1.4.1.1 Industrial securities market: As the very name implies, it is a market

for industrial securities namely: (1) Equity shares or ordinary shares, (ii) Preference

shares, and (ii1) Debentures or bonds. It is a market where industrial concerns

raise their capital or debt by issuing appropriate instruments. It can be further

subdivided into two. They are (i) Primary market or New issue market and (ii)

Secondary market or Stock exchange.
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(@)

(ii)

Primary market: Primary market is a market for new issues or new
financial claims. Hence, it is also called New Issue Market. The primary
market deals with those securities which are issued to the public for the
first time. In the primary market, borrowers exchange new financial securities
for long-term funds. Thus, primary market facilitates capital formation. There
are three ways by which a company may raise capital in a primary market.
They are Public issue, Rights issue and Private placement. Public issue is
the most common method of raising capital by new companies is through
sale of securities to the public. It is called public issue. Rights issue is carried
out when an existing company wants to raise additional capital, securities
are first offered to the existing shareholders on a pre-emptive basis. It is
called rights issue. And lastly, Private placement is a way of selling securities

privately to a small group of investors.

Secondary market: Secondary market is a market for secondary sale of
securities. In other words, securities which have already passed through
the new issue market are traded in this market. Generally, such securities
are quoted in the Stock Exchange and it provides a continuous and regular
market for buying and selling of securities. This market consists of all stock
exchanges recognised by the Government of India. The stock exchanges
in India are regulated under the Securities Contracts (Regulation) Act, 1956.
The Bombay Stock Exchange is the principal stock exchange in India which

sets the tone of the other stock markets.

1.4.1.2 Government securities market: It is otherwise called Gilt-edged

securities market. It is a market where Government Securities are traded. In India,

there are many kinds of Government securities like short-term and long-term. Long-

term securities are traded in capital market while short-term securities are traded

in the money market. Securities issued by the Central Government, State

Governments, Semi-government authorities like City Corporations, Port Trusts,
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etc. Improvement Trusts, State Electricity Boards, All India and State level financial

institutions and public sector enterprises are dealt in capital market.

Government Securities are issued in denominations of Rs. 100. Interest is
payable half-yearly and they carry tax exemptions also. The role of brokers in
marketing these securities is practically very limited and the major participant in
this market is the ‘commercial banks’ because they hold a very substantial portion

of these securities to satisfy their SLR requirements.

The secondary market for these securities is narrow since, most of the

institutional investors tend to retain these securities until maturity.

The Government Securities are in many forms. These are generally (i) Stock
certificates or inscribed stock, (ii) Promissory notes and (iii) Bearer bonds which

can be discounted.

Government Securities are sold through the Public Debt Office of the
Reserve Bank India (RBI) while Treasury Bills (short-term securities) are sold

through auctions.

Government Securities offer a good source of raising inexpensive finance
for the Government exchequer and the interest on these securities influences the
prices and yields in this market. Hence, this market also plays a vital role in monetary

management.

1.4.1.3 Long-term loans market: Development banks and commercial banks
play a significant role in this market by supplying long-term loans to corporate
customers. Long-term loans market may further be classified into: (i) Term loans

market, (ii) Mortgages market and (iii) Financial guarantees market.

(i) Term loans market: In India, many industrial financing institutions have

been created by the Government both at the national and regional levels to
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(ii)

supply long-term and medium-term loans to corporate customers directly
as well as indirectly. These development banks dominate the industrial
finance in India. Institutions like IRBI (The Industrial Corporation of India
Ltd.), IFCI (Industrial Finance Corporation of India), and other state
financial corporations come under this category. These institutions meet
the growing and varied long-term financial requirements of industries by
supplying long-term loans. They also help in identifying investment
opportunities, encourage new entrepreneurs and support modernisation

efforts.

Mortgages market: The mortgages market refers to those centers which
supply mortgage loan mainly to individual customers. A mortgage loan is a
loan against the security of immovable property like real estate. The transfer
of interest in a specific immovable property to secure a loan is called
mortgage. This mortgage may be equitable mortgage or legal one. Again, it
may be a first charge or second charge. Equitable mortgage is created by
amere deposit of title deeds to properties as security, whereas in the case
of a legal mortgage the title in the property is legally transferred to the

lender by the borrower. Legal mortgage is less risky.

Similarly, in the first charge, the mortgager transfers his interest in the specific
property to the mortgagee as security. When the property in question is
already mortgaged once to another creditor, it becomes a second charge
when it is subsequently mortgaged to somebody else. The mortgagee can
also further transfer his interest in the mortgaged property to another. In

such a case, it is called a sub-mortgage.

The mortgage market may have primary market as well as secondary market.
The primary market consists of original extension of credit and secondary

market has sales and resales of existing mortgages at prevailing prices.
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(iif)

In India, residential mortgages are the most common ones. The Housing
and Urban Development Corporation (HUDCO) and the Life Insurance
Corporation (LIC) play a dominant role in financing residential projects.
Besides, the Land Development Banks provide cheap mortgage loans for
the development of lands, purchase of equipment, etc. These development
banks raise finance through the sale of debentures which are treated as

trustee securities.

Financial guarantees market: A guarantee Market is a centre where
finance is provided against the guarantee of a reputed person in the financial
circle. Guarantee is a contract to discharge the liability of a third party in
case of his default. Guarantee acts as a security from the creditor’s point
of view. In case the borrower fails to repay the loan, the liability falls on the
shoulders of the guarantor. Hence, the guarantor must be known to both
the borrower and the lender and he must have the means to discharge his
liability.

Though there are many types of guarantees, the common forms are: (i)
Performance guarantee, and (ii) Financial guarantee. Performance
guarantees cover the payment of earnest money, retention money, advance
payments, non-completion of contracts, etc. On the other hand, financial

guarantees cover only financial contracts.

In India, the market for financial guarantees is well organised. The financial
guarantees in India relate to: (i) Deferred payments for imports and exports,
(i1) Medium and long-term loans raised abroad and (iii) Loans advanced

by banks and other financial institutions.

These guarantees are provided mainly by commercial banks, development
banks, Governments, both Central and States and other specialised

guarantee institutions like ECGC (Export Credit Guarantee Corporation)

24



and DICGC (Deposit Insurance and Credit Guarantee Corporation). This
guarantee financial service is available to both individual and corporate
customers. For a smooth functioning of any financial system, this guarantee

service is absolutely essential.
1.4.2 Money Market Intermediaries

Money market is a market for dealing with financial assets and securities
which have a maturity period of up to one year. In other words, it is a market for

purely short-term funds. The money market may be subdivided into four. They are:

1.4.2.1 Call money market: The call money market is a market for extremely
short period loans say one day to fourteen days. So, it is highly liquid. The loans
are repayable on demand at the option of either the lender or the borrower. In
India, call money markets are associated with the presence of stock exchanges
and hence, they are located in major industrial towns like Mumbai, Kolkata,
Chennai, Delhi, Ahmedabad, etc. The special feature of this market is that the
interest rate varies from day-to-day and even from hour-to-hour and centre-to-

centre. It is very sensitive to changes in demand and supply of call loans.

1.4.2.2 Commercial bills market: It is a market for bills of exchange arising
out of genuine trade transactions. In the case of credit sale, the seller may draw a
bill of exchange on the buyer. The buyer accepts such a bill, promising to pay at a
later date the amount specified in the bill. The seller need not wait until the due

date of the bill. Instead, he can get immediate payment by discounting the bill.

In India, the bill market is underdeveloped. The RBI has taken many steps
to develop a sound bill market. The RBI has enlarged the list of participants in the
bill market. The Discount and Finance House of India was set-up in 1988 to
promote secondary market in bills. In spite of all these, the growth of the bill market
is slow in India. There are no specialised agencies for discounting bills. The

commercial banks play a significant role in this market.
25



1.4.2.3 Treasury bills market: It is a market for treasury bills which have “short-
term” maturity. A treasury bill is a promissory note or a finance bill issued by the
Government. It is highly liquid because its repayment is guaranteed by the
Government. It is an important instrument for short-term borrowing of the
Government. There are two types of treasury bills namely: (i) Ordinary or Regular

and (ii) Ad hoc treasury bills popularly known as “ad hocs”.

Ordinary treasury bills are issued to the public, banks and other financial
institutions with a view to raising resources for the Central Government to meet its
short-term financial needs. Ad hoc treasury bills are issued in favour of the RBI
only. They are not sold through tender or auction. They can be purchased by the
RBI only. Ad hocs are not marketable in India but holders of these bills can sell
them back to RBI. Treasury bills have a maturity period of 91 days or 182 days or
364 days only. Financial intermediaries can park their temporary surpluses in these

instruments and earn income.

1.4.2.4 Short-term loan market: It is a market where short-term loans are
given to corporate customers for meeting their working capital requirements.
Commercial banks play a significant role in this market. Commercial banks provide
short-term loans in the form of cash credit and overdraft. Overdraft facility is mainly
given to business people, whereas cash credit is given to industrialists. Overdraft is
purely a temporary accommodation and it is given in the current account itself.
But, cash credit is for a period of one year and it is sanctioned in a separate

account.

1.5 SCOPE OF FINANCIAL SERVICES

The scope of financial services is very wide. This is because it covers a
wide range of services. The financial services can be broadly classified into two: (i)

Asset / Fund based services and (i1) Non-Fund services (or fee-based services).
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1.5.1

Asset / Fund Based Services

Equipment leasing / Lease financing: A lease is an agreement under
which a firm acquires a right to make use of a capital asset like machinery
etc. on payment of an agreed fee called lease rentals. The person (or the
company) which acquires the right is known as lessee. He does not get the
ownership of the asset. He acquires only the right to use the asset. The

person (or the company) who gives the right is known as lessor.

Hire purchase and consumer credit: Hire purchase is an alternative to
leasing. Hire purchase is a transaction where goods are purchased and
sold on the condition that payment is made in installments. The buyer gets
only possession of goods. He does not get ownership. He gets ownership
only after the payment of the last installment. If the buyer fails to pay any
installment, the seller can repossess the goods. Each installment includes

interest also.

Bill discounting: Discounting of bill is an attractive fund based financial
service provided by the finance companies. In the case of time bill (payable
after a specified period), the holder need not wait till maturity or due date.
If he is in need of money, he can discount the bill with his banker. After
deducting a certain amount (discount), the banker credits the net amount
in the customer’s account. Thus, the bank purchases the bill and credits
the customer’s account with the amount of the bill less discount. On the
due date, the drawee makes payment to the banker. If he fails to make
payment, the banker will recover the amount from the customer who has
discounted the bill. In short, discounting of bills mean giving loans on the

basis of bills of exchange.

Venture capital: Venture capital simply refers to capital which is available

for financing the new business ventures. It involves lending finance to the
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growing companies. It is the investment in a highly risky project with the
objective of earning a high rate of return. In short, venture capital means

long term risk capital in the form of equity finance.

Housing finance: Housing finance simply refers to providing finance for
house building. It emerged as a fund based financial service in India with
the establishment of National Housing Bank (NHB) by the RBI in 1988. It
is an apex housing finance institution in the country. Till now, a number of
specialised financial institutions/companies have entered in the field of
housing finance. Some of the institutions are HDFC, LIC Housing Finance,

Citi Home, Ind Bank Housing etc.

Chart 1.1: Scope of Financial Services

SCOPE OF FINANCIAL SERVICES
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. Venture capital 4. Custodial services
. Housing finance 5. Loan syndication
. Insurance services 6. Securitisation (of debt)
. Factoring
. Forfaiting
. Mutual fund
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Insurance services: Insurance is a contract between two parties. One
party is the insured and the other party is the insurer. Insured is the person
whose life or property is insured with the insurer. That is, the person whose
risk is insured is called insured. Insurer is the insurance company to whom
risk is transferred by the insured. That is, the person who insures the risk
of insured is called insurer. Thus insurance is a contract between insurer
and insured. It is a contract in which the insurance company undertakes to
indemnify the insured on the happening of certain event for a payment of
consideration. It is a contract between the insurer and insured under which
the insurer undertakes to compensate the insured for the loss arising from
the risk insured against. According to Mc Gill, “Insurance is a process in
which uncertainties are made certain”. In the words of Jon Megi, “Insurance
is a plan wherein persons collectively share the losses of risks”. Thus,
insurance is a device by which a loss likely to be caused by uncertain event
is spread over a large number of persons who are exposed to it and who
voluntarily join themselves against such an event. The document which
contains all the terms and conditions of insurance (i.e. the written contract)
is called the “insurance policy”. The amount for which the insurance policy
is taken is called “sum assured”. The consideration in return for which the
insurer agrees to make good the loss is known as “insurance premium”. This
premium is to be paid regularly by the insured. It may be paid monthly, quarterly,
halfyearly or yearly.

Factoring: Factoring is an arrangement under which the factor purchases the
account receivables (arising out of credit sale of goods/services) and makes
immediate cash payment to the supplier or creditor. Thus, it is an arrangement
in which the account receivables of a firm (client) are purchased by a financial
institution or banker. Thus, the factor provides finance to the client (supplier) in

respect of account receivables. The factor undertakes the responsibility of
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1.5.2

1.

collecting the account receivables. The financial institution (factor) undertakes
the risk. For this type of service as well as for the interest, the factor charges a

fee for the intervening period. This fee or charge is called factorage.

Forfaiting: Forfaiting is a form of financing of receivables relating to international
trade. It is a non-recourse purchase by a banker or any other financial institution
of receivables arising from export of goods and services. The exporter
surrenders his right to the forfaiter to receive future payment from the buyer to
whom goods have been supplied. Forfaiting is a technique that helps the exporter
sells his goods on credit and yet receives the cash well before the due date. In
short, forfaiting is a technique by which a forfaitor (financing agency) discounts
an export bill and pay ready cash to the exporter. The exporter need not bother

about collection of export bill. He can just concentrate on export trade.

Mutual fund: Mutual funds are financial intermediaries which mobilise savings
from the people and invest them in a mix of corporate and government securities.
The mutual fund operators actively manage this portfolio of securities and earn
income through dividend, interest and capital gains. The incomes are eventually

passed on to mutual fund shareholders.
Non-Fund Based / Fee Based Services

Merchant banking: Merchant banking is basically a service banking,
concerned with providing non-fund based services of arranging funds rather
than providing them. The merchant banker merely acts as an intermediary. Its
main job is to transfer capital from those who own it to those who need it.
Today, merchant banker acts as an institution which understands the
requirements of the promoters on the one hand and financial institutions, banks,
stock exchange and money markets on the other. SEBI (Merchant Bankers)
Rule, 1992 has defined a merchant banker as, “any person who is engaged in

the business of issue management either by making arrangements regarding
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selling, buying or subscribing to securities or acting as manager, consultant,
advisor, or rendering corporate advisory services in relation to such issue

management”.

Credit rating: Credit rating means giving an expert opinion by a rating agency
on the relative willingness and ability of the issuer of a debt instrument to meet
the financial obligations in time and in full. It measures the relative risk of an
issuer’s ability and willingness to repay both interest and principal over the
period of the rated instrument. It is a judgement about a firm’s financial and
business prospects. In short, credit rating means assessing the creditworthiness

of'a company by an independent organisation.

Stock broking: Now stock broking has emerged as a professional advisory
service. Stock broker is a member of a recognized stock exchange. He buys,
sells, or deals in shares / securities. It is compulsory for each stock broker to
get himself/ herself registered with SEBI in order to act as a broker. As a
member of a stock exchange, he will have to abide by its rules, regulations and

bylaws.

Custodial services: In simple words, the services provided by a custodian
are known as custodial services (custodian services). Custodian is an institution
or a person who is handed over securities by the security owners for safe
custody. Custodian is a caretaker of a public property or securities. Custodians
are intermediaries between companies and clients (i.e. security holders) and
institutions (financial institutions and mutual funds). There is an arrangement
and agreement between custodian and real owners of securities or properties
to act as custodians of those who hand over it. The duty of a custodian is to
keep the securities or documents under safe custody. The work of custodian is
very risky and costly in nature. For rendering these services, he gets a

remuneration called custodial charges.
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Thus custodial service is the service of keeping the securities safe for and on

behalf of somebody else for a remuneration called custodial charges.

Loan syndication: Loan syndication is an arrangement where a group of banks
participate to provide funds for a single loan. In loan syndication, a group of
banks comprising 10 to 30 banks participate to provide funds wherein one of
the banks is the lead manager. This lead bank is decided by the corporate
enterprises, depending on confidence in the lead manager. A single bank cannot
give a huge loan. Hence a number of banks join together and form a syndicate.
This is known as loan syndication. Thus, loan syndication is very similar to

consortium financing.

Securitisation (of debt): Loans given to customers are assets for the bank.
They are called loan assets. Unlike investment assets, loan assets are not tradable
and transferable. Thus loan assets are not liquid. The problem is how to make
the loan of'a bank liquid. This problem can be solved by transforming the loans
into marketable securities. Now loans become liquid. They get the characteristic
of marketability. This is done through the process of securitisation. Securitisation
is a financial innovation. It is conversion of existing or future cash flows into
marketable securities that can be sold to investors. It is the process by which
financial assets such as loan receivables, credit card balances, hire purchase
debtors, lease receivables, trade debtors etc. are transformed into securities.
Thus, any asset with predictable cash flows can be securitised. Securitisation
is defined as a process of transformation of illiquid asset into security which
may be traded later in the opening market. In short, securitization is the
transformation of illiquid, non- marketable assets into securities which are liquid
and marketable assets. It is a process of transformation of assets of a lending
institution into negotiable instruments. Securitisation is different from factoring,

Factoring involves transfer of debts without transforming debts into marketable
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securities. But securitisation always involves transformation of illiquid assets

into liquid assets that can be sold to investors.

1.6 SUMMARY

Financial Services is a term used to refer to the services provided by the finance
market. Financial Services is also the term used to describe organizations that deal
with the management of money. Examples are the Banks, investment banks, insurance
companies, credit card companies and stock brokerages. The basic characteristics of
financial services are that they are intangible in nature. For financial services to be
successfully created and marketed, the institutions providing them must have a good
image and the confidence of its clients. Financial services are the economic services
provided by the finance industry, which encompasses a broad range of businesses that
manage money, including credit unions, banks, credit-card companies, insurance
companies, accountancy companies, consumer-finance companies, stock brokerages,
investment funds etc. The major categories of financial institutions include central banks,
retail and commercial banks, internet banks, credit unions, savings and loans
associations, investment banks, investment companies, brokerage firms, insurance
companies and mortgage companies. There are different types of financial institutions,
such as banks, trust companies and credit unions. All financial institutions provide free
information about their services, including account types and features, and debit and
credit cards. Presence of financial services enables a country to improve its economic
condition. Economic growth is reflected on the people by the higher standard of
living. Financial services enable individual to acquire various consumer products through
hire purchase, factoring or other means. Financial services are fundamental to economic
growth and development. Banking, savings and investment, insurance, and debt and
equity financing help private citizens save money, guard against uncertainty, and build
credit, while enabling businesses to start up, expand, increase efficiency, and compete

in local and international markets.
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1.7

GLOSSARY

Bearer Bonds: A bearer bond is a bond or debt security issued by a business
entity such as a corporation, or a government. As a bearer instrument, it differs
from the more common types of investment securities in that it is unregistered—

no records are kept of the owner, or the transactions involving ownership.

Credit Card Services: A credit card is a payment card issued to users
(cardholders) to enable the cardholder to pay a merchant for goods
and services based on the cardholder’s promise to the card issuer to pay them

for the amounts plus the other agreed charges.

Financial services: Financial Services is a term used to refer to
the services provided by the finance market. Financial Services is also the term

used to describe organizations that deal with the management of money.

FOREX: Foreign Exchange (FOREX) refers to the foreign exchange market.
It is the over-the-counter market in which the foreign currencies of the world

are traded. It is considered the largest and most liquid market in the world.

Forfaiting: The forfaiter is the individual or entity that purchases the receivables,
and the importer then pays the receivables amount to the forfaiter. A forfaiter is

typically a bank or a financial firm that specializes in export financing

GNP: Gross national product (GNP) is a broad measure of a nation’s total
economic activity. GNP is the value of all finished goods and services produced

in a country in one year by its nationals.
HDFC: The Housing Development Finance Corporation

IRDA: IRDA stands for Insurance Regulatory and Development Authority. It

is an agency run by Government of India. It regulates insurance industry in
India.
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Leasing Services: A lease is a contract outlining the terms under which one
party agrees to rent property owned by another party. It guarantees the lessee,
also known as the tenant, use of an asset and guarantees the lessor, the property
owner or landlord, regular payments from the lessee for a specified number of

months or years.
LIC: Life Insurance Corporation

Merchant Banking Services: Merchant banks provide
financial services including underwriting, loan services, fundraising services, and

financial advising to high net-worth individuals and small/mid-sized corporations.

Portfolio Management: Portfolio Management is defined as the art and
science of making decisions about the investment mix and policy, matching
investments to objectives, asset allocation for individuals and institutions, and

balancing risk against performance.

Promissory Notes: It is a signed document containing a written promise to
pay a stated sum to a specified person or the bearer at a specified date or on

demand.
SEBI: Securities Exchange Board of India

Stock Certificates: A stock certificate is the physical piece of paper
representing ownership in a company. Stock certificates will include information
such as the number of shares owned, the date, an identification number, usually

a corporate seal and signatures.
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1.8  SELFASSESSMENT QUESTIONS

Q1.  What do youmean by financial services?

Q2.  Whatare the various functions of financial services?

Q3.  What are the various characteristics of financial services ?
Q4.  What are the importances of financial services?

Q5. Explain primary market?
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Q6.

Q7.

Q8.

Qo.

Explain capital market?

Explain government securities?

Explain term loans market?

Explain mortgages market?
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Q10. Explain financial guarantees market?

1.9  LESSON END EXERCISE

Q1.  Whatare the various types of financial services?

Q2.  Whatis the scope of financial services?

Q3.  Explain various capital market intermediaries?

Q4.  Explain various money market intermediaries?
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Q5.  Explain the scope of financial services?

Q6.  What s the importance of capital market?
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2.1 INTRODUCTION

Financial Innovation is something that is seen by an individual as a new
way by which finance can generate returns, redistribute risk and fuel the economy.
Among all the adventures of the mankind, financial innovation is the one which is
very unique. Financial innovation like innovation elsewhere in business is an ongoing
process whereby private parties experiment to try to differentiate their products
and services, responding to both sudden and gradual changes in the economy.
Surely, innovation ebbs and flows with some periods exhibiting bursts of activity
and others witnessing a slackening or even backlash. However, financial

innovation should always be a regular ongoing part of a profit maximizing economy.

Financial innovation can be defined as the act of creating and then
popularising new financial instruments as well as new financial technologies,

institutions and markets. It includes institutional, product and process innovation.

Institutional innovations relate to the creation of new types of financial
firms (such as specialist credit card firms like MBNA, discount broking firms such

as Charles Schwab, internet banks and so on).

Product innovation relates to new products such as derivatives,

securitised assets, foreign currency mortgages and so on.

Process innovation relates to new ways of doing financial business including
online banking, phone banking and new ways of implementing information

technology and so on.

According to Stephen A. Ross, “Financial innovation means new financial
products (financial assets and derivative instruments) better suited to the
circumstances of the time and to the markets in which they trade, and strategies

that primarily use these financial products.”
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According to Simon Nixon, “Innovation can solve many credit bottlenecks
but only if policy makers wean themselves off their symbiotic relationship with
banks.”

Financial Innovation is commonly defined as “Advances over time in the
financial instruments and payment systems used in the lending and borrowing of
funds. These changes, which include innovations in technology, risk transfer and
credit and equity generation have increased available credit for borrowers and

given banks new and less costly ways to raise equity capital.”

The concept of financial innovation is related to making and promoting
new financial products and services, developing new processes to facilitate financial
activities, to interact with customers and to design new structures for financial
institutions. However, it must be noted that innovation in financial services is very
different than innovation in a physical product environment. Most innovations can
and will be copied by competitors. It is a structural approach that is needed, with
a continuous attention to skills development and a multidisciplinary team. Financial
innovation across countries is also significantly correlated with innovation in the
manufacturing sector. Indicator of financial innovation is also focused on the process
rather than on specific outputs of financial innovation, which can take many forms,
such as new securities or products, new screening, monitoring and risk management

tools or new types of institutions and markets.

In Indian markets, lot of financial innovations has taken place. Modern era
is the era of globalisation. Globalisation has brought the various countries of the
world closer than before. As a result of globalization cross-border exchange of
goods, services, capital, technology, ideas, information and people has taken place.
Now as aresult of globalisation, the world has become a global village. MNCs
have started operating in a number of countries and mobility of labour and capital

has increased manifold. India too is affected by Liberalisation, Privatisation and
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Globalisation (LPG).It has led to the integration of the Indian economy and the

financial markets with the global markets.

As the recent Rajan report noted, “India’s financial sector is at a turning
point. There are many successes- the rapidity and reliability of settlement at the
NSE or the mobile phone banking being implemented around the country indicate
that much of the system is at the Internet age and beyond. There is justifiable

reason to take pride in this. Yet much needs to be done.”

The Indian financial markets are not fully developed yet; there is great
scope of growth and expansion. Limited financial instruments availability has affected
the investors’ ability to hedge against risk. Several steps have been taken by the
RBI and other organisations like SEBI, to meet the growing needs of the Indian

markets and to promote innovation.

2.2  OBJECTIVES

After studying this lesson, you shall be able to understand:
° the causes of financial innovations; and

o new financial products and services.

2.3  CAUSES OF FINANCIAL INNOVATIONS

There are a numerous factors that have lead to financial innovation on the

markets. Few of the key ones are listed below :

1. Economic Crisis: Economic crisis has led to reforming the regulation of
the financial sector, and this may have some impact on financial innovation.
Deregulation in the financial markets had led to the development of new

instruments. New instruments developed, led to further regulation in the
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financial markets. This had led the financial institutions to compete in the

international markets.

Uncertainty: With the growing market developments, there has been
established a relationship between the risks associated with the assets and
the interest and exchange rates. Asset values have become volatile and in
order to protect them financial institutions have developed variety of
products to hedge risks. Increased volatility of interest rates, inflation, equity

prices, and exchange rates are therefore major factors.

Advancement in IT Sector: The advancements in the information and
telecommunication sector have led to new financial innovations, the
protection and the management of which are challenging and require closer
examination. IT revolution has drastically reduced the cost of financial
transactions. It has led to the development of certain financial products
where pricing is needed on real time basis which is not possible without
advanced data processing software. In short, advances in computer and
telecommunication technologies have contributed a lot in financial

innovation.

Development of social networks: Twitter, Facebook and YouTube are
all being used to offer new financial services, increase the interaction with
the customer and collect new ideas from outside the financial institution.
These media allow collecting, in real time, feedback and ideas that can be
used to start a company’s innovation processes. There is very much data
traffic, so there is an urgent need to create new organizational structures to
effectively coordinate the various inflows of information and the tracking

of the external idea towards absorption or rejection.
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5. Globalisation & Securitisation: With international trade and investment,
demand for international financial services has increased. Due to this

development, a number of new financial products have emerged.

6. Other factors: In addition to above factors, other factors are also major
drivers for financial innovations such as financial intermediary competition,
greater sophistication and educational training among professional market
participants, incentives to get around existing regulation and tax laws and

changing global patterns of financial wealth.

2.4 NEWFINANCIAL PRODUCTS AND SERVICES

Today, the importance of financial services is gaining momentum all over
the world. In these days of complex finance, people expect a Financial Service
Company to play a very dynamic role not only as a provider of finance but also as
a departmental store of finance. With the injection of the economic liberation policy
into our economy and the opening of the economy to multinationals, the free market
concept has assumed much significance. As a result, the clients both corporates
and individuals are exposed to the phenomena of volatility and uncertainty and
hence they expect the financial service company to innovate new products and

service so as to meet their varied requirements.

As aresult of innovations, new instruments and new products are emerging
in the capital market. The capital market and the money market are getting widened
and deepened. Moreover, there has been a structural change in the international
capital market with the emergence of new products and innovative techniques of
operation in the capital market. Many financial intermediaries including banks have
already started expanding their activities in the financial services sector by offering
a variety of new products. As a result, sophistication and innovations have appeared

in the arena of financial intermediations. Some of them are discussed below:
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Merchant Banking: A merchant banker is a financial intermediary who
helps to transfer capital from those who posses it to those who need it.
Merchant banking includes a wide range of activities such as management
of customer’s securities, portfolio management, project counseling and
appraisal, underwriting of shares and debentures, loan syndication, acting
as banker for the refund orders, handling interest and dividend warrants
etc. Thus, a merchant banker renders a host of services to corporate and

thus promotes industrial development in the country.

Loan Syndication: This is more or less similar to “consortium financing”.
But, this work is taken up by the merchant banker as a lead manager. It
refers to a loan arranged by a bank called lead manager for a borrower
who is usually a large corporate customer or a Government Department.
The other banks who are willing to lend can participate in the loan by
contributing an amount suitable to their own lending policies. Since a single
bank cannot provide such a huge sum as loan, a number of banks join
together and form a syndicate. It also enables the members of the syndicate

to share the credit risk associated with a particular loan among them.

Leasing: A lease is an agreement under which a company or a firm acquires
a right to make use of a capital asset like machinery, on payment of a
prescribed fee called “rental charges™. The lessee cannot acquire any
ownership to the asset, but he can use it and have full control over it. He is
expected to pay for all maintenance charges and repairing and operating
costs. In countries like the U.S.A., the U.K. and Japan equipment leasing
is very popular and nearly 25% of plant and equipment is being financed
by leasing companies. In India also, many financial companies have started
equipment leasing business. Commercial banks have also been permitted

to carry on this business by forming subsidiary companies.
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Mutual Funds: A mutual fund refers to a find raised by a financial service
company by pooling the savings of the public. It is invested in a diversified
portfolio with a view of spreading and minimizing risk. The fund provides
investment avenues for small investors who cannot participate in the equities
of big companies. It ensures low risk, steady returns, high liquidity and

better capital appreciation in the long run.

Factoring: Factoring refers to the process of managing the sales ledger of
aclient by a financial service company. In other words, it is an arrangement
under which a financial intermediary assumes the credit risk in the collection
of book debts for its clients. The entire responsibility of collecting the book
debts passes on to the factor. His services can be compared to a del credre
agent who undertakes to collect debts. But, a factor provides credit
information, collects debts, monitors the sales ledger and provides finance

against debts. Thus, he provides a number of services apart from financing.

Forfaiting: Forfaiting is a technique by which a forfaitor (financing agency)
discounts an export bill and pay ready cash to the exporter who can
concentrate on the export front without bothering about collection of export
bills. The forfaitor does so without any recourse to the exporter and the
exporter is protected against the risk of non-payment of debts by the

importers.

Venture Capital: A venture capital is another method of financing in the
form of equity participation. A venture capitalist finances a project based
on the potentialities of a new innovative project. It is in contrast to the
conventional “security based financing”. Much thrust is given to new ideas
or technological innovations. Finance is being provided not only for ‘start-

up capital’ but also for ‘development capital’ by the financial intermediary.
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10.

Custodial Services: It is another line of activity which has gained
importance, of late. Under this, a financial intermediary mainly provides
services to clients, particularly to foreign investors, for a prescribed fee.
Custodial services provide agency services like safe keeping of shares and
debentures, collection of interest and dividend and reporting of matters on

corporate developments and corporate securities to foreign investors.

Corporate Advisory Service: Financial intermediaries particularly banks
have set up corporate advisory service branches to render services
exclusively to their corporate customers. For instance, some banks have
extended computer terminals to their corporate customers to that they can
transact some of their important banking transactions by sitting in their
own office. As new avenues of finance like Euro loans, GDRs etc. are
available to corporate customers. This service is of immense help to the

customers.

Securitisation: Securitisation is a technique whereby a financial company
converts its ill-liquid, non-negotiable and high value financial assets into
securities of small value which are made tradable and transferable. A financial
institution might have a lot of its assets blocked up in assets like real estate,
machinery etc. which are long term in nature and which are non-negotiable.
In such cases, securitisation would help the financial institution to raise
cash against such assets by means of issuing securities of small values to
the public. Like any other security, they can be traded in the market. it is
best suited to housing finance companies whose loans are always long term
in nature and their money is locked up for a considerable long period in
real estates. Securitisation is the only answer to convert these ill-liquid

assets into liquid assets.
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11.

12.

Derivative Security: A derivative security is a security whose value
depends upon the values of other basic variables backing the security. In
most cases, these variables are nothing but the prices of traded securities.
A derivative security is basically used as a risk management tool and it is
resort to cover the risk due to price fluctuations by the investments manager.
Just like a forward contract which is a derivative of a spot contract, a
derivative security is derived from other trading securities backing it.
Naturally the value of a derivative security depends upon the values of the
backing securities. Derivative helps to break the risks into various
components such as credit risk, interest rates risk, exchange rates risk and
so on. It enables the various risk components to be identified precisely and
priced them and even traded them if necessary. Financial intermediaries
can go for derivatives since they will have greater importance in the near

future. In India some forms of derivatives are in operation.

New Products in Forex Market: New products have also emerged in
the forex markets of developed countries. Some of these products are yet
to make full entry in Indian markets. Among them, the following are the

important ones:

(a) Forward Contracts: A forward transaction is one where the
delivery of a foreign currency takes place at a specified future date
for a specified price. It may have a fixed maturity for e.g. 31%May
or a flexible maturity for e.g. 1¥'to 31**May. There is an obligation
to honor this contract at any cost; failing which, there will be some
penalty. Forward contracts are permitted only for genuine business

transactions. It can be extended to other transactions like interest

payments.
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(b) Options: As the very name implies, it is a contract wherein the
buyer of the option has a right to buy or sell a fixed amount of
currency against another currency at a fixed rate on a future date
according to his option. There is no obligation to buy or sell, but it
is completely left to his option. Options may be of two types namely
call options and put options. Under call options, the customer has
an option to buy and it is the option to sell under put options.
Options trading would lead to speculation and hence there are many

restrictions in India.

() Futures: It is a contract wherein there is an agreement to buy or
sell a stated quantity of foreign currency at a future date at a price
agreed to between the parties on the stated exchange. Unlike
options, there is an obligation to buy or sell foreign exchange on a
future date at a specified rate. It can be dealt only in a stock

exchange.

d) Swaps: A swap refers to a transaction wherein a financial
intermediary buys and sells a specified foreign currency
simultaneously for different maturity dates-say, for instance,
purchase of spot and sale of forward or vice versa with different
maturities. Thus swaps would result in simultaneous buying and
selling of the same foreign currency of the same value for different
maturities to eliminate exposure risk. It can also be used as a tool
to enter arbitrage operations, if any, between two countries. It can

also be used in the interest rate market also.

13.  Lines of Credit (LOC): It is an innovative funding mechanism for the
import of goods and services on deferred payment terms. LOC is an

arrangement of financing institution / bank of one country with another
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institution / bank / agent to support the export of goods and services to as
to enable the importers to import no deferred payment terms. This may be
backed by a guarantee furnished by the institution / bank in the importing
country. The LOC helps the exporters to get payment immediately as soon
as the goods are shipped, since, the funds would be paid out of the pool
account with the financing agency and it would be debited to the account
of the borrower agency / importer whose contract for availing the facility is
already approved by the financing agency on the recommendation of the
overseas institution. It acts as conduct of financing which is for a certain
period and on certain terms for the required goods to be imported. The
greatest advantage is that it saves a lot of time and money on mutual
verification of bonafides, source of finance etc. It serves as a source of

forex.

2.5 SUMMARY

Financial products refer to instruments that help you save, invest, get
insurance or get a mortgage. These are issued by various banks, financial institutions,
stock brokerages, insurance providers, credit card agencies and government
sponsored entities. The emergence of numerous financial innovations will change
the structure of the financial market. Financial innovation can be defined as making
and promoting new financial products and services, developing new processes to
facilitate financial activities, to interact with customers and to design new structures
for financial institutions. It is widely accepted that innovation, in general, improves
productivity and stimulates economic growth. However, it is less clear how financial
innovation impacts the real economy. Such volatility and excessive risk exposure
can increase the likelihood and losses of economic and financial crises. Financial
instruments are financial contracts between interested parties. They can be created,
traded, modified and settled. There are different types of financial instruments, viz,

currency, share and bond. Financial products refer to instruments that help you
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save, invest, get insurance or get a mortgage. These are issued by various
banks, financial institutions, stock brokerages, insurance providers, credit card
agencies and government sponsored entities. Financial innovation has been a
continuous and integral part of growth of the capital markets. Greater freedom and
flexibility have enabled companies to reinvent and innovate financial instruments.
Many factors such as increased interest rate, volatility, frequency of tax and
regulatory changes etc. have stimulated the process of financial innovation. The
deregulation of financial service industry and increased competition within investment
banking also led to increased activities to design new products, develop better
processes, and implement more effective solution for increasingly complex financial
problems. Financial instrument is a combination of characteristics such as promised
yield liquidity, maturity, security and risk. The process of financial innovation involves
creating new instruments and technique by unpackaging and rebinding the same
characteristics in different fashion to suit the constantly changing needs of the issuers
and the investors. At times it leads to introduction of revolutionary new products
such as swap, mortgage, and zero coupon bonds to finance leveraged buyouts.
Sometimes it involves the piecing together of existing products and process to fit in
a particular set of circumstances. Many companies consider the types of securities
(debt and equity), and a handful of simple financial institutions (banks or exchanges).
However, there is a range of financial products, types of financial institutions and a

variety of processes that these institutions employ to do business.

2.6 GLOSSARY

. Derivatives: A derivative is a financial security with a value that is reliant
upon, or derived from, an underlying asset or group of assets.
The derivative itself is a contract between two or more parties, and its

price is determined by fluctuations in the underlying asset.

° MBNA: America Bank, National Association.
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NSE: National Stock Exchange of India Ltd.
RBI: Reserve Bank of India
SEBI: Securities Exchange Board of India

Securitization: It is the conversion of an asset, especially a loan, into
marketable securities, typically for the purpose of raising cash by selling

them to other investors.

SIP: Systematic Investment Plan (SIP) is an investment vehicle offered by
mutual funds to investors, allowing them to invest small amounts periodically

instead of lump sums. The frequency of investment is usually weekly, monthly

or quarterly.
2.7 SELFASSESSMENT QUESTIONS
Q1.  Whatis financial innovation ?
Q2. Whatis institutional innovation ?
Q3.  Whatis product innovation ?
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Q4.

Q5.

Q6.

Q7.

What is process innovation ?

What is merchant banking ?

What is loan syndication ?

What is leasing ?
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Q8.

Q9.

Q10.

Ql1.

Q12.

What are mutual funds ?

What is factoring ?

What is forfeiting ?

What is venture capital ?

What are custodial services ?
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Q13. What are corporate advisory services ?
Q14. What you mean by securitisation ?
QI15. Whatis derivative security ?

Q16. What are lines of credit ?

2.8 LESSON END EXERCISE

Q1.  Explain financial innovation in detail.
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Q2.  Whatare the causes of financial innovation?

Q3. Explain new financial products and services?

Q4.  Explain new products in forex market?

2.9 SUGGESTED READINGS

1. Bhatia, B.S., and Batra, G.S., Financial Services, Deep & Deep Publishers,
New Delhi.

2. Bansal, L.K., Merchant Banking and Financial Services, Unistar Books
Pvt. Ltd., Chandigarh.

3. Bhole, L.M., Financial Institutions and Markets, Tata McGraw Hill, New

Delhi.
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Chandra, P., Financial Management, Tata McGraw Hill, New Delhi.
Khan, M.Y., Financial Services, Tata McGraw Hill, New Delhi.

Kothari, C.R., Investment Banking and Customer Service, Arihand

Publishers, Jaipur.
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3.1 INTRODUCTION

Financial instruments are financial contracts of different nature made between
institutional units. These comprise the full range of financial claims and liabilities
between institutional units, including contingent liabilities like guarantees,
commitments, etc. Financial asset is defined as any contract from which a financial
claim may derive for one party and a financial liability or participation in equity for

another.

Financial instrument can exist only between two institutional units. Where
financial instruments are compounded, i.e. represent a set of several instruments,
for compilation of statistics there will be a need to distinguish them into separate

instruments so that each of them includes only a single pair of institutional units.

Financial assets are contracts that do not contain contingency, i.e.,
irrespective of any conditions, generate financial claims having demonstrable value
over which ownership rights are enforced, individually or collectively, and from
which economic benefits can be derived by using or holding them. The concept of
financial instrument is wider than the concept of financial asset as defined in the

System of National Accounts, 1993.

3.2 OBJECTIVES

After studying this lesson, you shall be able to understand:

o the concept of financial instruments;
° characteristics of financial instruments; and
° various innovative financial instruments.
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3.3 CONCEPT OF FINANCIAL INSTRUMENTS

Financial instruments refer to those documents which represent financial
claims on assets. Financial asset refers to a claim to the repayment of a certain sum
of money at the end of a specified period together with interest or dividend.
Examples are Bill of exchange, Promissory Note, Treasury Bill, Government Bond,
Deposit Receipt, Share, Debenture, etc. Financial instruments can also be called

financial securities. Financial securities can be classified into:

(i) Primary or direct securities: These are securities directly issued by the
ultimate investors to the ultimate savers, e.g. shares and debentures issued

directly to the public.

(i) Secondary or indirect securities: These are securities issued by some
intermediaries called financial intermediaries to the ultimate savers, e.g.
Unit Trust of India and mutual funds issue securities in the form of units to

the public and the money pooled is invested in companies.
Again these securities may be classified on the basis of duration as follows:

(i) Short-term securities: These securities are those which mature within a

period of one year. For example, Bill of Exchange, Treasury Bill, etc.

(i) Medium-term securities: These securities are those which have a maturity
period ranging between one and five years like Debentures maturing within

a period of 5 years.

(iii) Long-term securities: These securities are those which have a maturity
period of more than five years. For example, Government Bonds generally

mature after 10 years.
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3.4 CHARACTERISTICS OF FINANCIAL INSTRUMENTS

Generally speaking, financial instruments possess the following characteristic

or features :

1. Most of the instruments can be easily transferred from one hand to another

withoutmany cumbersome formalities.

2. They have a ready market i.e., they can be bought and sold frequently and

thus  trading in these securities is made possible.

3. They possess liquidity, i.e., some instruments can be converted into cash
readily. For instance, a bill of exchange can be converted into cash readily

by means of  discounting and rediscounting.

4. Most of the securities possess security value, i.e., they can be given as

security for thepurpose of raising loans.

5. Some securities enjoy tax status, i.e., investment in these securities are

exempted from Income Tax, Wealth Tax, etc., subject to certain limits.

6. They carry risk in the sense that there is uncertainty with regard to payment

of principal or interest or dividend as the case may be.

7. These instruments facilitate future trading so as to cover risks due to price

fluctuations, interest rate fluctuations etc.

8. These instruments involve less handling costs since expenses involved in

buying and selling these securities are generally much less.

0. The return on these instruments is directly in proportion to the risk

undertaken.
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10.  These instruments may be short-term or medium term or long-term
depending upon the maturity period of these instruments.
3.5 INNOVATIVE FINANCIAL INSTRUMENTS

In recent years, innovation has been the key word behind the phenomenal

success of many of the financial service companies and it forms an integral part of

all planning and policy decisions. This has helped them to keep in tune with the

changing times and changing customer needs. Accordingly, many innovative financial

instruments have come into the financial market in recent times. Some of them

have been discussed hereunder:

Commercial Paper: A paper is a short-term negotiable money market
instrument. It has the character of an unsecured promissory note with a
fixed maturity of 3 to 6 months. Banking and non-banking companies can
issue this for raising their short term debt. It also carries an attractive rate
of interest. Commercial papers are sold at a discount from their face value
and redeemed at their face value. Since its denomination is very high, it is

suitable only to institutional investors and companies.

Treasury Bill: A treasury bill is also a money market instrument issued by
the Central Government. It is also issued at a discount and redeemed at

par. Recently, the Government has come out with short term treasury bills
of 182-days bills and 364-days bills.

Certificate of Deposit: The scheduled commercial banks have been
permitted to issue certificate of deposit without any regulation on interest
rates. This is also a money market instrument and unlike a fixed deposit
receipt, it is a negotiable instrument and hence it offers maximum liquidity.
As such, it has a secondary market too. Since the denomination is very

high, it is suitable to mainly institutional investors and companies.
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Inter-bank Participations (IBPs): The scheme of inter-bank participation
is confined to scheduled banks only for a period ranging between 91 days
and 180 days. This may be “with risk” participation or “without risk”
participation. However, only a few banks have so far issued IBPs carrying
an interest rate ranging between 14 and 17 per cent per annum. This is

also a money market instrument.

Zero Interest Convertible Debenture/Bonds: As the very name
suggests, these instruments carry no interest till the time of conversion.

These instruments are converted into equity shares after a period of time.

Deep Discount Bonds: There will be no interest payments in the case of
deep discount bonds also. Hence, they are sold at a large discount to their
nominal value. For example, the Industrial Development Bank of India
issued in February 1996 deep discount bonds. Each bond having a face
value of Rs. 2,00,000 was issued at a deep discounted price of Rs.5300
with a maturity period of 25 years. Of course, provisions are there for
early withdrawal or redemption in which case the deemed face value of the
bond would be reduced proportionately. This bond could be gifted to any

person.

Index-Linked Guilt Bonds: These are instruments having a fixed maturity.
Their maturity value is linked to the index prevailing as on the date of

maturity. Hence, they are inflation-free instruments.

Option Bonds: These bonds may be cumulative or non-cumulative as per
the option of the holder of the bonds. In the case of cumulative bonds,
interest is accumulated and is payable only on maturity. But, in the case of
non-cumulative bond, the interest is paid periodically. This option has to

be exercised by the prospective investor at the time of investment.
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10.

11.

12.

13.

Secured Premium Notes: These are instruments which carry no interest
of three years. In other words, their interest will be paid only after 3 years,
and hence, companies with high capital intensive investments can resort to

this type of financing.

Medium Term Debentures: Generally, debentures are repayable only
after a long period. But, these debentures have a medium term maturity.
Since they are secured and negotiable, they are highly liquid. These types

of debt instruments are very popular in Germany.

Variable Rate Debentures: Variable rate debentures are debt instruments.
They carry a compound rate of interest, but this rate of interest is not a
fixed one. It varies from time to time in accordance with some pre-
determined formula as we adopt in the case of Dearness Allowance

calculations.

Non-Convertible Debentures with Equity Warrants: Generally
debentures are redeemed on the date of maturity but these debentures are
redeemed in full at a premium in installments as in the case of anticipated
insurance policies. The installments may be paid at the end of 5®, 6%, 7t

and 8" year from the date of allotment.

Equity with 100% Safety Net: Some companies make “100% safety
net” offer to the public. It means that they give a guarantee to the issue
price. Suppose, the issue price is Rs.40/- per share (nominal value of Rs.10/
- per share), the company is ready to get it back at Rs.40/- at any time,
irrespective of the market price. That is, even if the market price comes
down to Rs.30/- there is 100% safety net and hence the company will get
it back at Rs.40/-.
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14.

15.

16.

17.

18.

Cumulative convertible Preference Shares: These instruments along
with capital and accumulated dividend must be compulsorily converted
into equity shares in a period of 3 to 5 years from the date of their issue,
according to the discretion of the issuing company. The main object of
introducing it is to offer the investor an assured minimum return together
with the prospect of equity appreciation. This instrument is not popular in
India.

Convertible Bonds: A convertible bond is one which can be converted
into equity shares at a per-determined timing neither fully nor partially. There
are compulsory convertible bonds which provide for conversion within 18
months of their issue. There are optionally convertible bonds which provide
for conversion within 36 months. There are also bonds which provide for

conversion after 36 months and they carry ‘call’ and ‘put’ features.

Debentures with ‘Call’ and ‘Put’ Feature: Sometimes debentures may
be issued with “Call” and “Put” feature. In the case of debentures with
“Call feature”, the issuing company has the option to redeem the debentures
at a certain price before the maturity date. In the case of debentures with
“Put features”, the company gives the holder the right to seek redemption

at specified times at predetermined prices.

Easy Exit Bond: As the name indicates, this bond enables the small
investors to encash the bond at any time after 18 months of its issue and
thereby paving a way for an easy exit. It has a maturity period of 10 years
with a call option any time after 5 years. Recently the IDBI has issued this
type of bond with a face value of Rs.5000 per bond.

Retirement Bond: This type of bond enables an investor to get an assured
monthly income for a fixed period after the expiry of the “wait period”

chosen by him. No payment will be made during the “wait period”. The
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19.

20.

21.

22.

23.

longer the wait period, the higher will be the monthly income. Besides these,
the investor will also get a lump sum amount on maturity. For example, the
IDBI has issued Retirement Bond 96 assuring a fixed monthly income for
10 years after the expiry of the wait period. This bond can be gifted to any

person.

Regular Income Bond: This bond offers an attractive rate of interest
payable half yearly with the facility of early redemption. The investor is
assured of regular and fixed income. For example, the IDBI has issued
Regular Income Bond 96 carrying 16% interest p.a. It is redeemable at the

end of every year from the expiry of 3 years from the date of allotment.

Infrastructure Bond: It is a kind of debt instrument issued with a view to
giving tax shelter to investors. The resources raised through this bond will
be used for promoting investment in the field of certain infrastructure
industries. Tax concessions are available under Sec. 88, Sec. 54 EA and
Sec. 54EB of the Income Tax Act. HUDCO has issued for the first time
such bonds. Its face value is Rs. 1000 each carrying an interest rate of
15% per annum payable semi annually. This bond will also be listed in

important stock exchanges.

Carrot and Stick bonds: Carrot bonds have a low conversion premium
to encourage early conversion, and sticks allow the issuer to call the bond
at a specified premium if the common stock is trading at a specified

percentage above the strike price.

Convertible Bonds with a Premium put: These are bonds issued at face
value with a put, which means that the bond holder can redeem the bonds

for more than their face value.

Debt with Equity Warrant: Sometimes bonds are issued with warrants

for the purchase of shares. These warrants are separately tradable.
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24.

25.

26.

217.

28.

29.

30.

Dual Currency Bonds: Bonds that are denominated and pay interest in
one currency and are redeemable in another currency come under this

category. They facilitate interest rate arbitrage between two markets.

ECU Bonds (European Currency Unit Bonds): These bonds are
denominated in a basket of currencies of the 10 countries that constitute
the European community. They pay principal and interest in ECUs or in

any of the 10 currencies at the option of the holder.

Yankee Bonds: If bonds are raised in U.S.A., they are called Yankee

bonds and if they are raised in Japan, they are called Samurai Bonds.

Flip-Flop Notes: It is a kind of debt instrument which permits investors to
switch between two types of securities e.g. to switch over from a long

term bond to a short term fixed-rate note.

Floating Rate Notes (FRNs): These are debt instruments which facilitate

periodic interest rate adjustments.

Loyalty Coupons: These are entitlements to the holder of debt for two to
three years to exchange into equity shares at discount prices. To get this
facility, the original subscriber must hold the debt instruments for the said

period.

Global Depository Receipt (GDR): A global depository receipt is a
dollar denominated instrument traded on a stock exchange in Europe or
the U.S.A. or both. It represents a certain number of underlying equity
shares. Though the GDR is quoted and traded in dollar terms, the underlying
equity shares are denominated in rupees. The shares are issued by the
company to an intermediary called depository in whose name the shares

are registered. It is the depository which subsequently issues the GDRs.
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3.6 SUMMARY

Financial instruments are monetary contracts between parties. They can
be created, traded, modified and settled. They can be cash (currency), evidence
of'an ownership interest in an entity (share), or a contractual right to receive or
deliver cash (bond). Financial instruments are financial contracts between interested
parties. They can be created, traded, modified and settled. There are different
types of financial instruments, viz, currency, share and bond. They are intangible
assets, which are expected to provide future benefits in the form of a claim to
future cash. It is a tradable asset representing a legal agreement or a contractual
right to evidence monetary value / ownership interest of an entity. Innovative financial
instruments support economic growth. Innovative financial instruments can attract
funding from other public or private investors in areas of EU strong interest but
which are perceived as risky by investors. Examples include sectors with high
economic growth or innovative business activities. Innovative financial
instruments can attract funding from other public or private investors in areas of

EU strong interest but which are perceived as risky by investors.

3.7 GLOSSARY

o Charge card advances: The cash advance fee can be charged as

a percentage of the cash advance or a flat rate.

o Commercial bank: A commercial bank is a type of financial
institution that accepts deposits; offers checking account services;
makes business, personal and mortgage loans; and offers basic
financial products like certificates of deposit (CDs) and savings

accounts to individuals and small businesses.

J Credit card: a small plastic card issued by a bank, building society,

etc., allowing the holder to purchase goods or services on credit.
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Debit card: a card allowing the holder to transfer money

electronically from their bank account when making a purchase.
ECU: European Currency Unit

EU: The European Union (EU) is a political and economic union

of 28 member states that are located primarily in Europe.

GDRs: GDRs represent ownership of an underlying number of
shares of a foreign company and are commonly used to invest in
companies from developing or emerging markets by investors in

developed markets.

Hedge Funds: An offshore investment fund typically formed as a
private limited partnership, that engages in speculation using credit

or borrowed capital.
HUDCO: Housing and Urban Development Corporation.

Mortgage Loans: A mortgage is a loan in which property or real
estate is used as collateral. The borrower enters into an agreement
with the lender (usually a bank) wherein the borrower receives
cash upfront then makes payments over a set time span until he

pays back the lender in full.

Overdraft: An overdraft occurs when money is withdrawn from
a bank account and the available balance goes below zero. In this

situation the account is said to be “overdrawn”.
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3.8

SELFASSESSMENT QUESTIONS

Ql.

Q2.

Q3.

Q4.

Q5.

What you mean by commercial paper ?

What is treasury bill ?

What is certificate of deposit?

What is inter-bank participations?

What is zero interest convertible debenture?
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Q6.  Whatis adeep discount bond?

Q7.  Whatis an index-linked guilt bond?

Q8.  What are option bonds?

Q9.  Whatis secured premium notes?

Q10. What are medium term debentures?
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Ql1.

QI12.

QI3.

Ql4.

Ql5.

What are variable rate debentures ?

What are non-convertible debentures with equity warrants?

What is equity with 100% safety net?

What is cumulative convertible preference shares?

What are convertible bonds?
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Ql6.

Ql17.

QI8.

Q19.

Q20.

What are debentures with ‘call” and ‘put’ feature?

What is easy exit bond?

What is retirement bond?

What is regular income bond?

What is infrastructure bond?
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Q21.

Q22.

Q23.

Q24.

Q25.

What are carrot and stick bonds ?

What are convertible bonds with a premium put?

What is debt with equity warrant?

What are dual currency bonds?

What is ECU Bonds?
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Q26. What are yankee bonds?
Q27. Whatare flip-flop notes?
Q28. Whatis floating rate notes?
Q29. What are loyalty coupons?
Q30. Whatis GDR ?
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3.9 LESSONEND EXERCISE

Q1. Explain the concept of financial instruments?

Q2.  Whatare the various characteristics of financial instruments?

Q3.  Explain various innovative financial instruments?

3.10 SUGGESTED READINGS

1. Balance of Payments Manual, fifth edition, IMF, Washington D. C., 1993.

2. Bansal, L.K., Merchant Banking and Financial Services, Unistar Books
Pvt. Ltd., Chandigarh.

3. Bhatia, B.S., and Batra, G.S., Financial Services, Deep & Deep Publishers,
New Delhi.
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10.

Bhole, L.M., Financial Institutions and Markets, Tata McGraw Hill, New
Delhi.

Chandra, P., Financial Management, Tata McGraw Hill, New Delhi.

Financial Derivatives, A Supplement to the fifth edition of the Balance of
Payments Manual, IMF, Washington D. C., 2000.

Khan, M.Y., Financial Services, Tata McGraw Hill, New Delhi.

Kothari, C.R., Investment Banking and Customer Service, Arihand

Publishers, Jaipur.

Macroeconomic Accounting and Analysis in Transition Economies,
Abdessatar Ouanes and Subhash Thakur, IMF, Washington D. C., 1997.

Monetary and Financial Statistics Manual, IMF, Washington D. C., 2000.
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4.1 INTRODUCTION

A “financial system” is a system that allows the exchange of funds
between lenders, investors, and borrowers. Financial systems operate at national
and global levels. They consist of complex, closely related services, markets, and
institutions intended to provide an efficient and regular linkage between investors

and depositors.

Money, credit, and finance are used as medium of exchange in financial
systems. They serve as a medium of known value for which goods and services can
be exchanged as an alternative to bartering. A modern financial system may
include banks (public sector or private sector), financial markets, financial
instruments, and financial services. Financial systems allow funds to be allocated,
invested, or moved between economic sectors. They enable individuals and

companies to share the associated risks.

There has been an upsurge in the financial services provided by various
banks and financial institutions since 1990. Efficiency of emerging financial system
depends upon the quality and variety of financial services provided by the banking
and non-banking financial companies. Financial services, through the network of
elements such as financial institutions, financial markets and financial instruments,
serve the needs of individuals, institutions and corporates. It is through these elements
that the functioning of the financial system is facilitated. In fact, an orderly functioning
of the financial system depends, to a great extent, on the range and the quality of

financial services extended by a host of providers.

India’s services sector has always served the Indian economy well,
accounting for nearly 57 per cent of the gross domestic product (GDP). Here, the
financial services segment has been a significant contributor. The financial services
sector in India is dominated by commercial banks which have more than 60 per

cent share of the total assets; other segments include mutual funds, insurance firms,
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non-banking institutions, cooperatives and pension funds. The Government of India
has introduced reforms to liberalize, regulate and enhance the country’s financial
services industry. Presently, the country can claim to be one of the world’s most
vibrant capital markets. In spite of the challenges that are still there, the sector’s
future looks good. The present situation of Indian financial service sector could be

broadly represented as follows :
e RBI, at the Apex
e Commercial banks which includes public sector and private sector Banks,

e Development financial institutions which could be divided into all India

institutions and state level institutions,

¢ Insurance companies, which can be classified as, Life Insurance Corporation
of India, General Insurance Corporation of India, and private sector

insurance companies,

e Other public sector financial institutions like Post Office Savings bank,

National housing bank, Export Import bank of India etc.
e Mutual funds
e Non Banking Finance Corporations
e Assetreconstruction companies
e Capital market intermediaries,

e Credit information companies.
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The Structure of Indian Financial System is displayed in the following chart 4.1

CHART 4.1 The structure of Indian Financial System
(Source: The Indian Banker)
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4.2

OBJECTIVES

After studying this lesson, you shall be able to understand:

various challenges facing the financial services sector;
present scenario of financial service sector in India;

development of financial system in India.

4.3

CHALLENGES FACING THE FINANCIAL SERVICES SECTOR

However, the financial service sector has to face many challenges in its

attempt to fulfill the ever growing financial demands of the economy. Some of the

important challenges are reported hereunder:

1.

Lack of qualified personnel: The financial services sector is fully geared
to the task of “financial creativity”. However, this sector has to face many
challenges. In fact, the dearth of qualified and trained personnel is an
important impediment in its growth. Hence, it is very vital that a proper and

comprehensive training must be given to the various financial intermediaries.

Lack of investor awareness: The introduction of new financial products
and instruments will be of no use unless the investor is aware of the
advantages and uses of the new and innovative products and instruments.
Hence, the financial intermediaries should educate the prospective investors
/ users of the advantages of the innovative instruments through literature,

seminars, workshops, advertisements and even through audio-visual aids.

Lack of transparency: The whole financial system is undergoing a
phenomenal change in accordance with the requirements of the national
and global environments. It is high time that this sector gave up their

orthodox attitude of keeping accounts in a highly secret manner. Hence,
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this sector should opt for better levels of transparency. In other words, the
disclosure requirements and the accounting practices have to be in line

with the international standards.

Lack of specialization: In the Indian scene, each financial intermediary
seems to deal in different financial service lines without specializing in one
or two areas. In other words, each intermediary is acting as a financial
super market delivering so many financial products and dealing in different
varieties of instruments. In other countries, financial intermediaries like
Newtons, Solomon Brothers etc. specialize in one or two areas only. This
helps them to achieve high levels of efficiency and excellence. Hence, in

India also financial intermediaries can go for specialization.

Lack of recent data: Most of the intermediaries do not spend more on
research. It is very vital that one should build up a proper data base on the
basis of which one could embark upon “financial creativity”. Moreover, a
proper data base would keep oneself abreast of the recent developments
in other parts of the whole world and above all, it would enable the fund

managers to take sound financial decisions.

Lack of efficient risk management system: With the opening of the
economy to multinationals and the exposure of Indian companies to
international competition, much importance is given to foreign portfolio
flows. It involves the utilization of multi currency transactions which exposes
the client to exchange rate risk, interest rate risk and economic and political
risk. Unless a proper risk management system is developed by the financial
intermediaries as in the West, they would not be in a position to fulfill the
growing requirements of their customers. Hence, it is absolutely essential
that they should introduce Futures, Options, Swaps and other derivative

products which are necessary for an efficient risk management system.
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The above challenges are likely to increase in number with the growing
requirements of the customers. The financial services sector should rise up
to the occasion to meet these challenges by adopting new instruments and
innovative means of financing so that it could play a very dynamic role in

the economy.

4.4

PRESENT SCENARIO OF FINANCIAL SERVICES IN INDIA

The present scenario of financial service sector is:

1.

Conservatism to dynamism: At present, the financial system in India is
in a process of rapid transformation, particularly after the introduction of
reforms in the financial sector. The main objective of the financial sector
reforms is to promote an efficient, competitive and diversified financial
system in the country. This is very essential to raise the allocative efficiency
of available savings, increase the return on investment and thus to promote
the accelerated growth of the economy as a whole. As a result, we have
recently witnessed phenomenal changes in the money market, securities
market, capital market, debt market and the foreign exchange market. In
this changed context, the role of financial services has assumed greater
significance in our county. At present, numerous new financial intermediaries
have started functioning with a view to extending multifarious services to
the investing public in the area of financial services. The emergence of
various financial institutions and regulatory bodies has transformed the
financial services sector from being a conservative industry to a very dynamic

one.

Emergence of Primary Equity Market: Now, we are also witnessing
the emergence of many private sector financial services. The capital markets
which were very sluggish, have become a popular source of raising finance.

The number of stock exchanges in the country has gone up from 9 in 1980
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to 24 in 2004. The aggregate funds raised by the industries in the primary
markets have gone from up. The numbers of companies listed on the stock
exchange have also gone up from 2265 in 1980 to over 10000 in 2004.
Thus, the primary equity market has emerged as an important vehicle to
channelise the savings of the individuals and corporates for productive
purposes and thus to promote the industrial and economic growth of our

nation.

Concept of Credit Rating: There is every possibility of introducing equity
grading. Hitherto, the investment decisions of the investors have been based
on factors like name recognition of the company, operations of the group,
market sentiments, reputation of the promoters etc. Now, grading from an
independent agency would help the investor in his portfolio management
and thus, equity grading is going to play a significant role in investment
decision-making. From the company point of view, equity grading would
help to broaden the market for their public offer, to replace the name
recognition by objective opinion and to have a wider investor base. Thus,
grading would give further fillip to the primary market. Moreover, the concept
of credit rating would play a significant role in identifying the risk level of

the corporate entity in which the investor wants to take part.

Now it is mandatory for the non-banking financial companies to get credit
rating for their debt instruments. The four major credit rating agencies

functioning in India are :

(@) Credit Rating Information Services of India Ltd. (CRISIL):
Credit Rating Information Services of India Ltd. (CRISIL) is a
global analytical company providing ratings, research and risk and

policy advisory services.
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(ii) Credit Analysis and Research Itd. (CARE): Credit Analysis
and Research Itd. (CARE) provides various credit ratings that help
corporates to raise capital for their various requirements and assist
the investors to form informed investments decision based on

the credit risk and their own risk-return expectations.

(iii) Investment Information and Credit Rating Agency (ICRA):
Investment Information and Credit Rating Agency (ICRA) or ICRA
Limited is an Indian independent and professional investment

information and credit rating agency.

(iv)  Duff Phelps Credit Rating Pvt. Ltd. (DCR India): DCR India
or Duff & Phelps Credit Rating India Private Ltd is one of the top
credit rating agencies in India. Their activities have been mainly

confined to debt instruments only.

Process of Globalisation: Again, the process of globalisation has paved
the way for the entry of innovative and sophisticated financial products
into our country. Since the Government is very keen in removing all obstacles
that stand in the way of inflow of foreign capital, the potentiabilities for the
introduction of innovative international financial products in India are very
great. Moreover, India is likely to enter the full convertibility era soon.
Hence, there is every possibility of introduction of more and more innovative

and sophisticated financial services in our country.

Process of Liberalisation: Realizing all these factors, the Government of
India has initiated many steps to reform the financial services industry. The
Government has already switched over to free pricing of issues from pricing
issues. The interest rates have been deregulated. The private sector has
been permitted to participate in banking and mutual funds and the public

sector undertakings are being privatized. The Securities Exchange Board
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of India has liberalized many stringent conditions so as to boost the capital
and money markets. In this changed context, the financial service industry
in India has to play a very positive and dynamic role in the years to come
by offering many innovative products to suit to the varied requirements of

the millions of prospective investors spread throughout the country.

4.5 DEVELOPMENT OF FINANCIAL SYSTEM IN INDIA

Some serious attention was paid to the development of a sound financial
system in India only after the launching of the planning era in the country. At the
time of Independence in 1947, there was no strong financial institutional mechanism
in the country. There was absence of issuing institutions and non participation of
intermediary financial institutions. The industrial sector also had no access to the
savings of the community. The capital market was very primitive and shy. The
private as well as the unorganised sector played a key role in the provision of
“liquidity”. On the whole, chaotic conditions prevailed in the system. With the
adoption of the theory of mixed economy, the development of the financial system
took a different turn so as to fulfill the socio-economic and political objectives.
The Government started creating new financial institutions to supply finance both
for agricultural and industrial development and it also progressively started
nationalising some important financial institutions so that the flow of finance might

be in the right direction.

1. Nationalisation of Financial Institutions: As stated earlier, the RBI is
the leader of the financial system. But, it was established as a private
institution in 1935. It was nationalised in 1948. It was followed by the
nationalisation of the Imperial Bank of India in 1956 by renaming it as
State Bank of India. In the same year, 245 Life Insurance Companies were
brought under Government control by merging all of them into a single

corporation called Life Insurance Corporation of India (LIC). Another
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significant development in our financial system was the nationalisation of
14 major commercial banks in 1969. Again, six banks were nationalised in
1980. This process was then extended to General Insurance Companies
(GIC) which were reorganised under the name of General Insurance
Corporation of India. Thus, the important financial institutions were brought

under public control.

Starting of Unit Trust of India (UTI): Another landmark in the history of
development of our financial system is the establishment of new financial
institutions to strengthen our system and to supply institutional credit to
industries. The Unit Trust of India was established in 1964 as a public
sector institution to collect the savings of the people and make them available
for productive ventures. It is the oldest and largest mutual fund in India. It
is governed by its own statutes and regulations. However, since 1994, the
schemes of UTI have to be approved by the SEBI. It has introduced a
number of open-ended and close-ended schemes. It also provides
repurchase facility of units of the various income schemes after a minimum
lock-in period of one year. Some of the unit schemes of UTI are linked
with stock exchanges. Its investment is confined to both corporate and
non-corporate sectors. In recent years, it has established the following

subsidiaries:
(1) The UTI Bank Ltd., in April 1994.

(1) The UTI Investor Service Ltd., to act as UTI’s own Registrar and

Transfer agency.
(11) The UTI Security Exchange Ltd.

Establishment of Development Banks: Many development banks were

started not only to extend credit facilities to financial institutions but also to
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render advisory services. These banks are multipurpose institutions which
provide medium and long-term credit to industrial undertakings, discover
investment projects, undertake the preparation of project reports, provide
technical advice and managerial services and assist in the management of
industrial units. These institutions are intended to develop backward regions
as well as small and new entrepreneurs. The Industrial Finance Corporation
of India (IFCI) was set-up in 1948 with the object of making medium and
long-term credits more readily available to industrial concerns in India,
particularly under circumstances where normal banking accommodation is
inappropriate or recourse to capital issue method is impracticable. At the
regional level, State Financial Corporations were established under the
State Financial Corporation Act, 1951 with a view of providing medium
and long-term finance to medium and small industries. It was followed by
the establishment of the Industrial Credit and Investment Corporation of
India (ICICI) in 1955 to develop large and medium industries in private
sector, on the initiative of the World Bank. It adopted a more dynamic and

modern approach in industrial financing.

Subsequently, the Government of India set-up the Refinance Corporation
of India (RCI) in 1958 with a view of providing refinance facilities to banks
against term loans granted by them to medium and small units. Later on it
was merged with the Industrial Development Bank of India. The Industrial
Development Bank of India (IDBI) was established on July 1, 1964 as a
wholly-owned subsidiary of the RBI. The ownership of IDBI was then
transferred to the Central Government with effect from February 16, 1976.
The IDBI was the apex institution in the area of development banking and
as such it had to coordinate the activities of all the other financial institutions.
However, it has been converted into a commercial bank and so it has lost

the status of'a development bank now. At the State level, the State Industrial
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Development Corporations (SIDCO)/ State Industrial Investment
Corporations (SIIC) were created to meet the financial requirements of
the States and to promote regional development. In 1971, the IDBI and
LIC jointly set up the Industrial Reconstruction Corporation of India (IRCI)
with the main objective of reconstruction and rehabilitation of sick industrial
undertakings. The IRCI was converted into a statutory corporation in March
1985 and renamed as the Industrial Reconstruction Bank of India (IRBI).
In 1997, the IRBI has to be completely restructured since it itself has
become sick due to financing of sick industries. Now, it is converted into a
limited company with a new name of Industrial Investment Bank of India
(ITBI). Its objective is to finance only expansion, diversification,
modernisation, etc., of industries and thus it has become a development
bank. The Small Industries Development Bank of India (SIDBI) was set-
up as a wholly-owned subsidiary of IDBI. It commenced operations on
April 2, 1990. The SIDBI has taken over the responsibility of administrating
the Small Industries Development Fund and the National Equity Fund.

Institution for Financing Agriculture: In 1963, the RBI set-up the
Agricultural Refinance and Development Corporation (ARDC) to provide
refinance support to banks to finance major development projects such as
minor irrigation, farm mechanisation, land development, horticulture, dairy
development, etc. However, in July 1982, the National Bank for Agriculture
and Rural Development (NABARD) was established and the ARDC was
merged with it. The whole sphere of agricultural finance has been handed
over to NABARD. The functions of the Agricultural Credit Department
and Rural Planning and Credit Cell of the RBI have been taken over by
NABARD.

Institution for Foreign Trade: The Export and Import Bank of India
(EXIM Bank) was set-up on January 1, 1982 to take over the operations
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of International Finance wing of the IDBI. Its main objective is to provide
financial assistance to exporters and importers. It functions as the principal
financial institution for coordinating the working of other institutions engaged
in financing of foreign trade. It also provides refinance facilities to other

financial institutions against their export-import financing activities.

Institution for Housing Finance: The National Housing Bank (NHB)
has been set-up on July 9, 1988 as an apex institution to mobilise resources
for the housing sector and to promote housing finance institutions both at
regional and local levels. It provides refinance facilities to housing finance
institutions and scheduled banks. It also provides guarantee and underwriting
facilities to housing finance institutions. Again, it coordinates the working

of all agencies connected with housing.

Stock Holding Corporation of India Ltd. (SHCIL): In 1987 another
institution, viz., Stock Holding Corporation of India Ltd. was set up to
tone up the stock and capital markets in India. Its main objective is to
provide quick share transfer facilities, clearing services, depository services,
support services, management information services and development
services to investors both individuals and corporates. The SHCIL was set-
up by seven All India financial institutions, viz., IDBI, IFCI, ICICI, LIC,
GIC, UTI and IRBIL.

Mutual Funds Industry: Mutual funds refer to the funds raised by financial
service companies by pooling the savings of the public and investing them
in a diversified portfolio. They provide investment avenues for small
investors who cannot participate in the equities of big companies. Mutual
funds have been floated by some public sector banks, LIC, GIC and recently

by private sector also.
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10.

Venture Capital Institutions: Venture capital is another method of
financing in the form of equity participation. A venture capitalist finances a
project based on the potentialities of a new innovative project. Much thrust
is given to new ideas or technological innovations. Indeed, it is a long-term
risk capital to finance high technology projects. The IDBI venture capital
fund was set-up in 1986. The IFCI has started a subsidiary to finance
venture capital, viz., The Risk Capital and Technology Finance Corporation
(RCTC). Likewise, the ICICI and the UTI have jointly set-up the
Technology Development and Information Company of India Limited
(TDICI) in 1988 to provide venture capital. Similarly, many State Financial
Corporations and commercial banks have started subsidiaries to provide
venture capital. The Indus Venture Capital Fund and the Credit Capital

Venture Fund Limited come under the private sector.

Credit Rating Agencies: Of late, many credit rating agencies have been
established to help investors to make a decision of their investment in various
instruments and to protect them from risky ventures. At the same time, it
has the effect of improving the competitiveness of the companies so that
one can excel the other. Credit rating is now mandatory for all debt
instruments. Similarly, for accepting deposits, non-banking companies have
to compulsorily go for credit rating. Some of the important credit rating

agencies established are:
(1) Credit Rating and Information Services of India Ltd. (CRISIL).

(i) Investment Information and Credit Rating Agency of India Ltd.
(ICRA).

(iit) Credit Analysis and Research Ltd. (CARE).
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11.

12.

The rating is confined to fixed deposits, debentures, preference shares and
short-term instruments like commercial paper. The rating of equity shares
will come into effect soon. The establishment of various credit rating agencies
will go a long way in stabilising the financial system in India by supplying

vital credit information about corporate customers.

Multiplicity of Financial Instruments: The expansion in size and number
of financial institutions has consequently led to a considerable increase in
the financial instruments also. New instruments have been introduced in
the form of innovative schemes of LIC, UTI, Banks, Post Office Savings
Bank Accounts, Shares and debentures of different varieties, Public Sector
Bonds, National Savings Scheme, National Savings Certificates, Provident
Funds, Relief Bonds, Indira Vikas Patra, etc. Thus, different types of
instruments are available in the financial system so as to meet the diversified
requirements of varied investors and thereby making the system more

healthy and vibrant.

Legislative Support: The Indian financial system has been well supported
by suitable legislative measures taken by the Government then and there
for its proper growth and smooth functioning. Though there are many
enactments, some of them are very important. The Indian Companies Act
was passed in 1956 with a view of regulating the functioning of companies
from birth to death. It mainly aims at giving more protection to investors
since there is a diversity of ownership and management in companies. It
was a follow-up to the Capital Issues Control Act passed in 1947. Again,
in 1956, the Securities Contracts (Regulation) Act was passed to prevent
undesirable transactions in securities. It mainly regulates the business of
trading in the stock exchanges. This act permitted only recognised stock
exchanges to function. To ensure the proper functioning of the economic

system and to prevent concentration of economic power in the hands of a
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13.

few, the Monopolies and Restrictive Trade Practices Act was passed in
1970. In 1973, the Foreign Exchange Regulations Act was enacted to
regulate the foreign exchange dealings and to control Indian investments
abroad and vice versa. The Capital Issues Control Act was replaced by
setting up of the Securities Exchange Board of India. Its main objective is
to protect the interest of investors by suitably regulating the dealings in the
stock market and money market so as to achieve efficient and fair trading
in these markets. When the Government adopted the New Economic
Policy, many of these acts were amended so as to remove many unwanted
controls. Banks and financial institutions have been permitted to become
members of the stock market in India. They have been permitted to float

mutual funds, undertake leasing business, carry-out factoring services, etc.

Besides the above, the Indian Contract Act, The Negotiable Instruments
Act, The Law of Limitation Act, The Banking Regulations Act, The Stamp
Act, etc., deserve a special mention. When the financial system grows, the
necessity of regulating it also grows side-by-side by means of bringing
suitable legislations. These legislative measures have reorganised the Indian
financing system to a greater extent and have restored confidence in the

minds of the investing public as well.

However, to avoid overlap in certain key areas between SEBI and other
bodies such as Company Law Board, RBI, etc., it is necessary to classify
the respective jurisdictions. At present, the jurisdiction is divided between
the RBI (money, market, repos, debt market) and SEBI. It would be
advisable to consolidate the securities law into comprehensive legislation
on the lines of the British Financial Services and Market Act, 2000.

Financial Sector Legislative Reforms Commission (FSLRC): The

Central Government has very recently constituted the Financial Sector
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Legislative Reforms Commission (FSLRC) under the chairmanship of former
Justice B.N. Srikrishna to rewrite and harmonise the various financial sector
legislations, rules and regulations. There are over 60 acts and multiple rules
and regulations and many of them have become archaic. Moreover, large
number of amendments made in these acts over time has increased the

ambiguity and complexity of the system.

4.6 SUMMARY

Financial services constitute an important component of the financial system.
Financial services serve the needs of individuals, institutions and corporate through
anetwork of elements. Prior to economic liberalization, the Indian financial service
sector was charaterised by so many factors which retarded its growth. Financial
services cover a wide range of activities and they can be broadly classified into
traditional activities and modern activities. In the changed economic scenario, many
financial intermediaries have started expanding their activities in the financial services
sector by offering a variety of new products. The financial service sector has thus
emerged as the fastest growing sunrise industry. After the introduction of planning,
rapid industrialisation has taken place. It has in turn led to the growth of the corporate
sector and the Government sector. In order to meet the growing requirements of
the Government and the industries, many innovative financial instruments have been
introduced. Besides, there has been a rapid growth of financial intermediaries to
meet the ever-growing financial requirements of different types of customers. Hence,
the Indian financial system is more developed and integrated today than what it

was 50 years ago.

4.7 GLOSSARY

e  ARC: AnAsset Reconstruction Company (ARC) is a specialized financial

institution that buys the NPAs or bad assets from banks and financial
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institutions so that the latter can clean up their balance sheets. Or in other

words, ARCs are in the business of buying bad loans from banks.

IRBI: The Industrial Reconstruction Corporation of India Ltd., set up in
1971 for rehabilitation of sick industrial companies, was reconstituted as
Industrial Reconstruction Bank of India in 1985 under the IRBI Act, 1984.

UTI Bank: The Bank was promoted in 1993 jointly by the Administrator
of the Unit Trust of India (UTI-I), Life Insurance Corporation of India
(LIC), General Insurance Corporation, National Insurance Company, The
New India Assurance Company, The Oriental Insurance Corporation and

United India Insurance Company.

4.8 SELFASSESSMENT QUESTIONS

Q1.  What you mean by conservatism to dynamism in financial service sector?
Q2.  Whatis globalisation?

Q3. Whatisliberalization?
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Q4.

Q5.

Q6.

Q7.

Q8.

What is CRISIL?

What is CARE?

What is ICRA?

What is DCR India?

Explain the establishment of development banks in India?
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Q9.  What do you mean by mutual fund industry?

Q10. Whatis venture capital?

QI11. Explain FSLRC?

4.9 LESSONEND EXERCISE

Q1.  Whatare the challenges faced by financial service sector?
Q2.  Explain the present scenario of financial services in India?
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Q3.  Explain various credit rating agencies in India?

Q4.  Explain the development of financial system in India?
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5.1 INTRODUCTION

Risk has two components namely uncertainty and exposure. If both are
not present, there is no risk. If a man jumps out of an airplane with a parachute on
his back, he may be uncertain as to whether or not the chute will open. He is taking
risk because he is exposed to that uncertainty. If the chute fails to open, he will
suffer personally. In this example, a typical spectator on the ground would not be
taking risk. They may be equally uncertain as to whether the chute will open, but
they have no personal exposure to that uncertainty. Exceptions might include: A
spectator who is owed money by the man jumping from the plane. A spectator
who is a member of the man’s family, such spectators do face risk because they
may suffer financially and/or emotionally should the man’s chute fail to open. They

are exposed and uncertain.

5.2  OBJECTIVES

After reading this lesson you should be able to understand:

o concept of risk;
. types of risk; and
. how to manage risk

5.3 CONCEPT OF RISK

A synonym for uncertainty is ignorance. We face risk because we are
ignorant about the future. After all, if we were omniscient, there would be no risk.
Because ignorance is a personal experience, risk is necessarily subjective. Consider
another example: A person is heading to the airport to catch a flight. The weather
is threatening and it is possible the flight has been cancelled. The individual is
uncertain as to the status of the flight and faces exposure to that uncertainty. His

travel plans will be disrupted if the flight is cancelled. Accordingly, he faces risk.
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Suppose another person is also heading to the airport to catch the same flight. This
person has called ahead and confirmed that the flight is not cancelled. Accordingly,
he has less uncertainty and faces lower risk. In this example, there are two individuals
exposed to the same event. Because they have different levels of uncertainty, they
face different levels of risk. Risk is subjective. Institutions can reduce some risks
simply by researching them. A bank can reduce its credit risk by getting to know
its borrowers. A brokerage firm can reduce market risk by being knowledgeable
about the markets it operates in. Risk is a personal experience, not only because it
is subjective, but because it is individuals who suffer the consequences of risk.
Although we may speak of companies taking risk, in actuality, companies are merely
conduits for risk. Ultimately, all risks which flow through an organization accrue to

individuals stock holders, creditors, employees, customers, board members, etc.

5.4  TYPES OF RISK

Following are the types of risk:
5.4.1 Creditrisk

Credit risk is risk due to uncertainty in a counterparty’s (also called an
obligor or credit’s) ability to meet its obligations. Because there are many types of
counterparties from individuals to sovereign governments and many different types
of obligations from auto loans to derivatives transactions, credit risk takes many
forms. Institutions manage it in different ways. In assessing credit risk from a single

counterparty, an institution must consider three issues:

(a) Default probability: What is the likelihood that the counterparty will
default on its obligation either over the life of the obligation or over some
specified horizon, such as a year? Calculated for a one-year horizon, this

may be called the expected default frequency.
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(b) Credit exposure: In the event of a default, how large will the outstanding

obligation be when the default occurs?

() Recovery rate: In the event of default, what fraction of the exposure may
be recovered through bankruptcy proceedings or some other form of

settlement?

When we speak of the credit quality of an obligation, this refers generally
to the counterparty’s ability to perform on that obligation. This encompasses both
the obligation’s default probability and anticipated recovery rate. To place credit
exposure and credit quality in perspective, recall that every risk comprises two
elements: exposure and uncertainty. For credit risk, credit exposure represents the

former, and credit quality represents the latter.

For loans to individuals or small businesses, credit quality is typically assessed
through a process of credit scoring. Prior to extending credit, a bank or other
lender will obtain information about the party requesting a loan. In the case of a
bank issuing credits cards, this might include the party’s annual income, existing
debts, whether they rent or own a home, etc. A standard formula is applied to the
information to produce a number, which is called a credit score. Based upon the
credit score, the lending institution will decide whether or not to extend credit. The

process is formulaic and highly standardized.

Many forms of credit risk, especially those associated with larger institutional
counterparties are complicated, unique or are of such a nature that it is worth
assessing them in a less formulaic manner. The term credit analysis is used to
describe any process for assessing the credit quality of counterparty. While the
term can encompass credit scoring, it is more commonly used to refer to processes
that entail human judgment. One or more people, called credit analysts, will review
information about the counterparty. This might include its balance sheet, income

statement, recent trends in its industry, the current economic environment, etc.
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They may also assess the exact nature of an obligation. For example, secured debt
generally has higher credit quality than subordinated debt of the same issuer. Based
upon their analysis, they assign the counterparty (or the specific obligation) a credit

rating, which can be used for making credit decisions.

Many banks, investment managers and insurance companies hire their own
credit analysts who prepare credit ratings for internal use. Other firms including
Standard and Poor’s, Moody’s and Fitch are in the business of developing credit
ratings for use by investors or other third parties. Institutions that have publicly
traded debt hire one or more of them to prepare credit ratings for their debt.
Those credit ratings are then distributed for little or no charge to investors. Some
regulators also develop credit ratings. In the United States, the National Association
of Insurance Commissioners publishes credit ratings that are used for calculating

capital charges for bond portfolios held by insurance companies.

The manner in which credit exposure is assessed is highly dependent on
the nature of the obligation. If a bank has loaned money to a firm, the bank might
calculate its credit exposure as the outstanding balance on the loan. Suppose instead
that the bank has extended a line of credit to a firm, but none of the line has yet
been drawn down. The immediate credit exposure is zero, but this doesn’t reflect
the fact that the firm has the right to draw on the line of credit. Indeed, if the firm
gets into financial distress, it can be expected to draw down on the credit line prior
to any bankruptcy. A simple solution is for the bank to consider its credit exposure
to be equal to the total line of credit. However, this may overstate the credit
exposure. Another approach would be to calculate the credit exposure as being
some fraction of the total line of credit, with the fraction determined based upon an

analysis of prior experience with similar credits.

Derivative instruments represent contingent obligations, so they entail credit

risk. While it is possible to measure the mark-to-market credit exposure of
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derivatives based upon their current market values, this metric provides an
incomplete picture. For example, many derivatives, such as forwards or swaps,
have a market value of zero when they are first entered into. Mark-to-market
exposure which is based only on current market values does not capture the potential
for market values to increase over time. For that purposes some probabilistic metric

of potential credit exposure must be used.

There are many ways that credit risk can be managed or mitigated. The
first line of defense is the use of credit scoring or credit analysis to avoid extending
credit to parties that entail excessive credit risk. Credit risk limits are widely used.
These generally specify the maximum exposure a firm is willing to take to
counterparty. Industry limits or country limits may also be established to limit the
sum credit exposure a firm is willing to take to counterparties in a particular industry
or country. Calculation of exposure under such limits requires some form of credit
risk modelling. Transactions may be structured to include collateralization or various
credit enhancements. Credit risks can be hedged with credit derivatives. Finally,

firms can hold capital against outstanding credit exposures.
5.4.2 Legal risk

Legal risk is risk from uncertainty due to legal actions or uncertainty in the
applicability or interpretation of contracts, laws or regulations. Depending on an

institution’s circumstances, legal risk may entail such issues as:

(a) Contract formation: What constitutes a legitimate contract? Is an oral

agreement sufficient, or must there be a legal document?

(b) Capacity: Does counterparty have the capacity to enter into a transaction?
For example, in 1992, the United Kingdom’s House of Lords determined
that the London Borough of Hammersmith and Fulham lacked capacity to

transact in derivatives linked to interest rates. Not only were contracts
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dating back to the mid-1980s with the borough declared void, but contracts
with over 130 other councils were effectively invalidated. A number of

derivatives dealers suffered losses.

Legality of derivatives transactions: In some jurisdictions there are
issues relating to whether certain derivatives could be deemed gambling
contracts and thus made unenforceable. This was a significant concern

during the early days of OTC (Over The Counter) derivatives markets.

Perfection of an interest in collateral: A claim is perfected if it is senior
to any existing or future third-party claims in the event of bankruptcy. A
perfected interest represents a lien on collateral. Requirements to perfect a
claim can be complex and vary by both jurisdiction and the nature of the

collateral.

Netting agreements: Under what circumstances will a closeout netting

agreement be enforceable?

Contract frustration: Might unforeseen circumstances in validate a
contract? For example, if a contract is linked to an index or currency that

ceases to exist, will the contract become invalid ?

Legal risk can be a particular problem for institutions who transact business
across borders. Not only are they exposed to uncertainty relating to the
laws of multiple jurisdictions, but they also face uncertainty as to which
jurisdiction will have authority over any particular legal issue.

Liquidity risk

Liquidityrisk is a financial risk due to uncertain liquidity. An institution might

lose liquidity if its credit rating falls, it experiences sudden, unexpected cash

outflows, or some other event causes counterparties to avoid trading with or lending

108



to the institution. A firm is also exposed to liquidity risk if markets on which it

depends are subject to loss of liquidity.

Liquidity risk tends to compound other risks. If a trading organization has
position in an illiquid asset, its limited ability to liquidate that position at short notice
will compound its market risk. Suppose a firm has offsetting cash flows with two
different counterparties on a given day. If the counterparty that owes it a payment
defaults the firm will have to raise cash from other sources to make its payment.
Should it be unable to do so, it too is default. Here, liquidity risk is compounding

credit risk.

Obviously, a position can be hedged against market risk but still entail
liquidity risk. This is true in the above credit risk example the two payments are
offsetting, so they entail credit risk but not market risk. Another example is the
1993 Metallgesellschaft Debacle. Futures were used to hedge an OTC obligation.
It is debatable whether the hedge was effective from a market risk standpoint, but
it was the liquidity crisis caused by staggering margin calls on the futures that forced

Metallgescellschaft to unwind the positions.

Accordingly, liquidity risk has to be managed in addition to market, credit
and other risks. Because of its tendency to compound other risks, it is difficult or
impossible to isolate liquidity risk. In all but the most simple of circumstances,
comprehensive metrics of liquidity risk don’t exist. Certain techniques of asset-
liability management can be applied to assessing liquidity risk. A simple test for
liquidity risk is to look at future net cash flows on a day-by-day basis. Any day that
has a sizeable negative net cash flow is of concern. Such an analysis can be
supplemented with stress testing. Look at net cash flows on a day-to-day basis

assuming that an important counterparty defaults.

Obviously, such analyses cannot take into account contingent cash flows,

such as cash flows from derivatives or mortgage-backed securities. If an
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organization’s cash flows are largely contingent, liquidity risk may be assessed
using some form of scenario analysis. Construct multiple scenarios for market
movements and defaults over a given period of time. Assess day-to-day cash flows
under each scenario. Because balance sheets differed so significantly from one
organization to the next, there is little standardization in how such analyses are
implemented. Regulators are primarily concerned about systemic implications of

liquidity risk.
5.4.4 Market risk

Business activities entail a variety of risk. For convenience, we distinguish
between different categories of risk: market risk, credit risk, liquidity risk, etc.
Although such categorization is convenient, it is only informal. Usage and definitions
vary. Boundaries between categories are blurred. A loss due to widening credit
spreads may reasonably be called a market loss or a credit loss, so market risk
and credit risk overlap. Liquidity risk compounds other risks, such as market risk

and credit risk. It cannot be divorced from the risks it compounds.

An important but somewhat ambiguous distinguish is that between market
risk and business risk. Market risk is exposure to the uncertain market value of a
portfolio. A trader holds a portfolio of commodity forwards. She knows what its
market value is today, but she is uncertain as to its market value a week from
today. She faces market risk. Business risk is exposure to uncertainty in economic
value that cannot be market risk. Business risk is exposure to uncertainty in
economic value that cannot be market-to-market. The distinction between market
risk and business risk parallels the distinction between market-value accounting
and book-value accounting. Suppose a New England electricity wholesaler is long
a forward contract for on-peak electricity delivered over the next 3 months. There
is an active forward market for such electricity, so the contract can be marked to

market daily. Daily profits and losses on the contract reflect market risk. Suppose
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the firm also owns a power plant with an expected useful life of 30 years. Power
plants change hands infrequently, and electricity forward curves don’t exist out to
30 years. The plant cannot be marked to market on a regular basis. In the absence
of market values, market risk is not a meaningful notion. Uncertainty in the economic

value of the power plant represents business risk.

The distinction between market risk and business risk is ambiguous because
there is a vast “gray zone” between the two. There are many instruments for which
markets exist, but the markets are illiquid. Mark-to-market values are not usually
available, but mark-to-model values provide a more-or-less accurate reflection of
fair value. Do these instruments pose business risk or market risk? The decision is
important because firms employ fundamentally different techniques for managing

the two risks.

Business risk is managed with a long-term focus. Techniques include the
careful development of business plans and appropriate management oversight.
Book-value accounting is generally used, so the issue of day-to-day performance
is not material. The focus is on achieving a good return on investment over an

extended horizon.

Market risk is managed with a short-term focus. Long-term losses are
avoided by avoiding losses from one day to the next. On a tactical level, traders
and portfolio managers employ a variety of risk metrics duration and convexity,
the Greeks, beta etc. to assess their exposures. These allow them to identify and
reduce any exposures they might consider excessive. On a more strategic level,
organizations manage market risk by applying risk limits to traders’ or portfolio
managers’ activities. Increasingly, value-at-risk is being used to define and monitor

these limits. Some organizations also apply stress testing to their portfolios.
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5.4.5 Operational risk

During the 1990s, financial firms and other corporations focused increasing
attention on the emerging field of financial risk management. This was motivated
by concerns about the risks posed by the rapidly growing OTC derivatives markets;
a spat of publicized financial losses, including those of Barings Bank, Orange Country

and Metallgesellschaft; regulatory initiatives, especially the Basle Accord.

During the early part of the decade, much of the focus was on techniques
for measuring and managing market risk. As the decade progressed, this shifted to
techniques of measuring and managing portfolio credit risk. By the end of the decade,
firms and regulators were increasingly focusing on risks “other than market and
credit risk.” These came to be collectively called operational risks. This catch-all
category of risks was understood to include, employee errors, systems failures,
fire, floods or other losses to physical assets, fraud or other criminal activity. Firms
had always managed these risks in various ways. The new goal was to dosoin a
more systematic manner. The approach would parallel and be integrated with those

that were proving effective with market risk and credit risk.

The task appeared daunting. Financial institutions and regulators had to
dedicate considerable resources to managing market risk and credit risk, and those
were well-known, narrowly-defined risks. Operational risk was anything but well
defined. People disagreed about the specific contingencies that should be considered
operational risks should legal risks, tax risks, management incompetence or
reputational risks be included? The debate was more than academic. It would

shape the scope of initiatives to manage operational risk.

Another problem was that operational contingencies don’t always fall into
near categories. Losses can result from a complex confluence of events, which
makes it difficult to predict or model contingencies. In 1996, the Credit Lyonnais

trading floor was destroyed by fire. This might be categorized as a loss due to fire.
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It might also be categorized as a loss due to fraud investigators suspect employees

deliberately set the fire in order to destroy evidence of fraud.

There was considerable debate about the extent to which opertional risks
should be assessed with qualitative or quantitative means. Market risks are generally
assessed quantitatively with tools such as value-at-risk. Credit risk is assessed
with a combination of quantitative and qualitative means. Quantitative models are
employed for such things as projecting potential credit exposure, assessing portfolio
credit risk or assigning credit scores. Still, the process of assessing corporate credit
quality retains qualitative elements. For operational risk, certain contingencies are
particularly amenable to quantitative techniques. For example, settlement errors in
a trading operation’s back office happen with sufficient regularity that they can be
modelled statistically. Other contingencies affect financial institutions infrequently
and are of a non-uniform nature which makes modelling difficult. Examples include

acts of terrorism, natural disasters and trader fraud.

Working to define the Basle II accord, regulators made considerable
progress in designing a framework for managing operational risk. This was reported
in a consultative document (2001). Researchers and financial institutions pursued
initiatives. Techniques were borrowed from fields such as actuarial science and
engineering reliability analysis. By 2002, a general framework for assessing and
managing operational risk was emerging. Much work remains to be done, and
operational risk management will never be standardized to the extent to which
market risk and credit risk management are only because of the differences between

financial institutions. However, general conclusions can be drawn.

The Basle Committee defines operational risk as the risk of direct or indirect
loss resulting from inadequate or failed internal processes, people and systems or
from external events. This definition has been widely adopted in the literature,

either precisely or with slightly different wording. Each institution must interpret
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the definition in light of its own business lines, procedures and systems. Each

institution must identify the specific operational contingencies it is exposed to.

Most operational risks are best managed within the departments in which
they arise. Information technology professionals are best suited for addressing
systems-related risks. Back office staffs are best suited to address settlement risks,
etc. However, overall planning, coordination, and monitoring should be provided
by a centralized operational risk management department. This should closely
coordinate with market risk and credit risk management departments within an
overall enterprise risk management framework. Contingencies broadly fall into two
categories: (a) those that occur frequently and entail modest losses; and (b) those
that occur infrequently but may entail substantial losses. Both can and should be
assessed using qualitative techniques such as management oversight, employee
questionnaires, exit interviews, management self-assessment, and internal audit.
Both can also be assessed using quantitative techniques. Contingencies of an
infrequent but potentially catastrophic nature can, to some extent, be modelled
using techniques developed for property and casualty insurance. However,

contingencies that arise more frequently are more amendable to statistical analysis.

Statistical modelling requires data. For operational contingencies, two forms
of data are useful: data on historical loss events, and data on risk indicators. Loss
events run the gamut— settlement errors, systems failures, petty fraud, customer
lawsuits, etc. Losses may be direct (as in the case of theft) or indirect (as in the
case of damage to the institution’s reputation). There are three ways data on loss
events can be categorized: cause, event and consequence. For example, an event
might be a mis-entered trade. The cause might be inadequate training, a systems
problem or employee fatigue. Consequences might include a market loss, fees
paid to counterparty, a lawsuit or damage to the firm’s reputation. Any event may
have multiple causes or consequences. Tracking all three dimensions of loss events

facilitates the construction of event matrices, identifying the frequency with which
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certain causes are associated with specific events and consequences. Even with
no further analysis, such matrices can identify for management areas for

improvement in procedures, training, staffing, etc.

Risk indicators differ from loss events. They are not associated with specific
losses, but indicate the general level of operational risk. Examples of risk indicators
a firm might tract are: amount of overtime being performed by back-office staff,
staffing levels, daily transaction volumes, employee turnover rates, and systems
downtime. From a modelling standpoint, the goal is to find relationships between
specific risk indicators and corresponding rates of loss events. If such relationships
can be identified, then risk indicators can be used to identify periods of elevated

operational risk.

Once operational risks have been qualitatively or quantitatively assessed,
the next steps to somehow manage them. Solutions may attempt to avoid certain
risks, accept others, but attempt to mitigate their consequences, or simply accept
some risks. Specific techniques might include: employee training, close managements
oversight, segregation of duties, purchase of insurance, employee background
checks, exiting certain businesses, etc. Choice of techniques will depend upon a

cost-benefit analysis.

Inevitably, some risks are unavoidable or, from a cost-benefit standpoint,
are worth taking. These should be capitalized, so another step in operational risk
management is the calculation of reasonable capital charges. Many financial
institutions are incorporating operational risk capital charges into their capital

allocation systems.
5.4.6 Model risk

Because institutions rely heavily on models for pricing financial transactions

or monitoring risks, they are exposed to model risk. This is the risk that models are
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applied to tasks for which they are inappropriate or are otherwise implemented
incorrectly. Examples of model risk include: A bank uses a value at risk (VAR) to
monitor market risk. When the VAR measure was implemented, the bank’s traders
took little spread risk. It was coded with a fixed spread assumption. Since that
time, the traders have started taking significant spread risk but do not realize that
the model is failing to capture it. Option pricing models incorporate a risk-neutral
assumption. Such models may produce erroneous results if used to measure risk
or other quantities that depend upon investor risk preferences. A brokerage firm is
expanding its derivatives operation into South America. They fail to modify their
pricing models to reflect the lack of liquidity in certain markets. Consequently, they
underestimate the cost of hedging their positions. Model risks generally categorized

as a form of operational risk.

5.5 RISKMANAGEMENT

Risk management, as it is understood today, largely emerged during the
early 1990s, but the term ‘risk management’ was used long before this. Since the
1960s, it has frequently used to describe techniques for addressing insurable risks.
This form of ‘risk management’ encompasses: risk reduction through safety, quality
control and hazard education, alternative risk financing, including self-insurance
and captive insurance, and the purchase of traditional insurance products, as

suitable.

More recently, derivative dealers have promoted “risk management” as
the use of derivatives to hedge or customize market-risk exposures. For this reason,
derivative instruments are sometimes called ‘risk management products’. The new
“risk management” that evolved during the 1990s is different from either of the
earlier forms. It views derivatives as a problem as much as a solution. It focuses on

reporting, oversight and segregation of duties within organizations.
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Risk management or financial risk management, should want to distinguish
it from other uses of the word. It can be defined as practices by which a firm
optimizes the manner in which it takes financial risk. It includes monitoring of
risk taking activities, upholding relevant policies and procedures, and distributing

risk-related reports.

Note that risk management is not about optimizing risk in some sense. That
is the province of the board of directors and senior management, perhaps working
with more tactical risk takers such as traders or portfolio managers. No, risk
management is about optimizing the manner in which risk is taken. Accordingly

risk management is not about managing anything. It is really about facilitating.

A related concept is enterprise risk management, which is the extension of
financial risk management, in some sense, to non-financial contingencies. It is
somewhat elusive concept that means different things to different people. Firms
have experimented with the concept, combining financial risk management,
insurance purchasing, and contingency planning into a single business unit. A
challenge has been the culture clash between the worlds of finance and insurance.

Few professionals are expert in both.

Organizationally, financial risk management is implemented in different ways.
There may be, within the board of directors, a risk committee. Usually, there is
some sort of risk oversight committee, comprising senior managers. In practice,
various names are given to these two committees. A senior manager called the
head of risk management or chief risk officer (CRO), reports to the risk oversight
committee. This head of risk management may oversee a single department called
the risk management department. Professionals working within that department,
called risk managers, are responsible for facilitating the taking of applicable financial
risks (market risks, credit risks and operational risks) by other departments within

the firm. In larger organizations, there may be more specialization. The head of
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risk management might oversee three professionals: a head of market risk
management, a head of credit risk management and a head or operational risk

management.

Each would oversee a respective department. Other arrangements are also
possible. Functionally, there are four aspects of financial risk management.
Success depends upon a positive corporate culture, actively observed policies
and procedures, effective use of technology, independence of risk management

professionals. These are discussed below:
5.5.1 Culture

It is a fact that an organization will only manage risk if its members want to
manage risk. Regulators struggle with this every day. They can force a bank to
implement a multi-million dollar value-at-risk system. They can require an insurance
company to implement hundreds of pages of procedures. But they cannot force an

institution to effectively manage risk.

It is individuals who decide whether or not they are going to manage
organizational risk. Unfortunately, there is a big incentive for them to choose not
to. The very sorts of behaviour which reduce organizational risk entail significant
personal risk. For example: A clerk who blows the whistle on a trader may get the
problem resolved, or he may end up without a job. A board member who wishes
to expand the use of risk management must stick her neck out. At the risk of
appearing alarmist, she must suggest that potentially significant problems are not
currently being addressed. A trader whose compensation depends primarily upon
his reputation in the organization, can only manage risk if he first acknowledges
that he is capable of making mistakes. An executive who wishes to address the

risk of employee fraud may risk alienating his own colleagues.
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Risk management is about rocking the boat, asking questions and challenging

the establishment. No one can manage risk if they are not prepared to take risk.

While individual initiative is critical, it is corporate culture that facilitates the process.

Corporate culture defines what behaviour the members of an organization will

condone and what behaviour they will shun. Corporate culture plays a critical role

in risk management because it defines the risks which an individual must personally

take if they are going to help managing organizational risks. A positive risk culture

is one which promotes individual responsibility and is supportive of risk taking.

Characteristics of Positive Risk Management include :

(@)

(i)

(iii)

5.5.2

Individuals making decisions: Group decision making can be ineffective
if no one is personally accountable. When a single person makes a decision
possibly with the help or approval of others that individual is accountable.
His reputation is on the line, so he will carefully analyze the issues before

proposing a course of action.

Questioning: In a positive risk culture, people question everything. Not
only does this identify better ways to do things. It also ensures that people

understand and appreciate procedures.

Admissions of ignorance: Mark Twain once said, “I was gratified to be
able to answer promptly. I said I don’t know.” Admitting that we don’t
know entails significant personal risk. A positive risk culture supports such
honesty at every level of an organization. No risk culture is perfect.
Fortunately, few are beyond repair. The challenge of risk management is to

honestly assess an organization’s culture, and then work to improve it.
Policies and procedures

When you mention policies and procedures, people are likely to roll their

eyes, as thoughts of red tape and bureaucracy flood their thoughts. This is
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unfortunate. Used correctly, procedures are a powerful tool of risk management.
The purpose of policies and procedures is to empower people. They specify how
people can accomplish what needs to be done. It is only when policies and

procedures are neglected or abused that they become an impediment.

The success of policies and procedures depends critically upon a positive
risk culture. Hundreds of pages of procedures, neatly printed and sitting on a shelf,
are useless if no one uses them. However, even a simple set of procedures can
make an enormous difference for an organization if people believe in them and
take personal responsibility for upholding them. Procedures systematize the process
of risk management. Consider market risk limits. These are a form of procedure
which systematize oversight of market risk. They make explicit how much risk is

too much risk for any given segment of a portfolio.

Without risk limits, someone would have to track the risks being taken by
individual traders and apply their own subjective judgement as to how much is too
much. Should they decide to act on their subjective judgement that a trader is
taking too much risk, the affected trader may reasonably feel that the decision is
arbitrary or unfair. He might ask: “what about the market opportunity [ was pursuing

or the client whose needs [ was trying to meet?”

Whenever procedures do not exist, there is increased potential for
disagreement, misunderstanding and conflict. A lack of procedures increases the
personal risk that individuals must take if they are going to manage organizational
risk. Accordingly, a lack of procedures tends to promote inaction. Effective
procedures, on the other hand, empower people. They lay out specifically what

people should do and what they should not do in a given situation.
Examples of procedures include :

(i) Board procedures: Every board of directors or governing body should

operate under a set of procedures which address conflicts of interest, clarify
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(ii)

(iii)

(iv)

personal responsibility and facilitate the discussion and resolution of difficult

or contentious issues.

Lines of reporting: Everyone in an organization should report to a single
person. The line of reporting should be explicit. A worthwhile illustration
for this is the Bank of England’s report on the Barings collapse. That report
identifies four different people who may have had oversight responsibility

for Nick Leeson.

Trading authority: Whenever an organization engages in a new form of
market activity such as the use of a new form of transaction, a new hedging
strategy or proprietary trading, there should first be a formal review and
approval process. A streamlined procedure should apply for granting new

responsibility to any trader.

Risk limits: Market and credit risk limits represent procedures for
managing risk. There should also be procedures for establishing and
reviewing such limits in order to assure that the system of limits remains

effective.

An organization should have formal procedures for changing policies or

procedures. Experienced risk managers know that proposals for an informal or

hasty change to procedures sometimes indicate an effort to cover up something

that existing procedures would otherwise highlight. Also, because procedures

become outdated over time, it is easy for organizations to change how they operate

without formally recognizing that the change is taking place. Informal practices

evolve out of habit, instead of by a deliberate process. Because they may be adopted

out of necessity or convenience without considering how they impact organizational

risk. They, too, are a source of risk.

Often, periods of change are a time of increased risk for an organization.

Procedures for changing policies or procedures are an excellent mechanism that
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encourages people to recognize changes as they are taking place and formally

address the risks that they pose.
5.5.3 Technology

The primary role technology plays in risk management is risk assessment
and communication. Technology is employed to quantify or otherwise summarize
risks as they are being taken. It then communicates this information to decision-
makers, as appropriate. Technology might include a VAR system or portfolio credit
risk system. It can include financial engineering technology for independently
marking to market positions. It may include an interactive risk report that is
electronically circulated to managers every day. For many institutions, such as banks
or securities firms, technology is a critical component of risk management. For
other organizations, including some non-financial corporations or pension plans,

technology plays a lesser role.

For institutions, which rely heavily on technology, there is always a risk of
the cart being placed before the horse, with technology becoming the focus of risk
management. If an organization launches a risk management initiatives by first
allocating money to the project and then issuing a request for proposal, that can be
a warning sign. A more staged approach starts off by recognizing that risk
management is primarily about people, how they think and how they interact with
one another. Technology is just a tool. In the wrong hands, it is worse than useless,

but applied appropriately, it can transform an organization.

A good approach for implementing an enterprise risk management is to
allocate minimal funding for the initiative, but ensure that board members or senior
management or other supervisors are involved in the process. Start by planning a
risk management strategy that involves no technology at all. This can be an
empowering exercise. It focuses participants on the procedural and cultural issues

of risk management. Ultimately, it is these which determine the success of an
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initiative. Once you have decided on a strategy for managing risk, and then determine

where technology needs to be incorporated or where it can enhance the strategy.
5.5.4 Independence

For risk management to succeed, risk managers must be independent of
risk taking functions within the organization. Holton (2004) defines independence
as comprising the following four criteria: Risk managers have reporting lines that
are independent from those of risk taking functions. Except at the highest levels,
risk takers have no input on the performance reviews, compensation or promotion
of risk managers, and conversely. Employees cannot switch from one role to the
other. Those hired into risk management stay in risk management; those hired as
risk takers stay as risk takers. Risk managers do not take risk on the firm’s behalf.
They do not advise on which risks to take. They express no opinions about the

desirability of any particular risks.

The first three items are straightforward. The fourth is more subtle or
perhaps, controversial. It speaks to the very heart of what constitutes risk
management. Let’s briefly address the first three items and then proceed to the
question: what is the role of risk management, anyway? Enron’s experience with
risk management is instructive. The firm maintained a risk management function
staffed with capable employees. Lines of reporting were reasonably independent
in theory, but less so in practice. The group’s mark-to-market valuations were
subject to adjustment by management. The group had few career risk managers.
Enron maintained a fluid workforce. Employees were constantly on the lookout
for their next internal transfer. Those who rotated through risk management were
no different. A trader or structure whose deal a risk manager scrutinized one day
might be in a position to offer that risk manager a new position the next. Astute risk
managers were careful to not burn bridges. Even worse, risk managers were subject

to Enron’s “rank and yank™ system of performance review. Under that system,
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anyone could contribute feedback on anyone, and the consequences of a bad
review were draconian. Of the above four criteria for independence, Enron was
weak on the first but utterly failed to satisfy the second two. Despite the

sophistication of individual employees, risk management at Enron was hollow.

Proceeding now to the fourth criteria for independence, we want to
distinguish between risk taking and risk management. Within firms, there are strategic
and tactical risk takers. The CEO and other senior managers are strategic risk
takers. They formulate a strategy for the firm that entails taking certain risks. They
communicate the strategy to tactical risk takers including traders, structures, and
asset managers whose job it is to implement that strategy. This is how business has
operated for hundreds of years, so where do risk managers fit in? While not typically

acknowledged, there are two competing models.

According to one model, strategic and tactical risk takers need help taking
risk. Under this theory, super risk takers and risk managers are required to intervene.
They identify risks that should be avoided and, in doing so, risks that should be
taken. In this manner, risk managers help the less qualified strategic and tactical

risk takers do their jobs.

There is much wrong with this model. First, it is redundant. If strategic or
tactical risk takers are not capable of doing their jobs, the answer is not to hire a
super risk taker to do it for them. Rather, it is to replace them with strategic and
tactical risk takers who are up to the task. Second, it undermines accountability. If
a trade turns sour, is the trader at fault, or is the risk manager who failed to block
the deal? Third, it leads to conflict. While strategic risk takers will never feel
threatened that a super risk taker might usurp their prerogatives, tactical risk takers
often do. At some firms, the result has been a cold war between the front and
middle offices. Finally, risk managers are positioned to be used as scapegoats.

With corporate scandals fresh in memory, one can understand why some senior
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executives may be all too happy ascribing full responsibility for risk taking to a
chief risk officer. With this model, risk management can become a device for
executives to manage career risk as opposed to a device for managing corporate

risk.

The alternative model is that risk managers are facilitators. Strategic and
tactical risk takers are responsible for deciding what risks to take. Risk managers
facilitate the process by ensuring effective communication between the two groups.
They help strategic risk takers communicate through policies, procedures and risk
limits. They help tactical risk takers communicate by preparing risk reports that
describe the risks they are taking. To avoid the pitfalls of the risk-managers as
super-risk-takers model, risk managers must have no authority to take risk on the
firm’s behalf. They do not advise on risk taking issues because, if their advice is
routinely followed, they will become de facto risk takers. To avoid the semblance
of giving advice, they express no opinions about the desirability of taking any
particular risks. It is one thing for a risk manager to measure risk. It is entirely
another for the risk manager to express an opinion that the risk is too large or
otherwise not worth taking. With risk managers not expressing opinions, tactical
risk takers don’t feel threatened. So there is no cold war. With risk managers not
responsible for taking risks, there is little possibility of shifting lame to them when

things go wrong.

5.6 SUMMARY

Risk has two components namely uncertainty and exposure. If both are
not present, there is no risk. There are six types of risk. Credit risk is the risk due
to uncertainty in counterparty’s ability to meet its obligations. Credit analysis is
used to describe any process for assessing the credit quality of counterparty. Legal
risk can be a particular problem for institutions who transact business across borders.

A firm is exposed to liquidity risk if markets on which it depends are subject to loss

125



of liquidity. Market risk is exposure to the uncertain market value of a portfolio.

Most operational risks are managed within the departments in which they arise.

Four aspects of financial risk management are positive corporate culture, actively

observed policies and procedures, efficient use of technology and independence

of risk management professionals.

5.7

GLOSSARY

Credit risk: It is the risk due to uncertainty in a creditor’s ability to meet

its obligations.

Legal risk: It is the risk from uncertainty due to legal actions or uncertainty

in the applicability or interpretation of contracts, laws or regulations.
Liquidity risk: Liquidity risk is the financial risk due to uncertain liquidity.

Market risk: Market risk is exposure to the uncertain marked value of

a portfolio.

Operational risk: Operational risk is the risk of direct or indirect loss
resulting from inadequate or failed internal processes, people and systems

or from external events.

Risk management: It includes monitoring of risk taking activities,

upholding relevant policies and procedures, and distributing risk-related

reports.
5.8 SELFASSESSMENT QUESTIONS
Q1. Whatisrisk ?
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Q2.

Q3.

Q4.

Q5.

Q6.

What is credit risk ?

What is legal risk?

What is liquidity risk?

What is market risk?

What is operational risk?
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Q7.  Whatis model risk?

Q8.  Whatis positive risk management?

5.9 LESSONEND EXERCISE

Q1. Explain various types of risk.

Q2. Inassessing the credit risk, what factors should be kept in mind? Discuss.
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Q3.  Explainrisk management?

Q4. Explain the policies and procedures of risk management?

Q5.  Explain the different aspects of financial risk management.
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6.1 INTRODUCTION

As for the origin of the present banking system in the world is concerned,
the first bank called the “Bank of Venice” is believed to be established in Italy in
the year 1157. The first bank in India was started in the year 1770 by the Alexander
& Co., an English Agency as “Bank of Hindustan which failed in 1782 due to the
closure of the Agency House in India. The first bank in the modern sense was

established in the Bengal Presidency as “Bank of Bengal” in the year 1806.

According to G. Crowther the modern banking has three ancestors in the

history of banking in this world :
(1) The Merchants

(1) The Goldsmiths

@)  The Money Lenders

(i) The Merchants: It were the merchants who first evolved the system of
banking as the trading activities required remittances of money from one
place to another place which is one of the important functions of a bank
even now. Because of the possibility of theft of money during physical
transportation of money, the traders began to issue the documents which
were taken as titles of money. This system gave rise to the institution of
“Hundi” which means a letter of transfer whereby a merchant directs another
merchant to pay the bearer of Hundi the specified amount of money in the

Hundi and debit this amount against the drawer of Hundi.

(i) The Goldsmiths: The second stage in the growth of banking was the role
of goldsmiths. The business of goldsmiths was such that he had to secure
safe to protect the gold against theft and take special precautions. In a

period when paper was not in circulation and the money consisted of gold
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(iif)

and silver, the people started leaving their precious bullion and coins in the
custody of goldsmiths. As this practice spread, the goldsmiths started
charging something for taking care of the gold and silver. As the evidence
of receiving valuables, he stared to issue a receipt. Since the gold and
silver coins had no mark of the owners, the goldsmiths started lending
them. The goldsmiths were prepared to issue an equal amount of gold or
silver money to the receipt holder, the goldsmith receipts became like
cheques as a medium of exchange and a means of payment by one merchant

to the other merchant.

The money lenders: The third stage in the growth of banking system is
the changing of the character of goldsmiths into that of the money lenders.
With the passing of time and on the basis of experience the goldsmiths
found that the withdrawals of coins were much less than the deposits with
them and it was not necessary to hold the whole of the coins with them.
After keeping the contingency reserve, the goldsmiths started advancing
the coins on loan by charging interest. In this way the goldsmith money
lender became a banker who started performing two important functions
of the modern banking system that of accepting deposits and advancing
loans. The only difference is that now it is the paper money and then it was

gold or silver coins.

6.2

OBJECTIVES

After reading this lesson, you should be able to understand:
o the meaning and definition of bank;
o types of banks; and

° functions of commercial banks.
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6.3 MEANING AND DEFINITION OF A BANK

It is very difficult to giver a precise definition of a bank due to the fact that
amodern bank performs a variety of functions. Ordinarily a ‘Bank’ is an institution
which deals with the money and credit in such a manner that it accepts deposits
from the public and makes the surplus funds available to those who need them,
and helps in remitting money from one place to another safely. Different economists
have given different definition of a bank. Some of the important definitions are as

under:

“A bank collects money from those who have it to spare or who are
saving it out of their incomes, and it lends this money to those who require
it.” G.Crother

“Banking means the accepting for the purpose of Indian companies
lending or investment, of deposits of money from the public, repayable on

’

demand or otherwise, and withdrawable by cheque, draft or otherwise.’
The Banking Companies (Regulation) Act, 1949.
An ideal definition of a bank can be given as under:

“A bank is a commercial establishment which deals in debts and aims
at earning profits by accepting deposits from general public at large, which is
repayable on demand or otherwise through cheques or bank drafts and
otherwise which are used for lending to the borrowers or invested in

Government securities.”

6.4 TYPES OF BANKS

Banks are of various types and can be classified:

1. On the basis of Reserve Bank Schedule.
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2. On the basis of ownership.
3. On the basis of domicile.
4. On the basis of functions.

Chart 6.1 Types of Banks

Types of Banks
|
On the basis of On the basis On the basis On the basis
Reserve Bank of Ownership of Domicile of Functions
1. Scheduled Banks; 1. Public Sector Banks; 1. Domestic Banks 1. Commercial Banks
2. Non-Scheduled 2. Private Sector Banks; 2. Foreign Banks 2. Industrial Banks
Banks 3. Cooperative Banks 3. Agricultural Banks

4. Exchange Banks
5. Central Bank

6.4.1 On the basis of Reserve Bank Schedule

Bank can be of the following two types on the basis of Second Schedule of
the Reserve Bank of India Act, 1934:

(1) Schedules Banks and
(i) Non-scheduled Banks

6.4.1.1 Scheduled Banks: All those banks which are included in the list of
Schedule Second of the Reserve Bank of India are called the Scheduled Bank.
Only those banks are included in the list of scheduled banks which satisfy the

following conditions :

(a) That it must have a paid up capital and reserves of Rs. 5 lakhs.
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(b) That it must ensure the Reserve Bank that its operations are not detrimental

to the interest of the depositors.

(©) That it must be a corporation or a cooperative society and not a single

owner firm or a partnership firm.

6.4.1.2 Non-scheduled Banks: The banks which are not included in the second
schedule of the Reserve Bank of India Act, 1934 are called non-scheduled banks.
They are not included in the second schedule because they do not fulfill the three

pre-conditions laid down in the act to qualify for the induction in the second schedule.
6.4.2 On the basis of Ownership

Banks can be classified on the basis of ownership in the following categories:
(1) Public Sector Banks
(i) Private Sector Banks
@)  Cooperative Banks

6.4.2.1 Public Sector Banks: The banks which are owned or controlled by the
Government are called “Public Sector Banks”. In 1955 the first public sector
commercial bank was established by passing a special Act of Parliament which is
known as State Bank of India. Subsequently the Government took over the majority
of shares of other State Banks which were operating at the state levels namely
State Bank of Patiala, State Bank of Bikaner & Jaipur, State bank of Travancore,
State Bank of Mysore, State Bank of Indore, State Bank of Saurashtra and State
Bank of Hyderabad presently working as subsidiaries of State Bank of India.

In the field of banking, the expansion of public sector was marked with the
nationalization of 14 major commercial banks by Mrs. Indira Gandhi on July 19,

1969 through an ordinance. Again on April 15, 1980 another group of 6 commercial
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banks were nationalized with the deposits Rs. 200 crores each, resulting in the
total of 20 such banks. But due to the merger of New Bank of India with the
Punjab National Bank in 1993-94, the number of nationalized bank has been
reduced to 19. The State Bank of India and its seven subsidiaries had already
been nationalized. The progressive nationalization of bank has increased the role
of public sector banking in the country. In 1996 these nationalized commercial
banks had 31,055 branches all over India whereas State Bank of India and its

subsidiaries alone had 12,903 branches.

Under the new liberalization policy of the Government, The Oriental Bank
of Commerce, State Bank of India, Corporation Bank, Bank of India and Bank of
Baroda have offered their share to the general public and financial institutions and
therefore these banks are no longer 100% owned by Government of India. Although
majority of the shares is still with the Government, therefore these are still public

sector banks.

6.4.2.2 Private Sector Banks: On the contrary Private Sector Banks are those
banks which are owned and controlled by the private sector i.e. private individuals
and corporations. The private sector played a strategic role in the growth of joint
stock banks in India. In 1951 there were in all 566 private sector banks of which
92 banks were scheduled banks and the remaining 474 were non-scheduled banks.
At the time there was not even a single public sector bank. With the nationalization
of banks in 1969 and 1980 their role in commercial banking had declined
considerably. Since then the number of private sector banks is decreasing and the

number of public sector banks is increasing.

6.4.2.3 Co-operative Banks: The word “cooperative” stands for working
together. Therefore cooperative banking means an institution which is established
on the principle of cooperation dealing in ordinary banking business. Cooperative

banks are special type of banks doing ordinary banking business in which the
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members cooperate with each other for the promotion of their common economic

interests.

Features of Cooperative Banking

(M)
(i)
(iii)

(iv)

v)

Membership of Cooperative Banks is voluntary.
Functions of a Cooperative Bank are common banking functions.

Organization and management of a Cooperative Bank is based on

democratic principles.

Main objectives of a Cooperative bank are to promote economic, social

and moral development of its members.
Basic principle of Cooperative Bank is equality.
Therefore, we can conclude and define a cooperative bank as under:

“Cooperative Bank is an institution established on cooperative basis

which deals in ordinary banking business for the promotion of economic, social

and moral development of its members on the principle of equality.”

The short term agriculture credit institutions cater to the short term financial

needs of the agriculturists which have the following three tier federal structure in

cooperative:
(a) At the Village level: Primary Agricultural Credit Societies
(b) At the District level: Central Cooperative Banks
() At the State level: State Cooperative Banks
6.4.3 On the basis of domicile
The banks can be classified into the following two categories on the basis
of domicile :
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(1) Domestic Banks
(i) Foreign Banks

6.4.3.1 Domestic Banks: Those banks which are incorporated and registered

in the India are called domestic banks.

6.4.3.2 Foreign Banks: Foreign Banks are those banks which are setup ina
foreign country with their control and management in the hands of head office in
their country of origin but having business branches in India. Foreign Banks are
also known as Foreign Exchange Banks or Exchange Banks. Traditionally these
banks were set up for financing the foreign trade in India and discounting the foreign
exchange bills. But now these banks are also accepting deposits and making

advances like other commercial banks in India
6.4.4 On the basis of functions

The banks can be classified on the basis of functions in the following

categories :

(1) Commercial Banks
(1) Industrial Banks
(i)  Agricultural Banks
(iv)  Exchange Banks
(v) Central Bank

6.4.4.1 Commercial Banks: Commercial Banks are those banks which perform
all kinds of banking business and functions like accepting deposits, advancing loans,
credit creation, and agency functions for their customers. Since their major portion

of the deposits are for the short period, they advance only short term and medium
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term loans for business, trade and commerce. Majority of the commercial banks
are in the public sector. Of late they have started giving long term loans also to
compete in the commercial money market. These commercial banks are also called
joint stock banks because they are constituted and organized in the same manner

as the joint stock companies are constituted.

6.4.4.2 Industrial Banks: The Industrial banks are those banks which provide
medium term and long term finance to the industries for the purchase of land and
building, plant and machinery and other industrial equipment. They also underwrite
the shares and debentures of the industries and also subscribe to them. The main

functions of an Industrial Banks are as follows:

(1) They provide long term finance to the industries to purchase land and

buildings, plantand machinery and construction of factory buildings.
(i1) They also accept long term deposits.

@)  Theyunderwrite the shares and debentures of the industry and sometimes

subscribe to them.

In India there are number of financial institutions which perform the function

of an Industrial Bank. Major financial institutions are as under:

(a) Industrial Development Bank of India (IDBI)

(b) Industrial Finance Corporation of India (IFCI)

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

(d) State Industrial Development Corporation such as Haryana State Industrial

Development Corporation (HSIDC)

6.4.4.3 Agriculture Banks: The needs of agricultural credit are different from

that of industry, business, trade and commerce. Commercial banks and industrial
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banks do not deal with agriculture credit financing. An agriculturist has both types

of needs :

(i)

(i)

He requires short term credit to purchase seeds, fertilizers and other inputs

and

He also requires long term credit to purchase land, to make permanent
improvement on land, to purchase agricultural machinery and equipment

such as tractors etc.

Agricultural credit is generally provided in India by the Cooperative

institutions. The Cooperative Agricultural Credit Institutions are divided into two

categories:

(a) Short term agricultural credit institutions and

(b) Long term agricultural credit institutions

(a) Short term agricultural credit institutions: The short term agricultural
credit institutions cater to the short term financial needs of the agriculturists
which have the following three tier federal structure:
o At the Village level: Primary Agricultural Credit Societies
o At the District level: Central Cooperative Banks
o At the State level: State Cooperative Banks

(b) Long term agricultural credit institutions: The long term agricultural

credit is provided by the Land Development Banks which were earlier
known as Land Mortgage Banks. The land development banks provide

long term to agriculturists for a period ranging from 5 years to 25 years.

6.4.4.4 Exchange Banks: The exchange banks are those banks which deal in

foreign exchange and specialised in financing the foreign trade. Therefore, they are
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also called foreign exchange banks. Foreign Exchange Banks are those banks which
are set up in a foreign country with their control and management in the hands of

head office in their country of origin but having business branches in India.

6.4.4.5 Central Bank: The Central Bank is the apex bank of a country which
controls, regulates and supervises the banking, monetary and credit system of the
country. The Central Bank is owned and controlled by the Government of the
country. The Reserve Bank of India is the Central Bank in India. The important

functions of central bank are as follows:

(1) It acts as banker to the Government of the country.

(1) It also acts as agent and financial advisor to the Government of the country.
(11) It has the monopoly to issue currency of the country.

(iv)  Itserves as the lender of the last resort.

(v) It acts as the clearing house and keeps cash reserves of commercial banks.

6.5 FUNCTIONS OF COMMERCIAL BANKS

The Commercial Banks perform a variety of functions which can be divided

in the following three categories:

1. Basic Functions
2. Agency Functions
3. General Utility Functions

6.5.1 Basic Functions

The basic functions of bank are those functions without performing which

an institution cannot be called a banking institution at all. That is why these functions
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are also called primary or acid test function of a bank. The basic/primary/acid test

functions of a bank are:

(i)
(i)

(iii)

Accepting Deposits,
Advancing of Loans and

Credit Creation

6.5.1.1 Accepting Deposits: The first and the most important function of a

bank is to accept deposits from those people who can save and spare for the safe

custody with the bankers. It serves two purposes for the customers. On one hand

their money is safe with the bank without any fear of theft and on the other hand

they also earn interest as per the kind of saving they have made. For this purpose

the banks have different kinds of deposit accounts to attract the people which are

as under:

(a) Saving Deposit Account

(b) Fixed Deposit Account

() Current Deposit Account

(d) Recurring Deposit Account

(e) Home Loan Account

(a) Saving Deposit Account: The Saving Bank Account is the most common

bank account being utilized by the general public. The basic purpose of
this account is to mobilise the small savings of the general public. Certain
restrictions are imposed on the depositors regarding the number of
withdrawals and amount to be withdrawn in a given period of time. Generally
the rate of interest paid by the bank on these deposits is low as compared

to recurring or fixed deposit account.
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(b)

(c)

Cheque facility is also provided to the depositors with certain extra
restrictions on the depositors. One of the conditions is that the depositor
shall have to maintain a minimum balance in the account say Rs.500 which
is otherwise very low in the case of account without the facility of the
cheque book, say Rs.20 only. Some service charges are also imposed if

the depositor uses the cheque facility at large levels.

Fixed Deposit Account: This is an account where money can be deposited
for a fixed period of time say one year or two years or three years of five
years and so on. Once the money is deposited for a fixed period of time,
the depositor is prohibited from withdrawal of money from the bank before
the expiry of the stipulated period of time. The basic advantage to be
customer is that he is offered interest at the higher rate of interest and the

banker is free to utilize the money for that fixed period.

But where a customer is in need of money in any contingency or emergency,
the bank also has the facility to provide loan against the fixed deposit receipt
at liberal terms and conditions. Even if a customer insist on the withdrawal
of his money the fixed deposit receipt can also be encashed before the
expiry of the stipulated period of time with the condition that the customer
shall not be entitled to higher rate of interest, but the customer is allowed
that rate of interest which is applicable on the saving deposit account as if

the amount was deposited in the savings account.

Current Deposit Account: In the savings bank account there are
restrictions on the number of withdrawals that can be made in a day or a
week or a month. Therefore it does not suit to the needs of traders and
businessmen who has to make several payments daily and deposits money
in a similar manner. Therefore, there is a facility for them in the shape of

another account called Current Deposit Account. These accounts are
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()

generally maintained by the traders and businessmen who have to make a
number of payments every day. Money from this account can be withdrawn
by the account holder as many times as desired by the customer. Normally
bank does not pay any interest on these current accounts, rather some
incidental charges are charged by the banker as service charges. These

accounts are also called demand deposits or demand liabilities.

The facility of Over Drafts (O/D) is provided to the traders through these
current accounts for which the banks charge interest on the outstanding
balance of the customers. A limit is fixed by the bankers for withdrawal of
over drafts and the customer is not allowed to withdraw more than that
limit from his O/D current account. Say if a trader has an O/D limit of Rs.
1,00,000 with a bank, he can withdraw money upto Rs.1,00,000 from the
bank without depositing any money with the bank. But he cannot withdraw

more than Rs.1,00,000. He shall have to pay interest on such withdrawals.

Recurring Deposit Account: To encourage regular savings by the general
public, another account is opened in the banks called Recurring Deposit
Account. This account is preferred by the fixed income group, because a
particular amount fixed at the time of opening the account has to be deposited
in the account every month for a stipulated period of time. Say Rs.500 per
month for a period of three years. In this case the customer is bound to
deposit Rs.500 per month regularly for a period of three years. Generally
the bank pays rate of interest higher than that of a saving account and just

equal to the fixed deposit account on such recurring deposit accounts.

The withdrawal of money is allowed only after the stipulated period of time
along with the interest. Rather the account stands closed at the end of the
stipulated period of time. In this case also the bank provides a facility to

withdraw the money before the stipulated period of time in the case of any
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(e)

emergency. The bank shall allow rate of interest which is applicable on
saving bank account in case the customer want to close the account before

then stipulated period of time.

Home Loan Account: Home loan account facility has been introduced in
some scheduled commercial banks to encourage savings for the purchasing
of or construction of a house to live. In this account the customer is required
to deposit a particular amount per month or half yearly or even yearly for a
period of five years. After the stipulated period bank provide three to five
times of the deposited amount a loan to the subscribers to purchase or
construct a house. Rate of interest is also very attractive on this account
nearly equal to that of the fixed deposit account. Even the rebate of Income
Tax is also available on the amount contributed in this account under Section
88 of the Income Tax Act, 1961. Facility to close the account after the

stipulated period of time is also allowed.

6.5.1.2 Advancing of Loans: Advancing of loans is the second acid test function

of the commercial banks. After keeping certain cash reserves, the banks lend their

deposits to the needy borrowers. It is one of the primary functions without which

an institution can not be called a bank. The bank lends a certain percentage of the

cash lying in the deposits on a higher rate of interest than it pays on such deposits.

The longer the period for which the loan is required the higher is the rate of interest.

Similarly higher the amount of loan, the higher shall be the rate of interest. Before

advancing the loans the bank satisfy themselves about the credit worthiness of the

borrowers. This is how a bank earns profits and carries on its banking business.

There are various types of loans which are provided by the banks to the borrowers.

Some of the important ways of advancing loans are as under:

(a)
(b)

Call Money Advances

Cash Credits
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(c)
(d)
(e)
(@)

(b)

Overdrafts
Discounting Bills of Exchange
Term Loans

Call Money Advances: The Call Money Market which is also known as
inter-bank call money market deals with very short period loans called call
loans. The Call Money Market is a very important constituent of the
organized money market which functions as an immediate source of very
short term loans. The major suppliers of the funds in the call money market
are All Commercial Banks, State Bank of India (SBI), Life Insurance
Corporation of India (LIC), General Insurance Corporation (GIC), Unit
Trust of India (UTI) and Industrial Development Bank of India (IDBI) and
the major borrowers are the scheduled Commercial Banks. No collateral

securities are required against these call money market loans.

As the participants are mostly banks, it is also called inter-bank call money
market. The Scheduled Commercial Banks use their surplus funds to lend
for very short period to the bill brokers. The bill brokers and dealers in the
stock exchanges generally borrow money at call from the commercial banks.
The bill brokers in turn use them to discount or purchase the bills. Such
funds are borrowed at the call rate which varies with the volume of funds
lent by the commercial banks. When the brokers are asked to pay off the
loans immediately, then they borrow from SBI, LIC, GIC, and UTI etc.
These loans are granted by the commercial banks for a very short period,
not exceeding seven days in any case. The borrowers have to repay the

loan immediately whenever the lender bank calls them back.

Cash Credits: This is a type of loan which is provided to thy businessmen

against their current assets such as shares, stocks, bonds etc. These loans
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(c)

are not based on credit worthiness or personal security of the customers.
The bank provides this loan through opening an account in the name of the
customer and allows them to withdraw borrowed amount of loan from
time to time upto the limit fixed by the bank which is determined by the
value of security provided by the borrowers. Interest is charge only on the
amount of money actually withdrawn from the banks and not on the amount

of the sanctioned amount of loan.

In some other cases certain banks follow a different procedure for cash
credits. The whole amount of loan is credited to the current account of the
borrower. In case of new customer a separate account is opened and
amount of loan is transferred to it. The borrower is free to withdraw the
money through cheques as and when required by the borrower. But in this
case the borrower has to pay the interest on the whole amount credited in

their accounts.

Overdrafts: The facility of Over Drafts is provided to the traders and
businessmen through current accounts for which the banks charge interest
on the outstanding balance of the customers. A limit is fixed by the bankers
for withdrawal of over drafts and the customer is not allowed to withdraw
more than that limit from his Over Draft Current Account. This facility is
required by the traders and businessmen because they issue several cheques
in a day and similarly deposits so many cheques daily in their current
accounts. They may not be knowing at a particular day that whether there
is a balance in the account or not and their issued cheques are not
dishonored so they are provided with the facility of overdrafts. Say it a
trader has an Over Draft limit of Rs.2,00,000 with a bank, he can withdraw
money upto Rs.2,00,000 from the bank without depositing any money with
the bank. But he cannot withdraw more than Rs.2,00,000. He shall have

to pay interest on such withdrawals.
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(d

()

Discounting Bills of Exchange: This is another popular type of lending
by the commercial banks. A holder ofa bill of exchange can get it discounted
with a commercial bank. Bills of Exchange are also called the Commercial
Bills and the market dealing with these bills is also called commercial bill
market. Bills of exchange are those bills which are issued by the businessmen
or firms in exchange of goods sold or purchased. The bill of exchange is a
written unconditional order signed by the drawer (seller) requiring the
drawee (buyer) to pay on demand or at a fixed future date, (usually three
months after date written on the bill of exchange), a definite sum of money.
After the bill has been drawn by the drawer (seller), it is accepted by the
drawee (buyer) by countersigning the bill. Once the buyer puts his
acceptance on the bill by signing it, it becomes a legal document. They are
like post dated cheques issued by the buyers of goods for the goods
received. The bill holder can get this bill discounted in the bill market if he
wants the amount of the bill before its actual maturity. These bills of exchange
are discounted and re-discounted by the commercial banks for lending
credit to the bill brokers or for borrowing from the central bank. The bill of
exchange market is not properly developed in India. The Reserve Bank of
India introduced the bill market scheme in 1952. Its main aim was to provide
finance against bills of exchange for 90 days. The scheduled commercial
banks were allowed to convert a part of their advances into promissory
notes for 90 days for lodging as collateral security for advances from

Reserve Bank of India.

Term Loan: Earlier the commercial banks were advancing only short term
loans. The commercial banks have also started advancing medium term
and long term loans. Now the maturity period of term loans is more than
one year. The amount of the loan sanctioned is either paid to the borrower

or it is credited to the account of the borrower in the bank. The interest is
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charged on the whole amount of loan sanctioned irrespective of the amount
withdrawn by the borrower from his account. Repayment of the loan is

accepted in lump sum or in the installments.

6.5.1.3 Credit Creation: Credit Creation is one of the basic functions of a
commercial bank. A bank differs from the other financial institutions because it can
create credit. Like other financial institutions the commercial banks also aim at
earning profits. For this purpose they accept deposits and advance loans by keeping
small cash in reserve for day-to-day transactions. In the layman’s language when a
bank advances a loan, the bank creates credit or deposit. Every bank loan creates
an equivalent deposit in the bank. Therefore the credit creation means multiple
expansions of bank deposits. The word creation refers to the ability of the bank to

expand deposits as a multiple of its reserves.

The credit creation refers to the unique power of the banks to multiply
loans and advances, the hence deposits. With a little cash in hand, the banks can
create additional purchasing power to a considerable extent. It is because of this
multiple credit creation power that the commercial banks have been named the

“factories of creating credit” or manufacturers of money.
6.5.2 Agency Functions

The commercial banks also perform certain agency functions for and on
behalf of their customers. The bank acts as the agent of the customer while
performing these functions. Such services of the banks are called agency services.

Some of the important agency services are as under:

(@) Remittance of funds: Commercial banks provide a safe remittance of
funds of their customers from one place to another through cheques, bank

drafts, tele